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Abstract

In the first part of this report a comprehensive evaluation of the financial performance of William Hill and Paddy Power was carried out using twelve (12) ratios from five (5) different standard performance categories to broadly analyse their financial situations. In both companies’ majority of the ratios applied showed yearly substantial improvements   except in some categories such as short term liquidity and long term solvency.
Finally, from the above analysis it is evident that Paddy Power proved itself to be a sound corporate entity with an expansive vision, and capable of applying efficient and upright accounting policies in the management of its operations. Paddy Power demonstrated to have a well-defined growth strategy making it very attractive to long term investors.
The second part of the report treated the various techniques of project appraisal such as Payback period (PBP) which defines the expected time when cost of an investment will be recouped. Net present value (NPV) that represents a project’s total present value of future cash flows. The accounting rate of return (ARR) is the profit generated as a percentage of the investment.
Concluding the second part was the comparison of the various method and how they are used in project assessment by investors. 
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[bookmark: _Hlk513539036]
1.0 Introduction
This study will financially compare William Hill plc and the Paddy Power by using ratio analysis of the recent three years Consolidated Financial statements of each company obtained from the company’s Annual Reports. William hill plc will be compared to Paddy Power.  The study will determine each company’s current consolidated financial position. The gambling activities will be financially compared between the two companies.  This study is to ascertain whether it is worth investing in William Hill plc or Paddy Power at the market price. Various ratios will be used for the financial analysis of the both companies. All the formulas and calculations are provided in the Appendix.
[bookmark: _Hlk511641939]The first part of this report will give a history of the William Hill plc and Paddy Power the including their strength and weakness plus the opportunities for future developments. The second part will be Analyzing the Financial Ratios focusing on profitability ratios, liquidity ratios, efficiency ratios, investment ratios including the ratios based on share price. In the third part some explanations of limitations of ratios financial ratios will be given to enable a good understanding of differences and imperfections in the analysis including the comparison of various project appraisal techniques.
For reference, current prices of UK-listed shares are available from the London Stock Exchange website.

[bookmark: _Hlk513539009]1.1 Tourism and Travel UK Market Trend
According to www.ons.gov.uk, (2018), the travel and tourism of Uk has been in constant recovery since after the economic crisis and the performance is coming back to pro-crisis levels. The out bound travel of Uk citizen increased in 2017, total value of about £43.8 about 12% more than in 2016. UK saw a boom of tourist in 2017, worth about £22.5 billion, an increase of 2% form 2016. There is a very big indication that the tourism and travel industry is putting behind the global economic crisis as the austerity tail off, also some the most affected countries in Europe have stared recovering. 

UK registered about 13.9 million occasion visits in 2017 about 37% of the aggregate visits. Occasion visits are the most widely explanations of coming to UK. Statistically, the most regular purposes of coming to UK were for business visits (9.2 million) and Leisure (11.6).  Since 19996, there has been an increase for every one of these reasons. The hospitality and gambling industries have had an attractive business advancement recently because of the increment in the number of tourists that visit yearly. The market is expanding fast because UK, especially is becoming tourists’ favorite destination (www.ons.gov.uk, 20180)

2.0 Company Description of William Hill plc
William Hill was established in 1934 with head office in London, the United Kingdom. William Hill Plc provides gaming and betting services through different channels such as betting shops, Online platforms, Apps and Casinos. The gambling license of William Hill plc covers all online gambling activities such as online sports betting, casino, poker sites, and other online gaming products both in UK, Australia and U.S. In Australia William Hill operates both online platforms and telephone service sports betting, on- greyhound stadia operations and course betting. They provide betting services also in the following area: on-course betting and greyhound stadia operations.  
 
2.1 SWOT William Hill plc
[bookmark: _Hlk511644276]SWOT Analysis is a tool used in providing a company’s strategical report of businesses and operations. SWOT analysis the strengths, weaknesses, opportunities and threats of a company. The result of this analysis enables an organisation to form policies on how to gain a competitive advantage by using its strength to improve its weaknesses, diminish its threats so as to make good use of future business opportunities.
Strengths
William Hill has a very strong brand portfolio built over the years. The company has Good Returns of investment generated by strategically building new revenue streams. Through training and development, they were able to a highly and motivated workforce that is contributing e tangibly to the achievement of organisational goal. William Hill has a successful track record of mergers & acquisition and good relationship with suppliers’ grant and well-established distributors. 
Weaknesses
William Hill compared to the fastest growing players in the industry has a very low investment in research and development. They have challenges in diversifying to other product segments. Its present culture is limiting their success outside their core business therefore, losing part of its market share in the niche categories. Poor internal feedback mechanism from sales team.  
Opportunities
As internet is getting more popular William Hill should invest more money in new technologies to gain more customers from online channel. Creating more mobile platforms will open new sales channel for William Hill Plc creating an opportunity of identifying customer expectations using big data analytics. Lower inflation rate brings more market stability enabling the customers to obtain credit at lower interest rate therefore, William Hill Plc should provide easily accessible online payment methods creating an opportunity to increase its revenue. William Hill can diversify into new product categories too.
Threats
Change in technology can be a threat to the present online physical infrastructure due to consumers’ changing buying behaviour investing excessively in technologies could be a serious threat to the industry in medium to long term future. There is a great threat that might arise from growing strengths of local distributors. Increasing trend toward isolationism of a country can impact international sales. 

