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[bookmark: _jietm6gmn279]Executive Summary 
This paper deals with the valuation of real options, capital rationing restrictions and other qualitative factors of managerial choices. This report presents an extensive financial analysis and investment evaluation in order to assist with the management decision process. Task 1 is expected to analyse the financial performance and the position of Tesco plc, a FTSE100 retailer (Gan and Yan, 2023). In order to do so, I found it necessary for me to analyse the ratio analysis data of the financial years 2024 and 2025. The analysis reveals mixed but overall improving execution. A spirited profitability return to the net level, especially via NP margin, ROA and ROE. Liquidity remained fragile with still negative working capital, supporting Tesco’s dependency on supplier financing, and a risk-prone practice within the retail grocery market. There was a modest increase in the gearing and efficiency ratios, reflecting sound management of capital structure and asset utilisation. Investor measures revealed significant growth in earnings and share price, which helped maximise value for the shareholders. Nonetheless, the analysis recognises criticisms of ratio analysis, including that it is based on historical data and on accounting conventions. Part 2 – Strategic investment appraisal for Westward Plc. There are three potential strategic investments that are to be discussed and evaluated in this part using discounted cash flow (DCF) analysis. NPV and IRR analysis iii) net present value (NPV), together with internal rate of return (IRR) (Dai et al., 2022). Option B: development of internet sales is the best project to undertake alone. The optimal investment plan is to fully undertake Options A and B, and partially undertake Option C when the firm is under a capital constraint, where total NPV would be maximised. Based on the above analysis, the study proposes a reasonable company interweaving policy balance of retained earnings and an appropriate level of debt to help promote sustainable growth and control financial results.

Contents
Executive Summary	2
Introduction	4
Financial Ratio Analysis	5
3. Critical Evaluation of Ratio Changes and Limitations	13
4. Recommendations for Improving Financial Management	14
Part 02	15
1. Introduction	15
2. Overview of the Investment Proposals	15
3. Assumptions Used in the Analysis	16
4. Investment Appraisal Technique: Net Present Value (NPV)	16
4.1 Rationale for Using NPV	16
5. Detailed NPV Calculations	17
5.1 After-Tax Cash Flow Calculation	17
5.2 Option A: Expansion of Retail Outlet	17
5.3	Option B: Development of Internet Sales	17
5.4 Option C: Wooden and Roman Blinds	18
6. NPV-Based Recommendation	18
7.	Internal Rate of Return (IRR) – Detailed Formula and Calculation (Option B)	18
8. Interpretation of Results for Management	20
9.	Capital Rationing: Funds Limited to £2,500,000 (Projects Divisible)	21
Step 3: Total NPV Under Capital Rationing	22
References	24
Appendices	30
Income Statement	30
Balance Sheet	31

[bookmark: _7qoiwc2t6d11]Introduction
The report has been written to the Board of Directors of Tesco plc with the aim of reviewing the financial performance of the company and its financial position in order to make informed decisions on the managerial side. The primary tool of analysis is the financial ratio analysis because it allows the directors to evaluate the profitability, efficiency, liquidity, gearing, and performance of the investors over a period of time and determine the new strengths, weaknesses, and financial risks. Tesco plc is a member of the FTSE 100 Index and listed on the London Stock Exchange (London Stock Exchange, 2025). It is the largest market share food retailer in the United Kingdom with a high volume and low margin business model that operates in large format stores, convenience stores and online grocery stores. Besides the main UK business, the Group has some select international operations which earn fairly stable revenues and cash flows typical of the supermarket business. The report has analysed the financial years, which ended on 2024 and 2025, using data obtained from Tesco plc's audited consolidated annual reports, which were prepared over the International Financial Reporting Standards (IFRS) (Ismail, 2018). The report will assess profitability, liquidity, gearing, efficiency and investor ratios in the past two years, consisting of trend analysis and critical interpretation. Although the ratio analysis can be used to offer good information on financial performance, the report acknowledges that it has its inherent limitations and would negotiate cautious interpretation when making strategic conclusions and recommendations. Tesco plc is a UK-based multinational general merchandise and grocery retailer that has its headquarters in the United Kingdom and is traded on the London Stock Exchange. It is a part of the FTSE 100 Index and is the biggest chain of supermarkets in the UK in terms of market share. The Group runs on a diversified retail platform that includes large-format superstores, convenience stores, and a well-developed platform of online grocery stores. The operations of Tesco are centred in the UK with some international activities that are not fully deployed, and the business model is characterised by high sales volume, comparatively low operating margins, and a good cash generator (Tesco PLC, 2025). A mature retailer in a competitive industry, financial management, especially in terms of control of costs, working capital management, and capital structure, is of paramount importance to the maintenance of profitability and shareholder value.

