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1. [bookmark: _Toc144635653]Introduction

The primary goal of the company, also known as the company's objective, is to maximise shareholder wealth. A firm makes decisions that increase its shares' value, representing the owners' wealth. Shareholder wealth is maximised when the firm generates profits and increases the value of its assets over time. During the investment process, shareholders seek to project that their investment will yield value and that the business can sustain itself and generate profits on its behalf. (Bolton, 2015). 
Marks and Spencer Group plc is a British multinational retailer based in the UK. This report reviews Marks and Spencer Group plc's financial performance over the past five years. It evaluates vital financial ratios to assess profitability, liquidity, gearing, and efficiency and compares them to Sainsbury's or sector averages. It will also explore investment appraisal techniques such as the Payback Period (PBP), Accounting Rate of Return (ARR), and Net Present Value (NPV) for evaluating two new investment projects for M&S. The results of these calculations will be analysed, and a recommendation will be made regarding adopting the projects.
2. Background
The company has a long history, dating back to 1884, when Michael Marks, a Polish immigrant, opened a market stall in Leeds, England. It used to be known as 'Penny Bazaar' and sold perishable household items, toys, haberdashery and sheet music (Britannica, 2023). In 1894, Marks partnered with Thomas Spencer opened its first store in Manchester in 1898, and expanded rapidly (M&S, 2023). The company experienced consistent expansion for more than a century and achieved its highest-ever pre-tax profit of £1.007 billion in 2008, marking it as the first British retailer to achieve this milestone (Reuters, 2008). However, the worldwide financial crisis substantially affected consumer expenditure, resulting in a decrease in M&S sales since 2008, and the company's challenges persisted for many subsequent years (Wood, 2008) (Marketline, 2018). Following World War I, Marks & Spencer transitioned from selling small items to clothing and food. It became a Public Limited Company in 1926 and joined London Stock Exchange ( Northedge, 2010).. 
Over the last five years, several noteworthy events have transpired at M&S, which include:
· M&S plc, in 2021, made a first net loss, the first in 94 years, primarily due to the global pandemic  (Davey, 2021). (Bradley, 2020).
· Steve Rowe, CEO for six years, resigned in March 2022, Stuart Machin was named CEO, and Katie Bickerstaffe was Co-CEO (Rojas, 2022).
· Since 2018, apart from COVID-19, BEXIT, M&S has been suffering from other issues, such as failure to adopt e-commerce and digital technology effectively, and intense competition in the retail industry has significantly impacted brand reputation and sales (Finance, 2022) (Nelson, 2021).
· In August 2019, Marks & Spencer (M&S) partnered with Ocado to jointly own Ocado Retail, enabling a swift entry into the online grocery market while leveraging Ocado's well-established technology and infrastructure (OCADO, 2023).
· M&S has been implementing a store closure strategy for several years, with the intention of shutting 110 major stores. In 2022, 67 stores were closed, responding to low sales performance (Simpson, 2022).

M&S is known for its focus on quality products, notably clothing, food, home goods and banking services. As of 2022, there were 1,035 Marks and Spencer stores in the UK and 452 other locations worldwide (Smith, 2022). About 66 thousand individuals worked for M&S globally in 2022; most of them were women (Smith, 2022). It is a constituent of the FTSE 250 Index and is traded on the London Stock Exchange (LSE) as MKS (LSE, 2023) (Bailey, 2019). M&S shares traded at £ 163.60 on 23 May 2023 (LSE, 2023).
Marks and Spencer faces strong competition in the retail sector, competing with rivals like Sainsbury's, John Lewis, Morrison, Next, and Tesco, as they operate in both the food and clothing retail industries. In this report, a professional evaluation of the financial performance of M&S in contrast to that of Sainsbury's Plc will be conducted.
Financial Analysis
Financial analysis involves various techniques and tools, such as ratio analysis, trend analysis, comparative analysis, and cash flow analysis. Using these methods, analysts can identify key financial indicators, such as revenue growth, profit margins, return on Investment, and debt-to-equity ratios, and assess a company's ability to generate cash flow, meet its financial obligations, and deliver value to its stakeholders. 
Financial Analysis of Marks and Spencer Group plc
This section will focus on the financial analysis of M&S plc, comparing performance ratios to Sainsbury's. This analysis, based on income statements, balance sheets, and cash flow statements, will assist investors in making investment decisions by providing recommendations.
	M&S
	2018
	2019
	2020
	2021
	2022
	Sainsbury's 2022