[bookmark: _Hlk513539180]3.0 Company Description of Paddy Power
Paddy Power plc was plc was incorporated in 1958 in Ireland as public online betting and gaming company and still has its headquarters Ireland. The company is a service provider that offers betting services through online in UK, Ireland and Australia. Paddy Power employs about 750,000 people and has a net income £1.75bn. Paddy Power is a service offering sports betting and gaming company. Its other activities include gaming machines, games, casino and bingo.

[bookmark: _Hlk513539237]3.1 SWOT Analysis of Paddy Power plc
	
	Strengths
Paddy Power has a very Strong Free Cash Flow that enhances the diversification of the company into new area. Over the years they a very strong dealer community based on a culture integrates distributor & dealers as part of the family.  Paddy Power  distributors market their product and also participate in training the sales team empowering them to relate with customers professionally. The company a traceable record of   successful product innovation and customer satisfaction. Paddy Power  has a dedicated customer relationship management department made up of highly skilled motivated workforce. Paddy Power has an excellent supply chain due to successful integration of a good number of technology companies. 

	

	Weaknesses
The financial planning of Paddy Power is not properly and efficiently prepared. Paddy Power investments in new technologies need to match their scale of expansion. Its incapability at integrating firms with different work culture. The present organizational structure is limiting its expansion in adjacent product segments.

	

	Opportunities
As internet is getting more popular Paddy Power plc should invest more money in new technologies to gain more customers from online channel. Creating more mobile platforms will open new sales channel, more customer database equals to more opportunities meeting customer expectations by serving their needs promptly. Lower inflation rate brings more stability in the market, enabling the customers of Paddy Power to obtain credit at lower interest rate therefore, Paddy Power Plc should provide more easily accessible online payment methods. There is a great opportunity for the company to increase its revenue due to the new trends in the consumer behaviour providing new product categories.


	

	Threats
Due to the expansion programme of Paddy Power shortage of skilled workforce and irregular supply of innovative products can represents threat to steady growth of profits   in certain global markets.
Another big threat is the changing consumer buying behaviour from online channel including new government regulations could have negative impact to the existing physical infrastructure.





	

	

	

	

	

	


4.0 Financial Ratios Analysis of William Hill plc and Paddy Power plc
According to Davies and Boczko (2006) financial ratios reveal to the investors more details on how an organisation uses its assets to make profit thereby achieving its organisational goal. Summarily, financial ratios give more information on the company's operational ability, liquidity, strength and profit, than basic budgetary information. 
As earlier mentioned in the introduction, this report will focus on the analysis of the two companies comparing figures with each other. All calculations of the key ratios were based on the consolidated end of year income statement and consolidated financial statement obtained from the Annual Report of the two companies as at 31 December of the following years: 2017, 2016 and 2015.

4.1 Profitability 
Profitability does not mean profit but they are closely related. Profitability is the metric helpful in determining the scope of a company's profit based on the volume of the business. Profitability determines the efficiency of a company in generating profit that shows whether a business is ultimately a success or a failure. It is expressed as a relative amount. Generally, making a profit from an investment does not make a 

company a profitable company. Investors consider the rate of investment returns and the credit rating of a company before investing their money. According to Fraser (1990) a business serves the purpose only when investors are satisfied with the return of their investment because profitability is the base for a decision making for investors.
Table 1: PROFITABILITY RATIOS
	Ratios
	William Hill plc
	Paddy Power plc