[bookmark: _7wmkbb2zi46m]Financial Ratio Analysis 
1. Profitability Ratio Analysis 
Profitability ratios are used to evaluate the potential of a company to make profits out of the revenues, assets and equity (Vipond, 2024). They show the level of efficiency with which the management is utilising the resources of the firm to generate value to the shareholders while managing the costs. Profitability ratios are important to the directors as it brings to view the sustainability of earnings, operational efficiency, and effectiveness of strategic and financial decisions. An increase or better profitability ratios usually indicate the presence of better financial performance whereas a decrease in ratios can be indicative of increased costs, price pressure or inefficiencies in the business.
Table 1: Profitability Ratio
	Profitability Ratio
	Breakdown (Formula Components)
	2025
	2024
	Trend

	Gross Profit Margin
	Gross Profit ÷ Revenue
	5,051 ÷ 69,916 = 7.22%
	4,849 ÷ 68,187 = 7.11%
	Up ↑

	Operating Profit Margin
	Operating Profit ÷ Revenue
	2,711 ÷ 69,916 = 3.88%
	2,821 ÷ 68,187 = 4.14%
	Down ↓

	Net Profit Margin
	Profit for the Year ÷ Revenue
	1,630 ÷ 69,916 = 2.33%
	1,192 ÷ 68,187 = 1.75%
	Up ↑

	Return on Assets (ROA)
	Profit for the Year ÷ Total Assets
	1,630 ÷ 38,840 = 4.20%
	1,192 ÷ 39,256 = 3.04%
	Up ↑

	Return on Equity (ROE)
	Profit for the Year ÷ Total Equity
	1,630 ÷ 11,662 = 13.98%
	1,192 ÷ 11,665 = 10.22%
	Up ↑

	Return on Capital Employed (ROCE)
	Operating Profit ÷ (Total Assets − Current Liabilities)
	2,711 ÷ 25,020 = 10.84%
	2,821 ÷ 25,906 = 10.89%
	Neutral ↔


There was a slight improvement in the gross profit margin of 7.22% in 2025 compared to 7.115 in 2024, which shows that the management of the cost of sales or pricing efficiency has improved slightly. This implies that Tesco had a chance of having a higher command on cost of input or maximising its product mix even though it operated in a very competitive low-margin retailing environment. On the other hand, the operating profit margin fell to 3.88%, which means that operating costs increased at a higher rate than the revenue (Hayes, 2025). This can be a sign of the rising labour costs, rising energy prices, as well as ongoing investment in the operation of the stores and digital infrastructure, which puts operating-level profitability under strain. The net profit margin, which was 1.75 in 2024, was increased to 2.33 in 2025, which means that there are factors lower than the operating level that led to a better performance in terms of financing as compared to the previous year or rather, more favourable tax impacts. 

Figure 1: Profitability Ratios
The returns on assets (ROA) and the returns on equity (ROE improved tremendously throughout (Nurapiah et al., 2024). The ROA has increased to 4.20, compared to 3.04, which is a sign of increased efficiency of the company in using its asset base to make profits. Likewise, ROE has risen by 10.22 to 13.98, which shows that better returns have been obtained on behalf of shareholders and higher shareholder value-creation in 2025. Lastly, the return on capital employed (ROCE) was maintained at a relatively constant rate of 10.89 (to 10.84) indicating that the overall profitability did increase, but not at the cost of the efficiency of the use of long-term capital.
2. Liquidity Ratios
Liquidity ratios determine how a business will be able to meet its short-term commitments as they become due through the use of its current assets (Durrah, 2016).
Table 2: Liquidity Ratio
	Liquidity Ratio
	Breakdown (Formula Components)
	2025
	2024
	Trend