	Revenue m £
	10,698.2
	10,377.30
	10,181.90
	9,155.70
	10,885.10
		   29,895.00 
	




	Revenue Growth (%)
	-0.72%
	-3%
	-1.88%
	-10.08%
	18.89%
	2.92%

	Gross Profit (m)
	3,945.4 

	3819.1
	3592.4
	2836.5
	3615.6
	£2,366

	Operating Profit
	156.50
	162.4
		254.8
	



	-30.7
	572.20
	1,156.00

	Net Profit
	29.10
	45.3
		27.40 
	



	-201.20
	309
	677


Source: (M&S PLC, 2022) (Sainsburys, 2022) (HL, 2023)
Brexit led to supply chain disruptions, rising costs, demand uncertainty, and currency fluctuations for UK retailers. A 2021 survey of UK fashion industry executives found that 59% were already impacted by Brexit (Skeldon, 2022). Marks & Spencer's weekly transactions increased from 7 million in 2020/21 to 9.7 million in 2021/22 (Statista, 2022).
After COVID restrictions lifted, M&S experienced substantial growth in multiple financial aspects in 2022, showcasing its financial strength and customer loyalty. However, the Russia-Ukraine conflict and soaring inflation and living costs have constrained the company's potential for even higher sales and profits (Office for National Statistics, 2023; Makortoff, 2022).
Sainsbury's opened just 96 stores in the past five years, a significant drop from 470 between 2013 and 2017 (Bedford, 2022). In contrast, M&S shifted its focus to technology and online sales, maintaining 1,487 global shops as of 2022 and closing stores since 2021. Despite a third lockdown, M&S experienced robust online sales, with app traffic increasing by over 200% from 2021 to 2022 (Globaldata, 2022). This contributed to a more substantial revenue growth percentage rebound compared to Sainsbury's.
A financial ratio is a mathematical relationship between two or more financial variables used to evaluate a company's financial performance, health, and efficiency (CFI, 2023). Financial ratios are calculated by dividing one financial variable by another, such as dividing a company's current assets by its current liabilities to determine its current ratio. 
Many financial ratios can be used to analyse a company's financial performance. The exact number depends on how one categorises and counts them, but several dozen commonly used ratios can be grouped into categories such as liquidity,  profitability and efficiency.
In the following section of this report, data from M&S's financial report will be used to figure out and evaluate different ratios, which will then be compared to the industry and M&S's competitors. Recommendations will be provided to improve their financial performance.
Liquidity:
Liquidity ratios are financial ratios that measure a company's ability to meet its short-term obligations. These ratios help assess whether a company has enough current assets (such as cash and accounts receivable) to cover its current liabilities (accounts payable and short-term Debt) (Durrah et al., 2016). Common liquidity ratios include the current, quick, and cash ratios. Based on M&S financial statement for 2022, here are some ratios (M&S Plc, 2022):







Using the above formulas, here is a comparison between M&S and Sainsbury's liquidity ratios:
	M&S
	2018
	2019
	2020
	2021
	2022
	Sainsbury's
2022

