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Executive Summary

The research work condemned the financial assessment of Aston Martin Langoda
for the last five years which have been referred to as one of the most renowned
automobiles. The performance has been formulated for the last five years and it has
been further compared with BMW and Mercedes Benz to accumulate the business
growth in the right direction. It has been observed that despite having high brand
value within the market Aston Martin Langoda tends to generate losses which
provide negative impact towards the majority of shareholders in the market.

Aston Martin can improve financial management by enhancing cash flow,
cultivating cost productivity, and leveraging cutting-edge financial planning tools.
Reinforcement its capital arrangement and capitalizing advantageously will
support development and constancy. Underlining these expanses will strengthen
operative performance and place Aston Martin for continued accomplishment in
the luxury automotive marketplace. This report also aims to analyse investment
projects A and B by using PBP, ARR, and NPV investment appraisal techniques.
The comparison of the following results shows that Project A's NPV is greater than
Project B's (£15.10 million) and has a higher ARR of 10.42% more than Project
B's (£14.65 million) and 7.61% respectively.
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Part A). Introduction

1.1 Company History and Business Model

Invented in 1913 by Lionel Martin and Robert Bamford, Aston Martin Lagonda Global Holdings
plc is a British luxury automobile maker with a storied history. The corporation is acknowledged
for manufacturing high-performance sports cars and grand tourers, demonstrating a combination
of advanced engineering and chic design. lconic models produced by the company include the
DB series and Vantage (Aston Martin Lagonda, 2024). Broadly speaking, Aston Martin’s
strategy is the pursuit of perfection and it firmly focuses on the crafting of luxury vehicles with
an emphasis on craftsmanship, exclusivity and performance. Aston Martin sells its luxury
vehicles through a global network of dealers; the brand is heavy on British heritage and high

engineering excellence.

1.2 Market Place and Major Competitors

The marketplace for luxury automobiles is a different market with a precise customer profile.
Aston Martin’s customer base is prosperous individuals who place a high value on performance,
strategy and individuality. This marketplace section is specifically diverse from the mainstream
passenger automobile market which includes the key players BMW and Mercedes-Benz (BMW,
2024). These two players have dedicated premium vehicles (including sports cars) that
correspondingly offer high performance, with additional technology advances in their luxury
vehicles. BMW has its M range while Mercedes-Benz has its AMG range - both of these
assortments offer an extensive choice of high-performance cars with several new features and

technologies (Mercedes, 2024).

1.3 Major Activities within the Current Five-Year Plan

Strategic Changes and Financial Challenges

Aston Martin has had its impartial share of challenges and strategic changes in the previous five
years:

Change of Leadership: In 2020 Aston Martin had a leadership changeover where Lawrence

Stroll, a Canadian billionaire stakeholder took over as Executive Chairman. This transformation



was a fragment of a wide-scale restructuring determination to expand the firm’s poor financial
outcomes and direct the firm to profitability (Aston Martin, 2024). Lawrence Stroll’s arrival
provided substantial capital from his grouping which addressed immediate liquidity and
reinforced the development of innovative automobiles.

Profit Warnings: Aston Martin had certain profit advice in recent years which imitated a failure
to meet its financial objectives (Campbell, 2020). In 2020 the company reported substantial
losses owing to lower sales, advanced operational costs, and the effect of the COVID-19
pandemic on the worldwide automobile market.

Innovative Product Launches and Strategic Approaches: Although challenging financial
circumstances, Aston Martin has familiarized new products. The luxury automaker debuted it is
first-ever luxury SUV, the Aston Martin DBX in 2020. The introduction characterizes a move in
a strategy intended to expand its customer base and fascinate a wider assortment of consumers
(Aston Martin Lagonda, 2023). The DBX model offers Aston Martin access to a lengthened
division of the luxury marketplace and possible entrants such as BMW and Mercedes-Benz.
Collaborations and Partnerships: At the same time as the beginning of numerous new products,
Aston Martin has followed alliances and partnerships to enrich the product portfolio and its
technical capabilities. Aston Martin proclaimed collaboration in 2021 with Mercedes-Benz for
the distribution of technologies and constituents for technology, powertrain, and electrical
architecture (Aston Martin Lagonda, 2020). Through the collaboration, Aston Martin pursues to
raise its technical capabilities and reinforce its position in the marketplace.