	Current Ratio
	Current Assets ÷ Current Liabilities
	8,806 ÷ 13,820 = 0.64
	8,823 ÷ 13,350 = 0.66
	Down ↓

	Quick Ratio
	(Current Assets − Inventories) ÷ Current Liabilities
	(8,806 − 2,768) ÷ 13,820 = 0.44
	(8,823 − 2,635) ÷ 13,350 = 0.46
	Down ↓

	Net Working Capital (£m)
	Current Assets − Current Liabilities
	−5,014
	−4,527
	Down ↓



The current ratio was also slightly reduced in 2025 as compared to that of 0.66 in 2024, which means that current liabilities again were more than the current assets in both 2024 and 2025 (Fernando, 2025). A ratio of less than 1.0 would normally indicate poor liquidity, but considering that the position is common among large retailers of supermarket stores, including Tesco plc, which enjoys high daily cash flow and long supplier credit, this is not a cause for concern.


Figure 2: Liquidity Ratios
On the same note, the quick ratio dropped slightly by 0.46 to 0.44, affirming that Tesco hardly relied on highly liquid assets to settle the short-term debts. This is an indication of the fact that the company depends on the speed of its inventory turnover instead of having a large amount of cash or receivables. The net working capital continued to be negative and deteriorated to -5,014 million since it was -4,527 million, which means the company relied more on trade payables to fund its operations (Bailey, 2025). Although negative working capital can be an indicator of liquidity risk in other industries, in the case of a high-volume grocery retailer, it can be an effective working capital policy so long as cash flows are managed and the relationship with suppliers is well worked out.
3. Gearing Ratios
Gearing ratios investigate how much a business uses debt to finance its activities as compared to equity and how much risk it has in relation to the debt (Kenton, 2024). 
Table 3: Gearing Ratio
	Gearing Ratio
	Breakdown (Formula Components)
	2025
	2024
	Trend

	Debt to Equity Ratio
	Total Borrowings ÷ Total Equity
	6,950 ÷ 11,662 = 0.60
	7,219 ÷ 11,665 = 0.62
	Down ↓

	Interest Coverage Ratio
	Operating Profit ÷ Finance Costs
	2,711 ÷ 746 = 3.63×
	2,821 ÷ 805 = 3.51×
	Up ↑

	Equity Ratio
	Total Equity ÷ Total Assets
	11,662 ÷ 38,840 = 30.0%
	11,665 ÷ 39,256 = 29.7%
	Up ↑

	Debt Ratio
	Total Borrowings ÷ Total Assets
	6,950 ÷ 38,840 = 17.9%
	7,219 ÷ 39,256 = 18.4%
	Down ↓



The debt-to-equity ratio decreased in 2024 to 0.62 and in 2025 to 0.60, which is a silent signal of a slight decrease in the use of debt financing of Tesco in comparison with funds provided by shareholders (Deng and Liu, 2024). It indicates an improvement in the capital structure and a decrease in the financial risk in the long run. The coverage ratio was also improved as the ratio rose to 3.63 times, which shows that the company had better capacity to cover its interest payments using operating profits. Though the increase is not great, it means that the earnings power of Tesco in terms of its finances and costs became stronger in 2025, which minimises the risk of financial distress.

Figure 3: Gearing Ratio
There was also a slight improvement in the ratio of equity, as it rose to 30.0% against 29.7 percent, which means that there was a slight shift in the assets financed by the shareholders' equity. This will help to note a healthier and stronger capital structure. On the other hand, the debt ratio decreased to 17.9% as compared to the 18.4%, which supports the fact that Tesco decreased the total leverage of the company in the year (CFI Team, 2025). When combined, these tendencies indicate that Tesco had an apprehensive attitude towards the management of financial risks, which enhanced its capacity to resist economic risks while also being able to access debt funds to sustain its activities.
4. Efficiency Ratios
Efficiency ratios determine the effectiveness of the company in terms of utilising the assets and working capital to generate revenue (CFI, 2022).
Table 4: Efficiency Ratios
	Efficiency Ratio
	Breakdown (Formula Components)
	2025
	2024
	Trend

	Inventory Days
	(Inventory ÷ Cost of Sales) × 365
	(2,768 ÷ 64,205) × 365 = 15.7 days
	15.3 days
	Up ↑