	Current Ratio
	0.72
	0.67
	0.66
	0.70
	0.92
	0.68

	Quick Ratio
	0.29
	0.36
	0.35
	0.42
	0.62
	0.50

	Cash Ratio
	0.66
	0.61
	0.13
	0.29
	0.50
	0.08



The table above shows the current, quick, and cash ratios for M&S (Marks & Spencer) and Sainsbury's for 2022. These ratios are financial indicators that help assess a company's liquidity and ability to meet its short-term obligations.
Current Ratio: The current ratio, commonly called the working capital ratio, assesses a company's capacity to pay the short-term debt due within a year. The weight of total current assets compared to total current liabilities is considered in the ratio (CFI, 2022).
The current Ratio for M&S in 2022 is 0.92, which means that for every £1 of current liabilities, M&S has £0.92 of current assets available to cover those liabilities. A good current ratio typically falls within the range of 1.5 to 3 (Kibet, 2021). This range is considered healthy and indicates that a company has enough current assets to cover its short-term liabilities comfortably. A current ratio above 1 means that a company's current assets exceed its current liabilities, suggesting it has sufficient liquidity to meet its short-term obligations.
The current Ratio for Sainsbury's in 2022 was 0.68, indicating that for every £1 of current liabilities, Sainsbury's has £0.68 of current assets. Although lower than M&S, the ratio is still above 0.5, suggesting Sainsbury's has sufficient current assets to cover its short-term obligations.
The retail industry's average current ratio is 1.186 (CFA Journal, 2021). Therefore, considering the current ratio, M&S is in a better position than Sainsbury's.

Quick ratio (also known as Acid-Test Ratio):
The quick ratio is similar to the current ratio but is a more strict test. It may be argued that since inventory cannot be transformed into cash fast, it should be excluded when calculating liquidity. The quick ratio assesses a company's ability to pay current creditors without selling inventory or obtaining additional financing. The ideal quick ratio is 1 or more (Seth, 2023).
The quick Ratio for M&S in 2022 is 0.62, indicating that for every £1 of current liabilities, M&S has £0.62 of quick assets (current assets excluding inventories) available to cover those liabilities. This ratio provides a more conservative measure of liquidity, excluding less liquid assets like inventories. A higher quick ratio indicates a better ability to meet short-term obligations without relying heavily on inventory sales.
The quick Ratio for Sainsbury's in 2022 is 0.50; while lower than M&S, the ratio is still above 0.5, indicating a reasonable ability to meet short-term obligations. However, even though M&S is in a better position in 2022 with a higher quick ratio, both companies operate in the retail industry. Retailers often have flexible and longer payment terms with suppliers. M&S can take up to 75 days to pay their FOB suppliers (Kleinman, 2013).
Cash Ratio:
The cash ratio measures a company's ability to meet its short-term obligations using only its cash reserves. A higher cash ratio suggests a stronger ability to cover immediate liabilities with readily available cash. 

The cash ratio for M&S in 2022 is 0.50, indicating that for every £1 of current liabilities, M&S has £0.50 of cash and cash equivalents available to cover those liabilities. M&S had unusually low cash ratios in 2020 and 21 compared to previous years, confirming that M&S had lower sales, supply chain interruptions, and higher expenditures connected to health and safety measures owing to the pandemic and their substantial operating expense. The cash ratio for Sainsbury's in 2022 is 0.08, indicating that for every £1 of current liabilities, Sainsbury's has £0.08 of cash and cash equivalents. This suggests a relatively lower ability to cover short-term obligations solely with cash reserves. A cash ratio of more than 1 is typically preferred, and a ratio less than 0.5 is deemed dangerous since the firm has twice as much short-term debt as cash. (Kenton, 2022)
 