IPO and Stock Performance: Aston Martin went public on the London Stock Exchange in 2018.
However, from the time when their IPO, Aston Martin shares have not executed well. The share
price has been under substantial pressure as the firm has faced numerous financial challenges and
indecisions in the market and this has led to an impact on the share price, poor stakeholder
confidence and the requirement of a strong financial and functioning approach (Frazer, 2020).
Sustainability Initiatives: In recent years, Aston Martin has turned its consideration to
sustainability and decreasing its carbon footmark. The firm has made clear its commitment to
sustainability by transitioning to hybrid and electric vehicles as a fragment of its long-term
strategy to meet the significance of the fluctuating consumer background and regulatory
necessities. Integrating advanced technologies and shifting in the direction of sustainability is an

aim to meet these targets (Aston Martin, 2023).



Part B). Financial Performance Review

Calculation of the financial ratio of Aston Martin Langoda for the last five years
Profitability ratios

It helps in determining the profit margin earned by the automobile company in the last five years,
however it has been observed in the past few years that the company registered a decent amount

of losses which tends to provide impact in the execution process of the business.
Gross Profit Ratio
“Gross Profit ratio = Gross Profit/Sales*100”

The gross profit replicates about the amount of profit generated by the automobile company after
the manufacturing output or COGS amount has been eliminated from the revenue incurred by the
business entity during the period (Aston Martin, 2023). The gross margin for Aston Martin
Langoda has been below 40% in each of the last three years and before that it has been lower as

compared to the market standards.

Particulars 2022-2023 2021-2022 | 2020-2021 | 2019-2020 | 2018-2019

Revenue for Aston | 1,632.80 1,381.50 1,095.30 611.80 980.50
Martin Langoda

Gross Profit for the | 639.20 450.70 343.70 111.10 337.80

company

Gross Profit ratio 39.14747673 | 32.62395946 | 31.37953072 | 18.15952926 | 34.4518103

Table 1: Analysis of the gross margin for the automobile brand

(Source: Self-developed)




Net Profit Ratio
“Net Profit ratio = Net Profit/Sales*100”

It has been replicated as the final profit earned by the automobile brand through their formulation
in the global platform (Carey and Knowles, 2020). However the company registered a loss of -
13.89 in the last year which has been the drawback of the business and the loss has been -38.19
and -67.09 in FY 2022 and FY 2020 respectively.

Particulars 2022-2023 2021-2022 2020-2021 | 2019-2020 2018-
2019
Revenue 1,632.80 1,381.50 1,095.30 611.80 980.50
Net Profit/Loss of | -226.8 -527.7 -189.30 -410.50 -117.6
Aston Martin
Langoda
Net Profit Ratio -13.89024988 | - - - -
38.19761129 | 17.28293618 | 67.0970906 | 11.993881

Table 2: Ratio analysis of the net profit for the automobile brand from UK

(Source: Self-created)

“Return on Capital Employed = EBIT (Earnings before Income Tax)/ (Total Assets - Total
Current Liabilities)*100”

The value of ROCE for the automobile brand like Aston Martin Langoda used to be formulated
upon the profitability aspects and it tends to coincide upon the EBIT amount and further
formulates towards the total assets and the current liabilities and the final value have been high
with the amount being registered as 380.63 (Luthra et al., 2020).



Particulars 2022-2023 2021-2022 2020-2021 2019-2020 | 2018-2019
EBIT for the entity | -239.8 -495 -213.8 -466 -119.6

Total Assets 923.10 723.50 611.40 804.1 329.6
Current liabilities 986.1 1056.8 905.20 808.30 890.2
Eliminated value -63.00 -333.30 -293.80 -4.20 -560.60
Return on Capital | 380.6349206 | 148.5148515 | 72.77059224 | 11095.2381 | 21.33428469

Employed

Liquidity ratios

Table 3: ROCE of the company

(Source: Self-developed)

It has been useful in terms of measuring the liquidity aspects, where the assets and liabilities

have been properly indulged to formulate the business in the right direction.

Current Ratio

“Current Ratio= Current Assets / Current Liabilities”

The promising aspect for Aston Martin Langoda indicates that the value has been more than 1 in

each of the last two years which further helps in providing better output for the financial growth

and the financial health will be secure to provide some optimal benefits to the organisation.