	Receivables Days
	(Trade Receivables ÷ Revenue) × 365
	(1,210 ÷ 69,916) × 365 = 6.3 days
	7.2 days
	Down ↓

	Payables Days
	(Trade Payables ÷ Cost of Sales) × 365
	(10,364 ÷ 64,205) × 365 = 58.9 days
	59.7 days
	Down ↓

	Asset Turnover
	Revenue ÷ Total Assets
	69,916 ÷ 38,840 = 1.80×
	1.74×
	Up ↑

	Fixed Asset Turnover
	Revenue ÷ PPE
	69,916 ÷ 17,262 = 4.05×
	3.96×
	Up ↑



The number of inventory days was observed to go slightly higher by 15.3 days in 2024 to 15.7days in 2025, which shows that stock was held slightly longer before being sold. Although this can imply a minor decrease in inventory efficiency, the alteration is insignificant and is a manifestation of the business reality of a large grocery retailer that has to preserve high product stocking. The receivables days were also reduced to 6.3 days as compared to 7.2 days, which indicates quicker collection of trade receivables (Kenton, 2025). This emphasises the fact that Tesco has a good cash-based sales model and better efficiency in its ability to convert credit sales into cash, which contributes to liquidity.

Figure 4: Efficiency Ratios
The payables days reduced slightly to 58.9 days against 59.7 days, indicating that Tesco paid suppliers slightly on a faster day. This will decrease the rate of supplier financing, but the difference is minimal and does not significantly undermine the working capital position of the company. The asset turnover ratio improved from 1.74 times to 1.80 times, and this shows that Tesco made more revenue on every pound of assets utilised (Vikas Shrotriya, 2019). This is a pointer to better utilisation of the asset base and an efficient way of operating. In the same vein, the fixed asset turnover increased 3.96 times to 4.05 times, indicating better utilisation of property, plant and equipment, which was probably aided by the high store productivity and high volumes of sales.
5. Investor Ratios
Investor ratios analyse the returns generated to the shareholders and give an understanding of the performance of a company in terms of the earnings, dividend policy as well as being an attractive investment (Morris, 2011).
Table 5: Investor Ratios
	Investor Ratio
	2025
	2024
	Change
	Trend

	Earnings Per Share (EPS) – Basic (p)
	23.79
	16.74
	+7.05
	Up ↑

	Earnings Per Share (EPS) – Diluted (p)
	23.51
	16.56
	+6.95
	Up ↑

	Price–Earnings Ratio (P/E)
	15.98
	16.57
	−0.58
	Down ↓

	Dividend Yield
	4.0%
	4.1%
	−0.1%
	Slight Down ↓

	Market Price per Share (p)
	380.20
	277.30
	+102.90
	Up ↑



The fundamental earnings per share (EPS) improved significantly, in 2024 (16.74p) to 23.79p in 2025, which is a growth of 7.05p (Fernando, 2023). This remarkable expansion represents a better earning potential for its shareholders and indicates better performance in earnings throughout the year. The same can be said about the diluted EPS, which increased by 16.56p to 23.51p and the earnings growth was not significantly diluted by the potential ordinary shares.


Figure 5: Investor Ratios
The price-earnings (P/E) ratio decreased to 15.98 even though the increase in EPS was quite high (16.57). This implies that the share price of Tesco rose significantly, i.e. 277.30p to 380.20p, but the growth in earnings was more than the growth in market value (Fernando, 2024). The reduced P/E ratio can either represent reduced expectations of investors for future growth or a re-rating of the company to a more mature and stable earnings structure (Investing.com, 2025). The dividend yield dropped slightly to 4.0% of the previous 4.1% as a result of the significant increase in share price as compared to the increase in the dividend. Although the change is minimal, it indicates that shareholder returns of 2025 were mostly caused by capital appreciation and not dividend income. 