Liquidity ratios should fall within a specified range. Companies with abnormally low liquidity ratios are in danger of default and may struggle to obtain finance. However, organisations with high liquidity ratios may be wasting capital that might be used to expand operations and improve equipment. Although, it is essential to understand that what constitutes a good current ratio can vary depending on the industry and specific circumstances of a company. Some industries, such as retail or manufacturing, may require higher current ratios due to factors like inventory turnover or longer cash conversion cycles.
The ratios provide insights into M&S and Sainsbury's liquidity positions in 2022. M&S  generally exhibits stronger liquidity ratios than Sainsbury's, indicating a better ability to meet short-term obligations and manage liquidity risks. However, it is essential to consider these ratios in conjunction with other financial factors and industry benchmarks for a comprehensive assessment of a company's financial health.
Gearing (Leverage) Ratios:
The gearing ratio, also known as the leverage ratio, is a financial ratio that measures the proportion of a company's Debt to its equity. It indicates the level of financial risk a company takes by using Debt to finance its operations.
The gearing ratio is calculated by dividing the company's total debt by equity. This measures the amount of Debt a company has relative to its equity. A high gearing ratio indicates that a company has a significant amount of Debt compared to its equity and often indicates that a corporation has been active in financing expansion via debt, which generally results in fluctuating profitability. In contrast, a low gearing ratio indicates that a company has a smaller debt relative to its equity. The most common gearing ratios are debt-to-equity Ratio and debt-to-capital Ratio. 
Calculation of Marks and Spencer Group's Gearing ratios from its annual report 2021/22:
Debt-to-equity Ratio: The debt-to-equity Ratio is a financial ratio that compares a company's total debt to its total equity. It indicates how much debt a company uses to finance its operations relative to its equity (CFI Team, 2022). The calculation of the debt-to-equity ratio of 2022 M&S is as follows:






	M&S
	2018
	2019
	2020
	2021
	2022
	Sainsbury's
2022

	Debt - to- Equity Ratio
	1.56
	1.69
	1.75
	2.78
	2.24
	2.19

	Debt to Capital Ratio
	0.71
	0.72
	0.64
	0.74
	0.69
	0.69



The Debt-to-Equity Ratio for M&S shows an increasing trend from 2018 to 2021, indicating a higher level of debt relative to equity over those years. This ratio was highest in 2021, as there were external factors such as COVID-19 and a significant amount of Investment in OCADO Ltd. M&S invested £825.8 and £760.4 in joint ventures and associates in 2021 and 2020 (M&S, 2021). The ratio decreases slightly in 2022, suggesting a reduction in debt compared to the previous year. The Debt-to-Equity Ratio for Sainsbury's remains relatively stable, around 2.19 in 2022, indicating a consistent level of debt compared to equity. Even though it was an improvement since March 2021, when this ratio reached 2.81 highest ever for Sainsbury, compared to M&S, it is higher in most years. The ideal debt-to-equity ratio varies significantly by industry, although the standard agreement is that it should not exceed 2.0 (Investopedia, 2022).
Debt to Capital Ratio: 
The debt-to-capital ratio, often known as the D/C ratio, compares how much debt a firm utilises to cover its operating and functional expenses to how much capital it uses. A company's capital consists of its assets and cash. The D/C ratio is used to assess the level of risk a company takes concerning debt and overall financial operations (Indeed, 2023). Industry, financial stability, development stage, and risk tolerance determine the appropriate debt-to-capital ratio. However, a lower debt-to-capital ratio suggests a smaller debt level than the capital structure, which is usually better. A lower debt-to-capital ratio indicates a greater equity capital structure and less debt financing. This suggests a better financial position, lesser risk, and greater debt management options.
M&S and Sainsbury's have maintained relatively stable Debt-to-Capital Ratios over the years, with minor fluctuations. M&S had a slightly higher Debt-to-Capital Ratio compared to Sainsbury's in 2022, indicating a relatively higher reliance on debt financing for M&S. Both companies did not have any aggressive business expansion in the last five years, which could influence their amount of debt substantially.
A company's debt is one of the primary factors of gearing ratios. Industry norms, business cycle, company strategy, interest rates, cash flow and earnings, credit ratings and investor perception are all crucial factors in assessing a company's debt levels. M&S's total liabilities increased from £4,596m to £6,525.5m from 2018 to 22, reflected in its debt-to-equity ratios. However, the steady debt-to-capital ratio confirms that it has been carrying healthy assets and cash since 2018.

Efficiency Ratio: 
The efficiency ratio is a way to measure how efficiently a company uses its assets and liabilities to generate revenue. It is also known as the activity ratio or asset utilisation ratio. Calculations of M&S's 2022 efficiency ratios are given below (M&S Plc, 2022):
Asset Turnover: This Ratio measures how efficiently a company uses its assets to generate revenue. It is calculated by dividing the company's total revenue by its total assets.