	
	2017
	2016
	2015
	2017
	2016
	2015

	GPM
	74.8%
	76.2%
	76.2%
	76.8%
	76.9%
	75.9%

	NPM
	-4.9%
	10.3%
	11.9%
	12.5%
	-4%
	13.6%

	ROCE
	-1.9%
	9.2%
	9.6%
	5.1%
	0.3%
	25.4%



[bookmark: _Hlk513539355]4.1.1 Gross profit ratio 
Gross profit ratio gives the opportunity to understand the connection between operating expenses and income. A high margin of gross margin allows a company to cover expenses incurred by the organization and what remains after is called gross profit. Which is the profit after deducting cost of sales (Davies and Boczko, 2006). Cost management impact much on the profit the gambling industry as we can verify from the analysis of both companies 
For William Hill plc, revenue for the year 2017 slightly improved by 6.6% over the last two years while Paddy Power’s sale jumped from 794.4 in 2015 to 1745.4 in 2017 an increase of about 119.7 percent. Gross margin of William Hill was 74.8 percent in 2017 a decrease of about 1.4 percent caused probably by an increase in cost of management. Compared with Paddy Power who had an average gross profit of 76.5 percent in last three years in study because the company was able to reduce its management cost which contributed to their high gross profit margin.
 Form the margin analysis there is an indication a continuous improve of that Paddy Power associated with their ability to manage operating cost of the business. This highlighted Paddy Power’s ability to navigate through the difficult economic climate astutely. 


[bookmark: _Hlk513539405]4.1.2 Net profit ratio
Net profit ratio measures profitability of company after deducting all expenses plus cost of capital and tax, any positive figure that remains is used to measure company’s profitability. “It identifies how much of each sales dollar shows up as net income after all expenses are paid and from net profit shareholders are paid dividends and future investments are financed” (Davies and Boczko, 2006).
The net profit margin of William Hill plc reduced from 11.9 percent in 2015 to -4.9 percent 2017 due to high operational expenses incurred in 2017. While on the other hand Paddy Power enhanced from a profit margin of -4 percent in 2015 to 12.5 percent in 2017 due to an improvement in gross margin benefiting from lower cost of operation and administrative expenses. The fundamental change in net profit of Paddy Power can be attributed to the increase in gross margin obtained their capacity to manage effectively their cost of administration unlike William Hill that made a significant profit in 2016 but showed some deficiencies in controlling their cost of administration.  
 
4.1.3 Return on Capital Employed (ROCE) ratio
[bookmark: _Hlk512064937]The rate at which a company gives return to investors is measured by ROCE ratio and it matches net pays to stockholders' or proprietors' value rather than incomes. While   a company’s ability to use its resources to efficiently to generate revenue is measured by total asset turnover ratio. The calculation of profit before financing cost and tax is because interest is due to financial decisions and tax is determined by government (Davies and Boczko, 2006).
The high operating cost in 2017 showed in the ROCE of William Hill a decreasing from 9.6 in 2015 to -1.9 percent in 2017. While Paddy Power had an average of 12 percent ROCE in for 2015 to 2017. Although it was 0.3 percent in 2016 but jumped to 5.1 percent in 2017. In this ratio expenses are not a considered. In 2016 Paddy Power adopted good investment strategies investing in profitable investments than in 2015.  



4.2.0 Liquidity ratios
“Liquidity measures the extent to which resources are held in a money frame or close shape is dictated by the level of commitments that should be met by the business. It mirrors the wellbeing or generally of the money position of the business and its capacity to meet its transient commitments” (Davies and Boczko, 2006).
Table 2: LIQUIDITY RATIOS
	Ratios
	William Hill plc
	Paddy Power plc

	
	2017
	2016
	2015
	2017
	2016
	2015

	Current Ratio
	0.8
	0.7
	0.5
	1.1
	1
	0.8




4.2.1 The current ratio
The liquidity of a business is generally measured by the current ratio. According to decision rule, a ratio under 1 is an indication that a company will be in difficulty in paying its short term debts because their financial obligations are more than their assets. This suggests inability of the company to pay off its obligations at the right time unless they differ payment or borrow money.  A company is not automatically bankrupt for having a current ratio under 1, it is an indication of bad financial health of the company, for example, William Hill for three consecutive years has a current ratio under 1.
The short-term liquidity of William Hill plc improved a little since 2015 including that of Paddy Power plc. There is an increase in the current ratio of William Hill plc from 0.5 percent to 0.8 percent from 2015 to 2017. Paddy Power although, was better than its competitor but had a non-significant increase of 0.4 percent over the same period. The ideal ratio is 2:1 which means that William Hill with an average current ratio of 0.7 percent for three years was unable to pay of its obligation without borrowing. Paddy Power with an average of 1 percent just enough money to pay off its financial obligations. Comparing the two companies Paddy Power is better off than William Hill because it can pay its debts but William Hill has to borrow to make it up.  