Particulars 2022-2023 2021-2022 2020-2021 2019-2020 2018-2019
Current Assets 991.5 1125.4 867.90 889.50 567.5
Current liabilities 986.1 1056.8 905.20 808.30 890.2
Current Ratio of | 1.005476118 | 1.064912945 | 0.958793637 | 1.100457751 | 0.63749719
Aston Martin

Langoda

Efficiency ratio

Table 4: Current ratio of Aston Martin Langoda

(Source: Self-developed)

This category of financial ratio has been useful in terms of managing the financial flexibility and

further helps in overcoming the capital prior to the inventory period and the timeline that has

been allocated for the recovery of inventory turnover and payable period.

Asset Turnover Ratio

“Asset Turnover Ratio = Net Sales/Average Total Assets”

The value has been determined as 3.53, 3.81 and 3.58 in the last three years. The average value

of the assets and the final revenue used to formulate the performance of the company to generate

better outcomes and further it has been useful to provide better valuation registered for business

orientation in the right manner (Carey and Knowles, 2020).

Particulars

2022-2023

2021-2022

2020-2021

2019-2020

2018-2019

Net Sales of the

1,632.80

1,381.50

1,095.30

611.80

980.50




automobile brand

Total Assets for the | 923.10 723.50 611.40 804.1 329.6
business

Average Total | 461.55 361.75 305.7 402.05 164.8
Assets

Asset Turnover | 3.537644892 | 3.818935729 | 3.582924436 | 1.521701281 | 5.949635922
Ratio

Table 5: Asset Turnover ratio for the respective business houses from UK

(Source: Self-created)

Gearing ratio

The analysis of debt obligations has been formulated through the help of this financial ratio and

it also provides inputs on how the organisation is able to register flexibility in terms of managing

the equity and asset value intact such that the organisation has been able to overcome the debt

amount.

Debt to Equity ratio

“Debt/equity = Total debt/ Total shareholder's equity”

The negative aspects for Aston Martin Langoda is that the debt margin has been more than 3

times higher than that of the equity value of the shareholder and it has been expected to create

challenges to the management in terms of optimising the operations of the automobile brand in
the global platform (Tsao, Mukherjee and Ray, 2022).
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Particulars 2022-2023 2021-2022 | 2020-2021 | 2019-2020 | 2018-2019
Total Debt of Aston | 3,173.00 3,104.30 2,842.50 2794.8 2231.1
Martin Langoda
Shareholder's Equity | 923.10 723.50 660.40 804.1 329.6
Debt to Equity Ratio | 3.437330733 | 4.290670352 | 4.30420957 | 3.475687104 | 6.769114078

Table 6: Aston Martin Langoda

(Source: Self-developed)

Critical evaluation regarding the ratios calculated for this period

It has been observed that the financial performance of Aston Martin is not in the positive

formulation as the company registered decent amount of losses in the last few quarters which is

going to make an impact on the shareholders. The debt amount is also high and for which the

banks from UK like Barclays or HSBC have been bound to not accustom with the business

formulation and further the business status have been likely to hamper.

Comparison of the financial performance by two of its major competitors

The major competitors of Aston Martin which have been considered for this assignment are

BMW group and Mercedes Benz (Manrai et al., 2019). The performance of these two companies

has been likely to be evaluated for the previous five years to analyse the business growth in

different areas.
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Profitability ratios

Mercedes Benz and BMW both used to be considered as one of the established brands in the

automobile sector, but it has been observed that their valuation and gross margin have been
lower than that of Aston Martin Langoda (BMW.com, 2024).

Particulars | 2022-2023 2021-2022 2020-2021 | 2019-2020 | 2018-2019
Revenue of |1,53,218.00 |1,50,017.00 |1,33,893.00 |1,21,778.00 | 1,72,745.00
Mercedes
Benz
Gross Profit | 34,379.00 34,020.00 30,675.00 | 20,186.00 29,165.00
Gross Profit | 22.44 22.68 22.91 16.58 16.88
ratio

Table 7: Analysis of the gross margin for the global automobile brand

(Source: Self-developed)

BMW Group
Particulars 2022-2023 2021-2022 2020-2021 | 2019-2020 2018-2019
Revenue 155498 1,42,610.00 |1,11,239.00 |98,990.00 1,04,210.00
Gross Profit 29698 24,568.00 21,986.00 13,582.00 18,063.00
Gross Profit | 19.09863792 | 17.23 19.76 13.72 17.33
ratio

Table 8: Analysis of the gross margin for the automobile brand

12
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Aston Martin
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HFY 2022
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B FY 2020
B FY 2019

(Source: Self-developed)

Figure 1: Comparison of the gross profit for the three brands

It has been referred to as the final profit earned by each of the two competitors for Aston Martin

and it has been observed that both BMW and Mercedes Benz tend to register a certain profit at

the end of the fiscal period (Cescon, Costantini and Grassetti, 2019).