[bookmark: _2ybrfq7dwgt7]3. Critical Evaluation of Ratio Changes and Limitations
The ratios analysis allows stating that the financial performance of Tesco was developed unevenly in 202425, which can be attributed to both the effects of operational improvements and cost pressure. There are mixed trends in the profitability ratio: the gross profit margin increased slightly, and the operating profit margin decreased slightly, too. This deviation indicates that Tesco had more effective control of cost of sales, albeit in the form of pricing discipline, supplier negotiations or product mix optimisation, but the benefits were neutralised by increasing operating costs. The compression of the operating margins is likely to be caused by increased labour costs, increased energy prices and ongoing investment in store operations and digital infrastructure (Herman, Nistor and Jula, 2023). Nonetheless, the rise in the net profit margin shows that the variables below the operating level, like a reduction in exceptional charges or better financing performance, had a positive effect on total profitability. Liquidity ratios were still poor, and they have worsened slightly in the course of time. The current ratio and quick ratio decreased, and the net working capital became negative, which indicates that it had become more dependent on supplier credit. This trend supports the strategy of Tesco's working capital to finance its operations using trade payables instead of liquid assets. Although this type of approach is not uncommon and tends to be highly effective in the supermarket business, as the cash inflows are high and the inventory turnover is high, it leaves one vulnerable to short-term liquidity risks in the event that the business environment becomes poorer or the supplier credit terms are tightened. Gearing ratios have had a slight improvement, as both the debt-to-equity ratio and debt ratio decreased, and interest coverage was stronger (Boyte-White, 2025). These developments imply a prudent management of the capital structure, which minimises financial risk, but leaves enough leverage to sustain the operations. The efficiency ratios also significantly rose in general, especially asset utilisation, receivables management, and this has led to increased returns on assets and equity. Investor ratios indicate the increased shareholder value creation. The earnings per share have gone up dramatically, which is backed up by a significant growth in share price. The price earnings ratio, however, decreased, showing that the growth in earnings exceeded the growth in the market value, which may be due to more pessimistic expectations of future growth in a mature retail economy by the investors. Even with these revelations, ratio analysis possesses significant drawbacks. Ratios are calculated on past financial records, and they might not be a good indication of what is going on in the market or what is going to happen. A year-on-year comparison is distorted by accounting policies, inflation and one-off items which can affect them. In addition, the ratios give a minimal information regarding the qualitative aspects like the intensity of competition, customer behaviour and strategic initiatives. Ratio analysis should therefore be used in combination with other financial, operational and strategic data in supporting management decisions.
[bookmark: _qdni12o0psf9]4. Recommendations for Improving Financial Management
The analysis reveals that Tesco needs to focus more on operating cost control to resolve the reduction in operating profit margin. Increased automation, energy efficiency and controlled labour costs would aid in saving margins without compromising service quality. Even though negative working capital is in line with the Tesco business model, the decline in the liquidity ratios indicates that closer working capital management is required (Panigrahi, 2014). It would lead to better demand forecasting and inventory optimisation, which would lower stock holding without affecting the available stock, although there would be a good relationship with suppliers to sustain the favourable credit terms. Considering the slight change in the gearing and interest coverage, Tesco ought to maintain a safe capital structure policy by restricting further borrowing and maximising retained earnings, especially in a volatile interest rate environment. Lastly, positive growth in EPS and a decreasing P/E ratio demonstrate the need to communicate to investors clearly. Better reporting of strategic priorities and cost management initiatives would assist in building on market confidence and benefiting sustainable shareholder value.


[bookmark: _owqbi13tknm]Part 02 
Investment Appraisal for Westward Plc
[bookmark: _ms91tejv7ic8]1. Introduction
Westward Plc is a producer of high-end curtains who are reviewing opportunities in which to develop its business. Based on the changing market environment and growth prospects, the managers are evaluating three independent investment opportunities under a strategic plan over a four-year horizon. The work will entail one of the following: expanding the current retail premises to create an internet sales facility, or to move into a new area and manufacture wooden and Roman blinds. Capital budgeting decisions are important for the success of the firm in the long run as they create a significant financial commitment and result into long term implications on risk, profitability and wealth of shareholders (Pinkasovitch, 2024). The objective of this report is to analyse the three options under consideration with suitable investment appraisal methods and to recommend which option would be most beneficial in terms of maximisation of shareholders' wealth. Capital rationing limitations are treated, and broader qualitative issues related to decision-making for management discussions.
[bookmark: _i4lg8kpkk8xd]2. Overview of the Investment Proposals
The directors of Westward Plc have identified three investment options, each with different initial capital requirements and expected cash inflows over a four-year period.
Option A: Expansion of Existing Retail Outlet
· Initial investment: £600,000
· Objective: Expand the current retail outlet to include all products
· Advantage: Lower capital outlay and reduced operational risk
Option B: Development of Internet Sales
· Initial investment: £1,000,000
· Objective: Expand into online sales channels
· Advantage: Access to a wider customer base and scalability
Option C: Production of Wooden and Roman Blinds
· Initial investment: £1,600,000
· Objective: Product diversification
· Advantage: Potentially higher returns but greater operational risk
The expected annual cash inflows (in £000) are as follows:
	Year
	Option A
	Option B
	Option C