Inventory Turnover Ratio: This Ratio measures how often a company's inventory is sold and replaced over a specific period.

Debtor Days Ratio: The debtor days ratio is a financial metric used to measure how long it takes a company to collect customer payments.

Payable Days Ratio: Creditors' Payable Days Ratio, also known as Payables Turnover Ratio or Accounts Payable Turnover Ratio, is a financial metric that measures the number of days it takes for a company to pay its suppliers or vendors. It shows how efficiently a company manages its accounts payable and how long it takes to pay off its debts to its creditors.
 



Profitability:
Profitability measures a company's ability to generate earnings or profits relative to its costs and expenses. It is a crucial indicator of a company's financial health and sustainability (Hayes, 2023).
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		M&S
	2018
	2019
	2020
	2021
	2022
	Sainsbury's 2022

	Gross Profit Margin
	37.83%
	36.80%
	33.74
	31.80%
	34.50%
	7.89%

	Operation Profit Margin
	6.27%
	5.79%
	2.50%
	-0.33%
	5.26%
	3.87%

	Net Profit Margin
	0.27%
	0.44%
	0.27%
	-2.20%
	2.84%
	1.93%




Gross profit margin is a financial ratio that measures the profitability of a company's sales after deducting the cost of goods sold (COGS). 
The gross profit margin for M&S has been relatively stable over the years, ranging from 33.74% in 2020 to 37.83% in 2018. This indicates that M&S has maintained consistent profitability in its sales.
In 2022, Sainsbury's gross profit margin was significantly lower at 7.89% than M&S. Though it has remained steady since 2019. However, Considering the annual revenue, it has low operating expenses compared to M&S over the years. In 2022, Sainsbury's operating expense was only 14.3b against a considerable revenue of 29.89b, just 4.78%. However, Marks and Spencer Group's operating expense has consistently been high; in 2022, it was 29.80% or 3.244b of revenue, even though Sainsbury's cost of goods sold was much higher of the revenue, 92.11% than M&S's, 65.50%. This information confirms that These companies' pricing strategies are also different. 
Operating Profit Margin:
The operating profit margin for M&S has shown some fluctuations over the years, with a decline from 6.27% in 2018 to -0.33% in 2021. This indicates that M&S faced challenges in generating profits from its core operations, potentially due to declining sales due to the global pandemic.
Similarly, Sainsbury's operating profit margin in 2022 was 3.87%, a considerable improvement from the previous year's margin of 0.53%. Though both years had quite similar revenue (in 2022, 29.89b and 2021, 29.04b) and cost of sold goods (in 22, 27.52b and 21, 27.20b), The operating expense in 2021 made the margin low. In 2021, Sainsbury's operating expense was 17.02b, their highest ever. 
Net Profit Margin:
The net profit margin for M&S has been relatively low and volatile. It ranged from -2.20% in 2021 to 0.44% in 2019. The negative net profit margin in 2021 indicates that M&S experienced a net loss during that period, primarily due to low revenue. Net profit margin significantly improved in 2022 to 2.84%, their highest in the last five years. 
As Sainsbury's also made a net loss of £201m, their net profit margin was -0.69% in 2021. In 2022 it was 1.93%, reflecting a reasonable improvement in the profitability level. 
Based on the provided information, here are some recommendations to improve the financial management of M&S:
1. Revenue Growth: M&S has experienced fluctuating revenue growth in recent years. To improve financial management, M&S should focus on strategies to enhance revenue generation. This can include expanding product offerings, entering new markets, improving marketing and promotional activities, and enhancing customer experience to attract and retain customers.
2. Gross Profit Margin: Although M&S has maintained a relatively stable gross profit margin, there is room for improvement. M&S should focus on cost optimisation initiatives to enhance financial management, such as negotiating favourable supplier contracts, streamlining operations, and implementing efficient supply chain management practices. This can help improve the gross profit margin and overall profitability.
3. Operating Profit Margin: M&S has experienced a decline in operating profit margin in recent years. To address this, the company should focus on cost control measures, including monitoring and reducing operating expenses. Implementing efficiency measures, optimising resource allocation, and identifying cost savings areas can improve the operating profit margin.
4. Net Profit Margin: M&S faced a negative net profit margin in 2021 but showed improvement in 2022. M&S should continue implementing cost-reduction measures and focus on increasing revenue streams to sustain and further improve profitability. This can involve reviewing pricing strategies, controlling overhead costs, and identifying opportunities for margin expansion.
5. Liquidity Ratios: M&S's current ratio has shown improvement over the years, indicating better short-term liquidity. However, the quick and cash ratios are relatively low, indicating potential challenges in meeting immediate financial obligations. To improve liquidity management, M&S should optimise working capital, improve cash flow conversion cycles, and ensure sufficient cash reserves for unforeseen circumstances.
6. Debt Management: M&S has experienced an increasing trend in the Debt-to-Equity Ratio and Debt to Capital Ratio, suggesting higher financial leverage. To improve financial management, M&S should focus on debt reduction strategies, including debt refinancing, restructuring, and effective cash flow management to meet debt obligations. This will help reduce financial risk and improve the company's overall financial stability.
7. Profitability Analysis: Continuously monitor and analyse profitability metrics to identify areas for improvement. Conduct a comprehensive review of cost structures, operational inefficiencies, and revenue drivers. Implement targeted strategies to enhance profitability, such as product portfolio optimisation, cost reduction initiatives, and strategic investments in high-profit areas.
8. Strategic Investments and Diversification: Explore opportunities for strategic investments and diversification to strengthen M&S's revenue streams. This can involve expanding into new markets, diversifying product offerings, and exploring partnerships or acquisitions that align with the company's strategic objectives. Proper due diligence and financial analysis should be conducted to ensure such investments' viability and potential returns.
9. Financial Reporting and Transparency: Ensure accurate and transparent financial reporting to provide stakeholders with a clear view of M&S's financial performance. Maintain open communication with shareholders, regulators, and other stakeholders to enhance trust and confidence in the company's financial management. Comply with accounting standards and reporting requirements to ensure transparency and accountability.
10. Continuous Monitoring and Adaptation: Establish a robust monitoring system to track key financial metrics, industry trends, and market conditions. Regularly assess the effectiveness of financial management strategies and adapt as necessary. Stay updated on industry best practices, regulatory changes, and emerging technologies to remain agile and responsive in the evolving business landscape.