Particulars 2022-2023 2021-2022 2020-2021 2019-2020 2018-2019
Revenue of | 1,53,218.00 1,50,017.00 1,33,893.00 |1,21,778.00 1,72,745.00
Mercedes

Benz

Net 14,531.00 14,809.00 23,396.00 4,009.00 2,709.00
Profit/Loss

Net Profit | 9.48 9.87 17.47 3.29 1.57
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Ratio of
Mercedes

Benz

Table 9: Ratio analysis of the net profit for the automobile brand

(Source: Self-created)

There is some positive outcome for the business formulation of the German brand in the

automobile sector as the company have been successful in terms of generating a positive profit

margin which may further helps in registering the business growth in different direction.

BMW Group

Particulars 2022-2023 2021-2022 2020-2021 2019-2020 2018-2019
Revenue 155498 1,42,610.00 |1,11,239.00 | 98,990.00 1,04,210.00
Net Profit/Loss | 12165 18,582.00 12,463.00 3857.00 5022.00
Net Profit Ratio | 7.823251746 | 13.03 11.20 3.90 4.82

Table 10: Ratio analysis of the net profit for the automobile brand from Germany

(Source: Self-created)
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Figure 2: Net margin of the three automobile brands

(Source: Self-developed)

ROCE has been found in the positive aspect, but the performance has been found to be low as

compared to other brands within the market (Mercedes-Benz Group, 2024).

Particulars 2022-2023 2021-2022 2020-2021 2019-2020 2018-2019
EBIT of | 19,660.00 20,458.00 16,028.00 6,091.00 3,830.00
Mercedes
Benz
Total Assets 2,63,022.00 2,60,015.00 2,59,831.00 | 2,85,737.00 3,02,438.00
Current 82,434.00 88,403.00 87,675.00 99,809.00 1,05,802.00
liabilities

15




Deducted 180588.00 171612.00 172156.00 185928.00 196636.00
amount
ROCE of | 10.89 11.92 9.31 3.28 1.95
Mercedes
Benz

Table 11: ROCE of the company

(Source: Self-developed)

Particulars 2022-2023 2021-2022 2020-2021 | 2019-2020 2018-2019
EBIT 17096 23509 6356 5222 7118
Total Assets 250890 2,16,658.00 |2,29,527.00 |2,16,658.00 2,28,034.00
Current 87001 84,421.00 76,466.00 71,963.00 82,625.00
liabilities
Deducted 163889 132237 153061 144695 145409
amount
Return on | 10.43145055 | 17.77792902 | 4.152592757 | 3.608970593 | 4.895157796
Capital
Employed

Table 12: ROCE of the company

(Source: Self-developed)
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Liquidity ratios

This category of financial ratios has been useful in terms of determining the assets and the

liabilities which have been subjected to the automobile business in the global brand (Manrai et

al., 2019). The current ratio has been further useful for the investors in terms of accumulating the

business in the right direction.

Particulars 2022-2023 2021-2022 2020-2021 2019-2020 2018-2019
Current Assets | 1,04,032.00 1,02,874.00 1,02,929.00 | 1,15,264.00 1,27,800.00
Current 82,434.00 88,403.00 87,675.00 99,809.00 1,05,802.00
liabilities  of
the company
Current Ratio | 1.26 1.16 1.17 1.15 1.21
of Mercedes
Benz
Table 13: Current ratio of Mercedes Benz
(Source: Self-developed)
BMW Group
Particulars 2022-2023 2021-2022 2020-2021 2019-2020 2018-2019
Current Assets | 94972 92,204.00 86,173.00 81,807.00 90,630.00
Current 87001 84,421.00 76,466.00 71,963.00 82,625.00

17




liabilities

Current Ratio 1.091619637 | 1.09 1.13 1.14 1.10

Table 14: Current ratio of BMW

(Source: Self-developed)

Gearing ratio

It provides positive output to the business growth in the right direction and the best solution has
been provided to an individual before buying respective shares of the company (BMW.in, 2023).
The debt margin have been elaborately discussed through this category of ratio analysis.