On one hand this could be negative indication of self-sufficiency in terms of cash resources. Assuming that they are holding large amounts of cash it means losing in opportunity cost, loss of revenue if the excess cash is invested in other profitable activities.
[bookmark: _Hlk513539549]4.2.2 Quick ratio
The quick ratio cannot be calculated because   the inventory value is zero. This is because the gambling business is on the service industries. Service is by definition intangible. It cannot be manufactured, stocked, stored for a future use or transported. Service is produced and consumed simultaneously. Quick ratio measures the ability of a company in using its resources to pay its short term debts (Davis and Boczko, 2006). The gambling companies with zero quick ratio does not always mean that they cannot pay their creditors in the short term.

4.3.0 LONG-TERM SOLVENCY & STABILITY
The risk that arises from long term debt burden of a business and is measured by long-term solvency ratios. A company has the obligation paying its debt interest irrespective making profits or not. Consequently, “if the debt burden is excessive, the amount of profit that can be reinvested in the business or paid as dividends is diluted, which will in return restrict the ability of the company to raise further debt finance” (Buffet, 2010).
Table 3: LONG-TERM SOLVENCY RATIOS
	Ratios
	William Hill plc
	Paddy Power plc

	
	2017
	2016
	2015
	2017
	2016
	2015

	Gearing Ratio
	
40.4%
	
40%
	
23.3%
	
1.4%
	
6.2%
	
73.3%




4.3.1 The Gearing 
Gearing shows the balance between the borrowings (long-term debt) and shareholders’ investments (equity) a company used in financing its business. It changes in either raising new borrowings, shareholders’ funds, or repayments of debt. Gearing ratio increases as liability increases in proportion to owner’s equity. Interest 

rate changes due to constant borrowings influences this ratio for example, higher profit or lower borrowing increases interest cover and reduces as a result of lower profits or higher borrowings (Collier, 2010).
[bookmark: _Hlk511655092]Gearing measures, the relative mix of equity and capital in the firm’s balance sheet. William Hill’s gearing has increased from 23 percent 2015 to 40.4 percent in 201 7 and 2016 over the period implying that the firm has borrowed long term loan. While Paddy Power was low geared in 2017 about 1.4 percent and 6.2 percent in 2016 but in 2015 Paddy Power practically worked with borrowed money as seen in its high gearing of 73.3 percent implying that the firm has borrowed long term loan. A ratio between 50% and 80% is an industry norm, in general. However, taking on more long-term debt might pressurise the net profit of the firm and its ability to pay the borrowing.  Higher gearing ratio might mean long term investments in projects or acquired fixed assets or an increase in short term liquidity.

[bookmark: _Hlk513539644]4.4.0 Efficiency ratios
According to Collier (2006), efficiency ratios measure how a company efficiently utilised its assets to generate sales. This ratio is used to measure the efficiency of the management in handling cash conversion cycles because the sole purpose of investment in assets is to generate revenue (sales). The capabilities of the company’ heads in managing cash is the ideal barometer to the financial status of a company and this is why investors are greatly interested in these analyses (Collier, 2010).

Table 4: EFFICIENCY RATIOS

	Ratios
	William Hill plc
	Paddy Power plc

	
	2017
	2016
	2015
	2017
	2016
	2015

	Trade Receivables
	16 Days
	17 Days
	13 Days
	10 Days
	13 Days
	10 Dyas

	[bookmark: _GoBack]Trade Payables
	385 Dyas
	354 Days
	315 Days
	301 Days
	346 Days
	351 Days





4.4.1 Trade Receivables 
[bookmark: _Hlk512154743][bookmark: _Hlk511655373]This ratio measures the length of time a company gets paid by it debtors when goods are sold on the understanding that payment will be received at a later date. (Berry and Jarvis, 2006). The nature of the industry reflected on the trade receivables short periods because people gamble with cash rarely on credit. The average debt collection period of William Hill is about 15 days while that of Paddy Power is about 11. This means that Paddy Power’s debt collection strategy functions better than that of William Hill. 

4.4.2 Trade Payables 
This ratio measures the length of time a company pays its creditors when goods are sold on the understanding that payment will be received at a later date. The accounts payable turnover ratio measures the short-term liquidity of a company, the frequency at which a company pays its creditors such as its suppliers. This ratio shows the amount of calendar days for a company to pay for the goods bought on credit. (Berry and Jarvis, 2016).
[bookmark: _Hlk511655549]Based on payment days of both companies, it can be assumed that their inability to pay suppliers earlier is connected to their low current ratios is linked to the zero quick ratio of the industry. The industry is affect by shortage of cash as demonstrated by the analysis of both companies. Paddy Power averagely, pays suppliers in 330 days performing better than William Hill in 351 days.
 