	1
	200
	400
	450

	2
	400
	450
	700

	3
	500
	720
	900

	4
	700
	980
	1,200


[bookmark: _gbvfjx41b1lr]3. Assumptions Used in the Analysis
The following assumptions apply to all projects:
· Corporation tax rate: 25%
· Capital allowances: 20% straight-line on initial investment
· Cost of capital: 6%
· Project life: 4 years
· Cash flows occur at the end of each year
· No residual or scrap value
· All cash flows are before tax
These assumptions are necessary to ensure consistency and comparability across the three options.
[bookmark: _b97r1xmr5mwn]4. Investment Appraisal Technique: Net Present Value (NPV)
[bookmark: _3k4rf453ngpb]4.1 Rationale for Using NPV
Net Present Value (NPV) of the investment appraisal techniques we have considered, NPV is the best in theory (Lin, Dong and Zheng, 2025). This suggests that the only way to measure the absolute increase in shareholder wealth created by any project is to discount future cash flows at the company’s cost of capital. A project is acceptable if it has a positive NPV; it means that the returns are in excess of the required rate.
[bookmark: _tb339jjep3vi]5. Detailed NPV Calculations
[bookmark: _lqcnbafw8jin]5.1 After-Tax Cash Flow Calculation
The after-tax cash flow for each year is calculated as:

[bookmark: _4iy5trl44udi]5.2 Option A: Expansion of Retail Outlet
· Initial investment: £600,000
· Annual capital allowance: £600,000 × 20% = £120,000
· Tax shield: £120,000 × 25% = £30,000
	Year
	Cash Flow (£000)
	After-tax CF (£000)
	Discount Factor (6%)
	Present Value (£000)

	0
	(600)
	(600)
	1.000
	(600.0)

	1
	200
	180
	0.943
	169.8

	2
	400
	330
	0.890
	293.7

	3
	500
	405
	0.840
	340.0

	4
	700
	555
	0.792
	439.7

	NPV
	
	
	
	£643.2k



5.3 [bookmark: _898t91i7dyna]Option B: Development of Internet Sales
Initial investment: £1,000,000
Capital allowance: £1,000,000* 20% = £200,000 per year
Tax shield: £50,000 per year
	Year
	Cash Flow (£000)
	After-tax CF (£000)
	Discount Factor (6%)
	Present Value (£000)

	0
	(1,000)
	(1,000)
	1.000
	(1,000.0)

	1
	400
	350
	0.943
	330.2

	2
	450
	387.5
	0.890
	344.9

	3
	720
	590
	0.840
	495.4

	4
	980
	785
	0.792
	621.8

	NPV
	
	
	
	£792.3k



[bookmark: _grbnwse373xf]5.4 Option C: Wooden and Roman Blinds
· Initial investment: £1,600,000
· Capital allowance: £1,600,000* 20%= £320,000 per year
· Tax shield: £80,000 per year
	Year
	Cash Flow (£000)
	After-tax CF (£000)
	Discount Factor (6%)
	Present Value (£000)

	0
	(1,600)
	(1,600)
	1.000
	(1,600.0)

	1
	450
	417.5
	0.943
	393.9

	2
	700
	605
	0.890
	538.5

	3
	900
	755
	0.840
	633.9

	4
	1,200
	980
	0.792
	776.3

	NPV
	
	
	