Particulars 2022-2023 2021-2022 2020-2021 2019-2020 2018-2019

Total Debt of | 1,70,206.00 1,73,475.00 1,86,664.00 | 2,23,489.00 2,39,597.00
Mercedes

Benz

Shareholder's | 92,816.00 86,540.00 73,167.00 62,248.00 62,841.00
Equity

Debt to Equity | 1.83 2.00 2.55 3.59 3.81
Ratio

Table 15: DOE of Mercedes Benz

(Source: Self-developed)
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BMW Group

Particulars 2022-2023 2021-2022 2020-2021 | 2019-2020 2018-2019
Total Debt 250890 2,46,926.00 |2,29,527.00 |2,16,658.00 2,28,034.00
Shareholder's 89596 87,125.00 74,366.00 60,891.00 59,324.00

Equity

Debt to Equity | 2.800236618 | 2.83 3.09 3.56 3.84

Ratio

Table 16: DOE of BMW

(Source: Self-developed)

Efficiency ratios

It has been likely to properly formulate towards the business function and the revenue incurred
by each of the automobile brands in the financial period and the average value of the assets is
likely to be properly formulated in the business growth (BMW GROUP, 2023).

Particulars 2022-2023 2021-2022 2020-2021 2019-2020 2018-2019
Net Sales of | 1,53,218.00 1,50,017.00 1,33,893.00 |1,21,778.00 1,72,745.00
Mercedes

Benz

Total Assets 2,63,022.00 2,60,015.00 2,59,831.00 | 2,85,737.00 3,02,438.00
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Average Total | 131511 130007.5 129915.50 142868.50 151219.00
Assets

Asset 1.165058436 1.153910351 1.03 0.85 1.14
Turnover

Ratio

Table 17: Asset Turnover ratio for the respective business houses

(Source: Self-created)

The valuation for this financial ratio have been formulated as more than 1 in most of the cases

for the last five years which tends to provide positive impact in the business growth.

Particulars 2022-2023 2021-2022 2020-2021 2019-2020 2018-2019
Net Sales of | 155498 1,42,610.00 1,11,239.00 | 98,990.00 1,04,210.00
BMW

Total Assets 250890 2,16,658.00 2,29,527.00 | 2,16,658.00 2,28,034.00
Average Total | 125445 108329 114763.5 108329 114017
Assets

Asset Turnover | 1.239571127 | 1.316452658 | 0.969289016 | 0.913790398 | 0.913986511
Ratio of BMW

Table 18: Asset Turnover ratio for the respective business houses from Germany

(Source: Self-created)
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2.4 Recommendations for Improving Financial Management at Aston Martin

Lagonda
Recommendation 1: Strengthening Cash Flow Management

Enhance Working Capital Efficiency: Implement approaches to boost the management of
accounts receivable and inventory. For instance, implementing stronger credit terms and usage of
sophisticated estimating systems to decrease days sales outstanding (DSO). In addition, revisit
their inventory management style to contemplate JIT systems, which can lower the inventory
holding cost and unlock the principal formerly affected by the inventory management (EL-
Ansary and Al-Gazzar, 2020).

Recommendation 2: Optimizing Cost Management

Conduct Cost-Benefit Analyses: Repeatedly review and examine all key spends to recognize any
potential cost savings. Monitor budget-cutting measures where they have lucidity that they aren’t

at the primary and review their other procedures to cut down on inadequacies.

Invest in Technology: Utilize advanced technology, such as automation and data analytics, to
help improve functioning efficiency (Bhatia and Kumar, 2020). For instance, implementing
automated manufacturing processes might help diminution the cost of production and increase

throughput.
Recommendation 3: Enhancing Financial Planning and Analysis (FP&A)

Develop Comprehensive Budgets and Forecasts: Create characteristic budgets that align with
strategic goals and include numerous circumstances to control threats successfully. Regularly

update forecasts to mirror market adjustments and adjust plans accordingly (Kulkarni, 2023).

Implement Advanced Analytics: Utilize superior monetary analytics tools to benefit insights into
performance metrics, market traits, and profitability drivers. Predictive analytics can decorate

decision-making through imparting accurate forecasts and recognizing ability financial risks.
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Recommendation 4: Improving Investment Strategy

Prioritize Strategic Investments: Focus on investments that support the corporation’s lengthy-
time period approach and provide the highest possible returns. Apprise funding possibilities the

usage of rigorous appraisal strategies and prioritize errands that enhance competitive benefit.
Recommendation 5: Enhancing Strategic and Operational Flexibility

Enhance Market Positioning: Capitalize in emblem positioning and marketing approaches to
strengthen the organisation’s market presence and induce new customers. Effective marketing

campaigns and brand differentiation can redecorate purchaser loyalty and pressure income.