4.4.3 Shareholders Return
The decisions made by company directors based on the amount of profits to be distributed to shareholders and the capital needed to be reinvested for further growth of the company has very big impact on Dividend per and the individual pay-out ratio.      Due to market expectations companies do not have control over their share price. These changes in the market price affect earnings per share, as for profitability, by the profit but also by number of shares issued. As for the dividend yield, “the price/earnings 

ratio is often more a result of changes in the share price than in the profits reflected in the earning per share” (Collier, 2010).

4.4.4 Price earnings ratio (P/E)
Price earnings ratio is the measurement of how the number of times the earning per share (EPS) is covered by the current market price of an ordinary share.
                               2017               2016            2015
             
              
The average earning ration of Paddy Power is 73 better that than William Hill with 26. This means the earning of Paddy power is covered 73 times and William Hill by an average of 26 times  by the market price of their share. For Paddy power, every £1 of earnings has a value of £65 in 2017 and for William Hill every £1 values £24 in 2017.
P/E ratio gives useful information to investors. A high value indicates a strong market position of the organisation and a low value should be investigated.
 
4.4.5 Dividend yield 
Dividend Yield is the annual amount of money that organisation pays to its shareholders for their investments. It indicates attractiveness of investing in a company’s stocks, its ROI for income investors who are not interested in capital gains or long-term earnings.
                                 2017                     2016                2015 
                          
          


William is more attractive for investors because it paid out the average 3.8% dividend in the last three years while Paddy Power in the same period only paid 0.82%.

[bookmark: _Hlk513539974]5.0 Benefits of financial ratios analysis 
Financial ratios analysis is used in predicting company success or failure. According to Lermack, (2003), there are three benefits that can be derived from the benefits of financial ratios analysis. Firstly, very useful in setting standards and evaluation of organisation performance.  Second, to determine areas to be improved or offer promise future potential. and thirdly, they are very useful for investors to evaluate the solvency/viability of an organization.
 
5.1 Limitations of financial ratios analysis
Though, financial ratios enable investors to assess the profitability of a company but it has its seven limitations which (Lermack, 2003) enumerated as follows: Firstly, there is no theory on the correct number for the various ratios to be used in analysis. Secondly, two companies in the industry may not be compared accurately due to the use of variable factors like different accounting approaches and financial year. Thirdly, financial ratios are not an indication of the future, they are based on the figures from past activities on the financial statement. Fourthly, financial statements use estimated costs and all items are not included. The fifth limitation is that every country has different type of accounting standards and practices. The sixth limitation is while ratios are static because they are based on historical data, decision making is a dynamic process that with environmental situations. Finally, it is immediately obvious the relationship between different ratios. The result of a ratio cannot be generalised because a high cash ratio might be classified as growth for company B but could indicate a sign that the company A is no longer in growth stage. The possibility that a company might have mixture of positive and negative ratios, makes it difficult to classify it as a good or weak company without evaluating other non-financial information.
                            
[bookmark: _Hlk513540046]6.0 Conclusion of financial Ratio Analysis
[bookmark: _Hlk513534521]This report has comprehensively evaluated the financial performance of William Hill and Paddy Power. Using twelve (12) ratios from five (5) different standard performance categories to broadly analyse their financial situations. In both companies’ majority of the ratios applied showed yearly substantial improvements   except in some categories such as short term liquidity and long term solvency.
Finally, from the above analysis it is evident that Paddy Power proved itself to be a sound corporate entity with an expansive vision, and capable of applying efficient and upright accounting policies in the management of its operations. Paddy Power demonstrated to have a well-defined growth strategy making it very attractive to long term investors.















[bookmark: _Hlk513540130]7.0 Introduction to Investment Appraisal19
An investment is the expectance that an expenditure today will a benefit in the future. If the output is more than your input, it is a profitable investment. An investment decision is to know that what you invest on today will yield profit tomorrow. The principles of time value imply that £1 received today will worth more in future due to some factors e.g. inflation.
Cash flow and the time value for money use DCL method Investment appraisal techniques such as: ‘accounting rate of return (ARR); payback period; net present value; internal rate of return (IRR) and discounted payback method(DCF)’ (Collier, 2010). 
“Some of the risks associated with each of the variables included in a capital investment appraisal decision: estimates of initial costs; uncertainty about the timing and values of future cash revenue and costs; the length of projects; variations in the discount rate” (Berry and Jarvis, 2006)).
 