Project Evaluation:
Investment appraisal is the evaluation of an investment's profitability over the life of an asset, in addition to its affordability and strategic alignment (APM, 2019). According to Arnold and Lewis (2019), three investment appraisal techniques are most commonly used. These are:
· Payback period
· Accounting rate of return
· Discounted cash flow
To evaluate the two projects (A and B) for Marks and Spencer Group Plc in the following section, the Payback Period (PBP), Accounting Rate of Return (ARR), and Net Present Value (NPV) will be computed assuming a cost of capital of 9.75% and disregarding taxation and inflation.
Payback Period (PBP):
The repayment period is "the time needed for the anticipated net cash flows of the suggested investment project to equal the initial capital investment." (Castiglione and Alfieri, 2020)
Calculation of PBP: It is determined by dividing the investment amount by the yearly cash flow. Account and fund managers consider the payback time while deciding whether to invest. For regular annual cashflow the following formula can be used to get payback period (Kagan, 2022): 

Using the formula above, the Cumulative Cash Flows for project A: 
	Year
	Cumulative Cash Flows (In Millions)

	0
	-80

	1
	-55

	2
	-30

	3
	-10

	4
	45



The payback time is between 3 and 4 years, when the net cash flow goes from negative to positive. As these projects have irregular annual cash flows, the following formula has been used to get cash back period (Arnold and Lewis, 2019): 

Therefore, the Payback Period for Project A is 3.181 years or 3 Years, 1 month, 15 days (Approximately).
The Cumulative Cash Flows for Project B: 
	Year
	Cumulative Cash Flows (In Millions)

	0
	-75

	1
	-25

	2
	-5

	3
	15

	4
	35


If project B is accepted, the payback time is between 2 and 3 years, when the net cash flow goes from negative to positive.