Monitor Competitive Landscape: Constantly analyse rivalry and market dynamics to live in
advance of industry developments (Chunsheng et al., 2020). Acclimatize approaches based
totally on aggressive perceptions to maintain an aggressive lateral and respond to marketplace
challenges proactively.

Part C). Investment Appraisal

3.1 Calculation of Payback Period (PBP), Accounting Rate of Return (ARR) and the
Net Present Value (NPV)

(Refer to Appendix A)

3.2 Evaluation of Investment Appraisal Results

After analysing two advertisement investment projects A and B, to identify which project has
higher returns, we used the following financial ratios. These include NPV, Annualized average

profit, ARR, Cumulative Cash inflow and Payback duration.
Net Present Value (NPV)
Project A: NPV = £15.10 million

Project B: NPV = £14.65 million
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It accords an investment’s productivity as the return on investment and cash flows obtained
following the NPV model and expending the Weighted Average Cost of Capital (WACC). This
means that the larger the NPV the more profitable the investment will be. Also, NPV works
under the assumption of correcting business values to today’s values and, in this case, Project A

has a greater NPV than Project B (£15.10 million against £14.65 million).
Average Annual Profit

Project A: £11.25 million

Project B: £8.75 million

The Average Annual Revenue provides indications of the average return on each project for the
entire period of the project. Owing to more times the amount of Project A’s average annual profit
it shows that as expected this project could make a comparatively higher amount of profit each
year than Project B. This feature would allow it to have healthier financial outcomes and make

money in the long run.

Accounting Rate of Return (ARR)

Project A: 10.42%

Project B: 7.61%

Cumulative Cash Flow

Project A: -£80m, -£55m, -£30m, -£10m, £45m
Project B: -£75m, -£25m, -£5m, £15m, £35m

It is evident that the cumulative cash flow of Project B is positive in the earlier period and it
takes less time for the initial investment in the project to recover than in the case of Project A. At
this end of Year 4 projects, B has accumulated a cash inflow of £15 million while project A has
accumulated an outflow of £-10 million. This implies that the initial cost of undertaking Project
B is quickly regenerated, which might be profitable as liquidity and risk mitigation are

concerned.
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Payback Period
Project A: 5 years
Project B: 4 years

The Payback Period points to the period that is taken to be in a position to recoup the initial cash
outlay made. Since the payback period is whether the cash inflows can recover the investment, a
lesser or shorter payback period is preferable as it demonstrates that much cash is being regained
within a short time and thus the risk level of the project is low. Project B is shorter with a
payback period of 4yrs while Project A has a payback period of 5yrs it shows that Project B

returns the invested capital at an earlier time.
Recommendation
Project A should be adopted based on the following reasons:

Higher NPV: This signifies that Project A has a more enhanced NPV of £15.10 million as
compared to that of Project B which has £14.65 million, and hence as a measurable return on

investment the project is producing more value than Project B in present terms.

Better Average Annual Profit: It is also comprehended that Project A earns £11.25 an average
annual profit against £8.75 certainly provides a rich picture of how profitable the firms are.

Superior ARR: With an ARR of 10.42%, Project an offers an advanced return compared to its

initial investment equated to Project B's 7.61%.

3.3 Critical Evaluation of Payback Period, Accounting Rate of Return, and Net

Present Value Techniques

When evaluating capital projects financial metrics such as Payback Period (PBP), Accounting
Rate of Return (ARR), and Net Present Value (NPV) are commonly used. Each method has its
advantages and shortcomings, and understanding these can aid in making more informed
investment decisions (Spané and Zagaria, 2022). Furthermore, non-financial factors should be

measured to provide a comprehensive assessment of capital projects.

24



Payback Period (PBP)
Advantages

Simplicity and Ease of Understanding: The Payback Period is straightforward to compute,
making it accessible for both financial professionals and non-experts. It measures how quickly an
investment can recover its initial costs, which is specifically beneficial for measuring liquidity

risk and financial viability in the short term (Ardiles Sinaga et al., 2023).

Focus on Cash Flow: Unlike certain other approaches that focus on profits or returns, PBP
highlights actual cash flows, which can be more appropriate for measuring a project’s aptitude to

generate liquidity and meet short-term financial obligations.