	£742.6k



[bookmark: _pn87hnwbfyyb]6. NPV-Based Recommendation
Based on NPV alone, Option B should be accepted as it generates the highest NPV (£792.3k) and therefore maximises shareholder wealth.
7. [bookmark: _we2gd6pgtoqe]Internal Rate of Return (IRR) – Detailed Formula and Calculation (Option B)
The IRR is the discount rate at which the NPV of a project equals zero (Huang, 2023). Since the IRR cannot necessarily be computed by a formula but must usually be solved by trial-and-error, it is typically calculated (as in this case) by linear interpolation between two discount rates that lead to NPV with opposite signs or NPVs that are tending to 0.
Interpolation Formula for IRR

Where:
· = lower discount rate
· = higher discount rate
· = NPV at 
· = NPV at 
Discounted Cash Flow at 20%
	Year
	After-tax CF (£000)
	Discount Factor (20%)
	Present Value (£000)

	0
	(1,000)
	1.000
	(1,000.0)

	1
	350
	0.833
	291.6

	2
	387.5
	0.694
	269.0

	3
	590
	0.579
	341.6

	4
	785
	0.482
	378.5

	NPV @ 20%
	
	
	+280.7



Discounted Cash Flow at 35%
	Year
	After-tax CF (£000)
	Discount Factor (35%)
	Present Value (£000)

	0
	(1,000)
	1.000
	(1,000.0)

	1
	350
	0.741
	259.4

	2
	387.5
	0.549
	212.7

	3
	590
	0.406
	239.5

	4
	785
	0.301
	236.3

	NPV @ 35%
	
	
	−52.1




Where:
· , 
· , 
Substitution


The internal rate of return for Option B is approximately 32.65%, which is substantially higher than the company’s cost of capital of 6%. This confirms that the project generates returns well in excess of the minimum required rate and is therefore financially acceptable under the IRR decision rule.
[bookmark: _mmy1e7q8b7ml]8. Interpretation of Results for Management
(i) Why Net Present Value (NPV) is the Best Method of Investment Appraisal
NPV is also considered theoretically superior since the inflows, outflows and discount factors are all adjusted for the time value of money in NPV (Chen, 2022). It takes into account the concept of the value for money; £1 received today is worth more than £1 received in future. NPV likewise presents the sum of all project cash flows to the company’s overall cash flow over the duration of a project, discounted by the costs of capital. Crucially, the NPV decision rule is transparent and straightforward: accept projects with NPV > 0 and reject those with NPV < 0; with mutually exclusive projects, choose the one with the largest NPV (it creates the most value).
(ii) Why Non-Discounting Methods Remain Popular
In spite of their shortcomings, non-discounting techniques (such as payback and ARR) are still popular due to their ease of use, the rapidity in providing results, and the straightforwardness involved (Sharma, 2025). Payback is common to use payback to screen an investment for liquidity and risk, particularly when managers are concerned with the timing of short-term recovery of cash flows, or there is a high degree of uncertainty (Kagan, 2025). ARR excites because it relies upon accounting profits and can be linked to management performance indicators. Its two major weaknesses, however, are: the time value of money is not considered (payback and ARR), and payback ignores cash flows that occur after the payback period, which might cause suboptimal decision making.
(iii) Other Factors to Consider Before a Final Investment Decision
Management should consider various qualitative and risk considerations including, but not limited to: strategic fit with Westward’s long-term direction; operational feasibility and capability; market demand uncertainty; competitive response; execution and implementation risk; supply chain and manufacturing constraints (particularly for Option C); reputational and customer impact; regulatory environment considerations; and sensitivity to key assumptions (e.g., sales volumes, margins, cost inflation factors, interest rate changes) (Mannawaduge et al., 2024). It may be sensible to carry out scenario analysis and sensitivity testing to ensure that the preferred solution is not one-sided in bad times.
9. [bookmark: _mg682ga0mj0d]Capital Rationing: Funds Limited to £2,500,000 (Projects Divisible)
Step 1: Use Profitability Index (PI) to Rank Projects

	Option
	Initial Cost (£k)
	NPV (£k)
	PI = NPV/Cost

	A
	600
	643.2
	1.072

	B
	1,000
	792.3
	0.792

	C
	1,600
	742.6
	0.464



Ranking: A (best) → B → C
Step 2: Allocate the £2.5m Budget Optimally
· Take A: cost £600k, NPV £643.2k
· Take B: cost £1,000k, NPV £792.3k
· Funds used so far: £1,600k
· Remaining funds: £2,500k − £1,600k = £900k
Option C costs £1,600k, but projects are divisible, so invest a fraction:

NPV contributed by fraction of C:

[bookmark: _7mjdkzphullg]Step 3: Total NPV Under Capital Rationing

Optimal policy: Invest in A + B + 56.25% of C, generating a total NPV of approximately £1.85m
Conclusion and Financing Advice to the Board
Using the NPV method (at 6% cost of capital), Option B is the best independent project, with the highest NPV hence it provides maximum wealth to shareholder. When capital is limited to £2.5mil and separate projects are feasible, the optimal investment policy which maximises value is as follows: execute Options A and B in full funding the deficit (if required) through some proportion of Option C with resulting NPV somewhat more than about £1.85mil; When carrying out the investment plan proposed, the Board shall also specify a funding policy (Le, 2021). The principal sources of finance that are available to Westward Plc, and the major advantages and disadvantages of each, are outlined below.
Financing Options for the Investment Programme:
	Source of Finance
	Advantages
	Disadvantages

	Retained Earnings
	• Lowest cost of finance as no issue costs are incurred 
• No dilution of ownership or control • Improves financial independence and flexibility (de Bodt, Cousin and Officer, 2022)
	• Reduces funds available for dividend payments 
• May weaken short-term liquidity 
• Opportunity cost for shareholders seeking immediate returns

	Debt Finance
	• Interest payments are tax-deductible, reducing effective cost (Corporate Finance Institute, 2022)
• No dilution of ownership or control 
• Can enhance returns to shareholders through gearing
	• Increases financial risk and fixed repayment obligations 
• Higher gearing may reduce financial flexibility 
• Exposure to interest rate fluctuations

	Equity Finance
	• No mandatory repayment or interest obligations 
• Reduces financial risk and improves gearing ratios 
• Strengthens long-term solvency
	• Dilutes existing shareholders’ ownership and control 
• Dividends are not tax-deductible (Corporate Finance Institute, 2022)
• Can be expensive if shares are issued when undervalued
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Efficiency Ratios

Asset Turnover	
1.8001029866117404	1.7369828815977175	Fixed Asset Turnover	
4.0502838605028382	3.9595261599210265	



Investor Ratios

2025	Earnings Per Share (EPS) -Basic	Earnings Per Share (EPS) - Diluted	Price per Earnings ratio (P/E)	Dividend Yield	23.79	23.51	15.98150483396385	3.6033666491320358E-2	2024	Earnings Per Share (EPS) -Basic	Earnings Per Share (EPS) - Diluted	Price per Earnings ratio (P/E)	Dividend Yield	16.739999999999998	16.559999999999999	16.565113500597374	4.3635052289938692E-2	



Profitability Ratios

2025	Gross Profit Margin 	Operating Profit Margin 	Net Profit Margin	Return on Asset (ROA)	Return on Equity (ROE)	Return on Capital Employed (ROCE)	7.2243835459694497E-2	3.8775101550431949E-2	2.3313690714571771E-2	4.1967044284243048E-2	0.13977019379180244	0.10835331734612311	2024	Gross Profit Margin 	Operating Profit Margin 	Net Profit Margin	Return on Asset (ROA)	Return on Equity (ROE)	Return on Capital Employed (ROCE)	7.1113262058750196E-2	4.1371522430961913E-2	1.7481338084972209E-2	3.0364785001018954E-2	0.10218602657522503	0.1088936925808693	



Liquidity Ratios

Current Ratio 	2025	2024	0.637192474674385	0.10171388867443835	Quick Ratio	2025	2024	0.43690303907380607	0.4635205992509363	



Gearing Ratios

2025	Debt to Equity Ratio	Interest Coverage Ratio	Equity Ratio	Debt Ratio	0.59595266678099812	3.6340482573726542	0.3002574665293512	0.17893923789907312	2024	Debt to Equity Ratio	Interest Coverage Ratio	Equity Ratio	Debt Ratio	0.61885983711958847	3.5043478260869567	0.29715202771550847	0.18389545547177502	
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The notes on pages 141 to 211 form part of these financial statements.

Ken Murphy Imran Nawaz
Directors

The financial statements on pages 135 to 211 were approved and authorised for issue by the Directors
on 9 April 2025.
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