7.1 Payback Period 19
[bookmark: _Hlk513535148][bookmark: _Hlk512623095]Payback period defines the expected time when cost of an investment will be recouped. It is an important ratio that helps investors to assess the viability of a business proposal. (Berry and Jarvis, 2006). Please note that this method is not based on accrual concept so ‘cash flow’ is used instead of accounting profit. Decision rules that risk is less from a project that  has quick return of investment. 
Advantages of Payback Period Method rapidly identification of bad investment options. Every company has its investment policies for example a company with a set period of recouping its investment does not accept a project that has a payback period above their benchmark. The limitations are that it measures only profitability and takes no account of time value for money. It ignores any benefits that occur after the payback period and it makes no prevision for inflation which can serious affect organization’s finance. NPV, IRR or DCF are generally preferred by organisations to evaluate investments (Collier, 2010).
The rate of income cash flow influences the formula for payback calculation because rate of cash flow per period from the project can be even or uneven. 
The formula for calculating even cash flow PBP is:

If the expected cash flow is uneven the following is used to calculate the cumulative net cash flow for each period and then use the following formula for payback period:

	 
	

	
	


Where:
A = negative cumulative cash flow;
B = cash flow at the end of the period A;
C = total cash flow during the period after A

[bookmark: _Hlk512190271]
                                   Project            A                                  B
 

This above formula is used because Mr. Patel Mintro expects the net cash flows to be the same every year over the life of the two projects. 
[bookmark: _Hlk512526385]Project A’s 3.6 years payback period is less than Project B that has	3.7 years. With the absence of company’s specific target pay period, Mr. Patel should accept the project A. Decision rule, an investment with the shortest payback period has priority over that with longer payback period (Collier, 2010).


 
7.2 Net Present Value
[bookmark: _Hlk513535089]Net present value (NPV) represents a project’s total present value of future cash flows (Davies and Boczko, 2006). Useful in forecasting the future worth of money over a period of time. Another advantage is that it is useful in measuring the surplus or shortfall of cash flows (in present value terms) once the financing charges (such as interest costs) are met. The method is very reliable, sometimes it measures the financial contributions to the stockholders’ wealth. The advantage NPV method over other methods is that it puts into consideration time value due to inflation and depreciation. Its limitation is adding of risk premium to the discount rate (for adjustment of risk) can produce inaccurate result because it can inflate cost which might produce very low NPV.
The decision rule: “if the value of NPV is positive, it means that the investment is profitable and if the value is negative, it means a bad business and if the value is exactly zero, it means that business has paid itself leaving the investors with no profit” (Berry and Jarvis, 2006).  
NPV can be calculated as follows:
The formula for NPV depends on whether income cash flow’s consistency. With a yearly income cash flow, the formula for NPV value of a project is:
NPV = C x (1 - (1 + R)-T) / R − Initial Investment
where C represents the expected cash flow per period, R is the required rate of return, and T is the number of periods over which the project is expected to generate income.
Where the yearly income is variable, NPV formula is:   
NPV = (C for Period 1 / (1 + R)1) + (C for Period 2 / (1 + R)2) ... (C for Period x / (1 + R) x) - Initial Investment
 
7.3 Time Value of Money
Time value implies money received today worth more than the money you are promised to receive tomorrow. Future value (FV) is the expected future worth of an investment over some period of time. In adjusting the future cash flows to the present value, the following formulae is used:

      Present value (PV) = Future cash flows X discounting factor at the cost of capital.

Project A
Year Cash flows   PV factors            PVS
                              At 7%
0    (160,000)        1.000                (160,000)
[bookmark: _Hlk512194611]1      45,000           0.9346                   42,057         
2      45,000           0.8734                   39,303
[bookmark: _Hlk512194684]3      45,000           0.8163                   36,733.5
4      45,000           0.7629                   34,330
[bookmark: _Hlk512194654]5      45,000           0.7130                   32,085
6      45,000           0.6663                   29,983.5
                                                      ---------------------
         NPV =                                         54,492

Project B

Year Cash flows   PV factors           PVS
                              At 7%
0     (220,000)       1.000                 (220,000)
1      60,000           0.9346                   56,076          
2      60,000           0.8734                   52,404
3      60,000           0.8163                   48,978
4      60,000           0.7629                   45,774
5      60,000           0.7130                   42,780
6      60,000           0.6663                   39,978
                                                        ---------------- 
         NPV =                                         65,990

[bookmark: _Hlk511738449]The decision rule where the projects are mutually exclusive is to accept all projects with highest positive NPV if the both project have positive NPV when only one can be accepted at a time.  
 