Ignore Time Value of Money: PBP does not account for the time value of money, which can
lead to misrepresentative assessments of enduring investments. It gives all cash inflows as equal

regardless of when they happen, possibly undervaluing projects with subsequent cash flows.

Does Not Consider Cash Flow: PBP does not contemplating any cash flows that happen after
the payback period. This limitation can result in directing the long-term productivity and

complete financial advantages of a project. (Siziba and Hall, 2021).

Risk Assessment Limitations: PBP does not directly measure the risk accompanying the project.
A project with a shorter payback period might still have high risks that are not apprehended by

this metric alone.
Accounting Rate of Return (ARR)
Advantages

Simplicity: ARR is easy to compute as it depends on accounting revenues rather than cash flows.

It is a simple metric that can be rapidly understood and used for initial assessments.

Focus on Profitability: ARR offers a straightforward measure of the average annual profit
compared to the initial investment, which can be beneficial for assessing the expected

profitability of a project.
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Disadvantages

Ignore Time Value of Money: Comparable to PBP, ARR does not account for the time value of
money, which can mislead the valuation of projects with conflicting cash flow timings. This can
lead to suboptimal decision-making, particularly for enduring projects (Wallstreetprep.com
2022).

Based on Accounting Profit: ARR uses accounting profits which affected by non-cash items
such as depreciation and amortization. This dependence on accounting profit rather than cash

flow can lead to incorrect assessments of a project’s actual financial performance.
Net Present Value (NPV)
Advantages

Consider Time Value of Money: NPV accounts for the time value of money by discounting
future cash flows to their present value. This offers a more precise measure of a project’s

productivity and value formation in today’s terms.

Comprehensive Profitability Measure: NPV appraises the total value engendered by a project,
taking into account all cash inflows and outflows over its complete life. This offers a holistic

interpretation of the project’s financial performance (Shou, 2022).
Shortcomings

Complexity: Computing NPV can be complex, necessitating comprehensive forecasts of future
cash flows and an applicable discount rate. This difficulty can be a barricade for certain decision-

makers.

Dependence on Discount Rate: The accuracy of NPV is extremely sensitive to the discount rate
used. Assessing the appropriate discount rate can be stimulating and influence the consistency of
the NPV calculation.
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Non-Financial Factors

However financial metrics are crucial, non-financial aspects must correspondingly be measured

for a complete project evaluation:

Strategic Alignment: Projects must align with the firm’s strategic goals and objectives. An

investment might have a high financial return but may not support the firm’s continuing strategy

or mission (Musawir, Abd-Karim and Mohd-Danuri, 2020).

Regulatory and Compliance Issues: Projects must be measured for possible regulatory and
compliance challenges. Non-compliance can lead to permissible issues, penalties, or operative

disruptions.

Environmental and Social Impact: The ecological and social implications of a project must be
measured. Projects that destructively impact the environment or communities can lead to

reputational damage and might not be sustainable in the long term (Reed et al., 2021).

Market Conditions: Understanding market trends and circumstances is important. A project that
looks financially attractive today might face considerable changes which influence its future

performance.

Conclusion

PBP, ARR and NPV show their individuality and weaknesses, consequently. PBP has the
advantages of simplicity and liquidity focus; however, the specific issue with PBP is that it does
not deal with the time value of money and long-term worth. ARR gives a clear-cut measure of
profitability but excludes aspects like the timing of cash flows as well as risk. NPV is an overall
measure and also incorporates the factor of the time value of money into its computation, thus

being a strong model of value-added but requiring formulation.
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Appendix A: Investment Appraisal

Investment Appraisal
Projected Cash Flows Yo i ve v3 v Outcom
[Em] [Em] [Em] [Em] [Em] |e
A -80 25 25 20 55
B -75 50 20 20 20
WACC (%) 9.75%
NPV for A [Em] 15.10
NPV for B [Em] 14.65
Average Annual Profit for A
[Em] 11.25
Average Annual Profit for B
[£m] 8.75
Accounting Rate of Return
(ARR):
ARR for A (%) 10.42
ARR for B (%) 7.61
Cumulative Cash Flow for A
[Em] -80 -55 -30 -10 45
Cumulative Cash Flow for B
[Em] -75 -25 -5 15 35
Pay back Period for A (years) 5
Pay back Period for B (years) 4
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