The Payback Period for Project B is 2.25 years or 2 Years and 3 months. Therefore, based on the payback period alone, Project B appears more favourable as it recovers the Investment earlier.
For various reasons, the PBP approach is extensively employed in firms to evaluate capital budgeting initiatives. The approach is simple to execute and comprehend. Second, the approach allows the management to assess the risk of an investment by determining how long it will take to recoup the cost of the Investment. Third, it is at ease with the manager's objective to generate liquidity. This problem is related to the pecking-order theory, in which managers want to adopt approaches that provide instant liquidity. Fourth, the approach is employed by small and medium-sized enterprises since it is straightforward and easy to grasp by the owners of these businesses, who often do not participate in long-term planning.
The advantages of PBP as an investment appraisal technique are (Mawih and Al-Ani, 2015):
· It is easy to calculate and understand.
· It helps in assessing the liquidity of the Investment.
· It is helpful for short-term projects.
However, It excludes cash flows beyond the payback time, which might cause the rejection of profitable initiatives with more extended recovery periods. Second, the PBP calculates cash flows without considering the time value of money. Discounted PBP may overcome this deficit (Afonso and Cunha, 2014). Bhandari (2009) claims that the PBP approach only evaluates liquidity, not profitability. PBP is often described as a "blunt instrument" since it emphasises fast investment recovery and does not consider money's time value (Mawih and Al-Ani, 2015).
· It ignores the cash flows beyond the payback period.
· It does not provide a measure of profitability.

Accounting Rate of Return (ARR):
Accounting Rate of Return (ARR) is a financial metric used to evaluate the profitability of an investment or project. It calculates the average annual profit generated by an investment as a percentage of the initial investment cost. ARR is also known as the Average Rate of Return or the Return on Investment (ROI) ratio (Murphy, 2022). 
ARR is the yearly percentage of the average net income generated by an asset divided by its average capital cost. The ARR is a capital budgeting decision-making mechanism. It is used when a company selects whether to invest in an asset based on the predicted future net profits compared to the capital cost (CFI, 2023).
ARR is calculated by dividing the average annual profit by the average Investment. The  ARR formula is (CFI, 2023):

Project A: 





ARR for Project A is 78.125%
Project B: 