7.4 Accounting Rate of Return (ARR)
[bookmark: _Hlk513535218]The accounting rate of return (ARR) is “the profit generated as a percentage of the investment. The investment value for ARR is the depreciated value each year. The 

[bookmark: _Hlk512073016]average annual return is the total profit divided by the number of years” (Collier, 2010). The ARR is advantageous because it is quick and easy to calculate but has the limitation like the PBP which ignores time value and its calculation is based only on accounting profit rather than cash flow (Davis and Boczko, 2006).  
ARR = 	Average Accounting Profit
		Average investment capital
“Depreciation is an expense that spreads the cost of the assets over its usual life. There are three methods of calculating depreciation as follows: straight line- spreading the cost of the fixed asset evenly over its useful life, reducing balance - adding all years of the fixed asset’s expected useful life and factoring in which year you are currently in, as compared to the total number of years. or sum of the total digits - the total estimated number of units the fixed asset will produce over its expected useful life”  (Collier, 2010).
Using straight line formula:
[bookmark: _Hlk512532462]
(Useful Life in Value).
[bookmark: _Hlk512190424]                                

[bookmark: _Hlk512190520]                          Average Accounting Income A = 45,000 – 23333.3 = 21,666.7
                                       B = 60,000 – 35,000 = 25,000 
[bookmark: _Hlk512190659][bookmark: _Hlk512190752]
                                  = 13.5%
                                   = 11.4%

If ARR is the only appraisal technique used project the decision would be to accept project A as it produces an average accounting rate (13.5%) which is higher than the project B (11.4%).
 
7.5 Internal Rate of Return (IRR)
IRR is discount rate which gives zero NPV for project when applied to its future cash flow which represents the yield from an investment opportunity (Atril, 2012). The result of a linear interpolation or extrapolation is an approximate value of IRR.
Decision rule is to accept all projects with an IRR greater than company's benchmark of return on investment or cost of capital. Davis and Boczko (2006), the advantages of IRR: first, it does not require estimate of cost of capital. The result is stated in a percentage and it is very easy to understand. But the limitation is no account is taken of the size of the project.  
IRR is computed as:
[bookmark: _Hlk512236278] 

The NPV at lower rate is 7%, let us try NPV at a higher rate of 15% in calculating NPY with zero or negative value:
Project A
Year Cash flows   PV factors      PVS              PV          PVS
                              At 7%                                   15%
0    (160,000)     1.000                (160,000)      1.00         (160,000)
1      45,000        0.9346                   42,057     0.8696       39132       
2      45,000        0.8734                   39,303     0.7561       34024.5
3      45,000        0.8163                   36,733.5  0.6575       29587.5

4      45,000        0.7629                   34,330     0.5718       25731
5      45,000        0.7130                   32,085     0.4972       22374
6      45,000        0.6663                   29,983.5  0.4323       19453.5
                                                 ---------------------               --------------
[bookmark: _Hlk512236326][bookmark: _Hlk512236357]         NPV =                                      54,492                     -10,302.5

Project B
Year Cash flows   PV factors      PVS                 PV            PVS
                              At 7%                                     15%

0     (220,000)    1.000                 (220,000)       1.00          (220,000)       
1      60,000        0.9346                   56,076       0.8696        52,176         
2      60,000        0.8734                   52,404       0.7561        45,366
3      60,000        0.8163                   48,978       0.6575        39,450
4      60,000        0.7629                   45,774       0.5718        34,308
5      60,000        0.7130                   42,780       0.4972        29,832
6      60,000        0.6663                   39,978       0.4323        25,938
                                                  ---------------------                 -------------
[bookmark: _Hlk512236750]         NPV =                                      65,990                         -7,070
 Using interpolation:
[bookmark: _Hlk512236699]                         
                                                  = 7 + 0.84 x 8
                                                  =13.7%

                                                    = 7 + 0.9 x 8
                                                    = 14.2%
The IRR of the two projects exceed the respective cost of capitals, therefore, other non-financial factors should be considered in choosing the right project to invest on. Based on the decision rule, IRR that is above cost of capital or the company’s benchmark should be accepted. Since the two projects have IRR higher than their cost of capital, in accepting project B, it is assumed that its IRR of 14.2% is higher than the company’s target.

 
8.0 Recommendation
The recommendation to Mr. Patel is to choose Project B because applying the NPV decision rule of having the biggest positive value. Project B has the larger NPV: £65,990 project A with £54,492. This means that Project B will yield more profit to Mr. Patel Mintro. Project B is preferable because the difference between the payback of both project is insignificant about one-month difference can mean in terms risk evaluation. Although, the ARR of project A is more than project B by 2.1% but ARR does not consider time value for money so project B will be more profitable for Mr. Patel based on decision rule of NPV on mutually exclusive project, select the project with the highest positive NPV value. This is a good example of soft capital rationing because Mr. Patel could only one project due to company policy to follow steady growth (Watson and Head, 2010). When we have two projects, it can be said that they 
mutually exclusive only when one can be accepted at a time. Which means that when one project is chosen automatically the other is rejected.                
[bookmark: _Hlk513207354] 
9.0 Critical Analysis of NPV vs Payback Method 
Although, Net Present Value and Payback are used to evaluation the viability of investment, it must be noted that NPV evaluates a project profitability in terms of money while Payback method refers to the period of time necessary for investors to recoup resources invested. Appraisal Techniques like PBP, NPV, IRR… are used to evaluate project value giving an investor the possibility of an informed choice     before making an investment decision. The choice, however, “is not arbitrary, and textbooks in financial management often recommend the net present value method, while discouraging the use of other techniques, such as the undiscounted payback method” (Ross et al., 2005). NPV method considers the opportunity cost of capital computing the present value of the cash income considering time value. NPV measures the dollar benefit on a present value basis of the project to the firm’s shareholders. While payback fails to properly account for the time value of money, inflation, risk, financing while calculating the time required to recoup the capital employed for a project, it has the advantage of quick calculation and easy to understand. Its major limitation is

ignoring income and any benefits that occur after the payback period more especially, it does not measure income. The NPV method is generally accepted because it measures the entire value of project benefits taking into account the impacts from time value of money unlike the PBP, ARR or IRR methods.
NPV is considered to be an indicator of profitability that mathematically “gives the correct accept-or-reject decision regardless of the project’s cash situations or if there is difference in project size or timing of cash flows because it employs more realistic reinvestment rate assumptions” (Atril, 2012). Assumes that capital is reinvested at the discount rate suitable where there is no capital rationing. NPV is still preferable if compared to the extended version of PBP denoted  Discounted Payback Period, discounted cash flows are used but lacks the consideration of time value for money.  
 
10. NPV and IRR
The calculation of IRR is based on the same formula as net present value. The NPV measures of the cashflow to the owners while IRR determine when the money invested will be recouped. One of the advantages of NPV method over the IRR method, it is easier to use. To calculate the IRR, the discount rate will give a net present value equal to zero. This trial-and-error process make it laborious sometimes the result doubtful due to some of the assumptions made. Both NPV and IRR methods assume that during the life time of a project, the generated cash flows is immediately reinvested in another project. In short, “when the net present value method and the internal rate of return method are not coherent in terms of the attractiveness of a project, it is best to go with the net present value method” (Berry and Jarvis, 2006).    
 
11. Non-financial factors for investment appraisal
Non-financial factors are crucial in making investment decisions because it measures the impact of environmental factors on the project. For example, how the project will fit with the general business strategy of the organisation. Before an organisation embarks on a new project, they must make sure to have the financial resources, skilled 

workforces, the technical know-how and the how it will affect the welfare of their employees including the effect it will have on their customer relationship. The vital approach is finding answers to how will this project help in gaining competitive advantage over our competitors and what impact will the project have environmentally. Organisations can have all the resources to invest on a project but lack the licence ‘the permission of the government’. So, this demonstrates that non-financial factors are as important as the financial factors (Davis and Boczko, 2006).
 
 
 .
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13. Appendix

Profitability Ratios of William Hill plc and Paddy Power                      

                                      2017                                           2016                                    2015

 William Hill plc  =                       
Paddy Power                            
                                            
                                              Net Profit Margin   

               
 Paddy Power                               

                                               ROCE =   
William Hill
                                 = 9.2%              
Paddy Power                               

Liquidity Ratios of William Hill plc and Paddy Power                   

                                               Current Ratio  
William Hill                           
Paddy Power                              




Long-Term Solvency Ratio

                                    Gearing Ratio
William Hill          

Paddy Power                 

Efficiency Ratios of William Hill plc and Paddy Power                   

                                               

William Hill                     
      
Paddy Power              
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Dividend Yield Ratio
[bookmark: _Hlk513533114]                                  
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