ARR for Project B  is 73.333%.
When comparing the ARR values, a higher percentage indicates a relatively higher average annual profit from the investment concerning the average investment cost. Therefore, based on the ARR metric alone, Project A, with an ARR of 78.125%, appears to have a higher profit potential than Project B, with an ARR of 73.333%.
Accounting Rate of Return (ARR) Advantages:
This financial metric is an easy and familiar method to evaluate investment projects as it focuses on profitability by comparing the average annual profit to the average investment cost. It is expressed as a percentage, making it easier to interpret and compare with other investment opportunities. APR is helpful as an initial screening tool to assess the viability of investment projects quickly, and it integrates financial data from the accounting system, which is easy to calculate and understand, making it useful for accounting-based decision-making (Arnold, 2013, p.568).
Disadvantages of APR:
Accounting Rate of Return (ARR) in investment evaluations has certain drawbacks. Subjective estimates and assumptions involved in calculating average profit and average investment can introduce bias and inconsistency when comparing different projects (Baker & Powell, 2005). Brigham & Ehrhardt (2019) argued that ARR overlooks the time value of money, leading to distorted investment decisions. It also ignores cash flow timing and treats all cash flows equally, potentially miscalculating project profitability (Dayananda et al., 2002). Using accounting profit instead of cash flows can cause discrepancies between reported profitability and actual financial impact (Drury, 2017). Furthermore, ARR assumes equal project durations, which may not be accurate, impacting project duration comparisons (Damodaran, 2012). Considering these limitations, it is advisable to supplement ARR with other evaluation techniques for a more comprehensive analysis of investment projects.
Net Present Value (NPV)
Net Present Value (NPV) is a financial metric used to evaluate the profitability of an investment or project by comparing the present value of cash inflows with the present value of cash outflows. It considers the time value of money, recognising that a dollar received in the future is worth less than a dollar received today (Berk and Demarzo, 2019).
NPV is calculated by discounting the cash flows using the cost of capital and summing them up.
Discounted Cash Flows for Project A: Year 0: -80 / (1 + 0.0975)^0 = -80 Year 1: 25 / (1 + 0.0975)^1 = 22.77 Year 2: 25 / (1 + 0.0975)^2 = 20.76 Year 3: 20 / (1 + 0.0975)^3 = 16.34 Year 4: 55 / (1 + 0.0975)^4 = 40.15
NPV for Project A = -80 + 22.77 + 20.76 + 16.34 + 40.15 = 20.02
Discounted Cash Flows for Project B: Year 0: -75 / (1 + 0.0975)^0 = -75 Year 1: 50 / (1 + 0.0975)^1 = 45.74 Year 2: 20 / (1 + 0.0975)^2 = 17.43 Year 3: 20 / (1 + 0.0975)^3 = 15.30 Year 4: 20 / (1 + 0.0975)^4 = 13.42
NPV for Project B = -75 + 45.74 + 17.43 + 15.30 + 13.42 = 16.89
Evaluation and Recommendation:
· Payback Period (PBP): Both projects have a payback period of 3 years, indicating that the initial investment is recovered within the same time frame. Therefore, from a payback perspective, both projects are equal.
· Accounting Rate of Return (ARR): Project A has a higher ARR of 78.125% compared to Project B's ARR of 73.333%. This indicates that Project A generates a higher average annual profit than the average Investment. Therefore, based on ARR, Project A appears more favourable.
· Net Present Value (NPV): Project A has an NPV of 20.02, while Project B has an NPV of 16.89. Positive NPV values indicate that the projects are expected to generate returns greater than the cost of capital. Based on NPV, Project A has a higher value, suggesting it may be more financially attractive.
Considering the calculations and evaluation, Project A seems to be the more favourable investment choice based on the Accounting Rate of Return (ARR) and Net Present Value (NPV). However, it is essential to consider other factors, such as strategic alignment, risk assessment, and non-financial factors (e.g., market demand, competition, and environmental impact), before making a final decision.
2. Advantages and Shortcomings of PBP, ARR, and NPV Techniques:
a) 
b) Accounting Rate of Return (ARR): Advantages:
· It is easy to calculate and understand.
· It considers the entire project life.
· It provides a percentage return, which is easy to compare across projects.
Shortcomings:
· It ignores the time value of money.
· It assumes that the cash flows are uniform over the project life.
· It does not consider the initial Investment.
c) Net Present Value (NPV): Advantages:
· It considers the time value of money.
· It considers all cash flows over the project life.
· It provides a measure of profitability.
Shortcomings:
· It is not easy to calculate and understand.
· It requires an estimate of the cost of capital.
· It assumes that the cash flows are known with certainty.
Non-Financial Factors: Apart from financial factors, several non-financial factors must be considered while evaluating investment projects. These include:
· Market Conditions and Competition
· Technological advancements
· Legal and regulatory issues
· Social and environmental factors
· Organisational goals and objectives
· Management expertise and experience
Recommendation: Based on the investment appraisal techniques, Project A has a higher ARR and NPV, while Project B has a shorter payback period. However, it is recommended that Project A should be adopted as it generates higher profitability and value for the company over the project life. Additionally, the company should consider non-financial factors while evaluating investment projects to make an informed decision.
 

Financial analysis means evaluating a company's financial health and performance by examining its financial statements and other relevant financial data. The financial analysis aims to gain a deeper understanding of a company's financial position, profitability, liquidity, and solvency and to use this information to make informed decisions about investing, lending, or other financial activities.
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