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1. Introduction
NEXT plc is a British company which has 700 stores around the world, mostly in the UK with
500 stores, and over 19,000 employees. It is an important clothing retailer, and one of its major
competitors is Mark & Spencer. The headquarters of the company is in Leicestershire.

Next plc started in 1864 and it was founded by Joseph Hepworth, the first name of the company
was Joseph Hepworth & Son. In 1982, the company change its name to Next plc under the
direction of George David.

Next plc has three fundamental sell channels:

1.- Next Retail: sells through its branches in the UK.

2.- Next Directory: online sells with more than 3 million active customers.
3.- Next International: It transacts through its branches around the world.

Next’'s sales channels

Next Retail

Next Directory

&' Next International
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Figure 1: Next’s sales channels

The business model of the company is to sell designs of quality but with a responsible source,
and the prices have to be accessible. The company source from 41 countries, mainly China,
Vietnam, India, Pakistan, Sri Lanka and Turkey. Next plc sells hundreds of third-party clothing
and home brands, and it also has its own product.

On the other hand, also of its 500 stores in the UK, the company has 7 depots and 8 warehouses.
Next plc created Lipsy which is a subsidiary that designs and sells the products of Next plc. In
the same sense, Next plc founded Label which sells online third-party brands. In 2020, Label
sold over £500m of third-party brands.

The main idea of the business is that the customers can choose between a variety of products
of third-party brands and the Next plc brand. The company has an important infrastructure with
distribution channels.



Next plc has 1.5 million overseas customers, and it sells online to 70 countries. An important
aspect of its business is the company offers flexible credit financing, approximately £1.4bn of
credits are provided to customers.

In February 2017, Michael Roney was Deputy of the company, and in August 2017 became
Chairman. Since 2001 Lord Wolfson of Aspley Guise is Chief Executive of the company. Also,
Amanda James is the Group Finance Director since 2015. Others important roles of the Next
plc are:

- Richard Papp, Group Merchandise and Operations Director, since 2018.
- Jane Shields, Group Sales and Marketing Director, since 2013.

- Francis Salway, Senior Independent Director, since 2010.

- Dame Dianne Thompson, Independent Non-executive Director, 2015.

Except for the fall in 2017, which we will later analyze financially, the company has shown
great growth as we will see in the analysis of ratios.

2. Financial Analysis
This paper is based on the Balance Sheet and Income Statement of Next plc during the last five
years, and the Balance Sheet and Income Statement of Marks & Spencer of 2020 (see Appendix
1,2 and 3).

Thus, Balance Sheet is an analysis of the way the company holds its wealth (McLaney, 2011).
It is a tool important because each company needs to see what its current situation is and to
have information to operate in the future.

However, a disadvantage is that there is a tendency of the companies to overstate the Income
Statement, and in the Balance Sheet figure too understate the amount of wealth that is tied up
in the business (McLaney, 2011).

Understanding a Balance Sheet is fundamental for the managers who need the information for
decision-making (Mohammed, 2019), the Balance Sheet is a guide that determines how the
company needs to grow.

In the same sense, Atrill & McLaney (2010) remark that Income Statement and Balance Sheet
are not substitutes, because Income Statement shows the flow of wealth over a period, and the
Balance Sheet shows the numbers in a single moment in time.

On the other hand, ratios can be divided into five categories: profitability, efficiency, liquidity,
financial gearing, and investment, these aspects are the financial ratios (Atrill & McLaney,
2017). We are going to analyze some components of the financial ratios in our real example to
understand what was and is the evolution of Next plc.

Similarly, Marsh (2012) affirms that ratio analysis is the best way to understand financial
performance because we can compare between other periods of the same company and of other
companies.

Also, we are going to calculate and analyze the profitability, liquidity, gearing, and efficiency
ratios for the past 5 years of Next plc and to make a comparison with Mark & Spencer. The



formulas can be found in the respective appendix (see Appendix 4).

2.1 Brief introductory analysis
2017 was a bad year for the company, the sales fell -1.91%, and its Gross Income also fell -
8.5%. In consequence, Simon Wolfson, the Chief Executive of Next plc, said that 2017 was
the toughest year in the past 25 years (Wood, 2018).

In this sense, inflation and other faulty strategic decision of the company were the main reasons
for that catastrophic year. During 2018, the revenue of the company continued to decline by -
0.16% but was lighter. Then, the company recovered its growth to 1.87% (2019) and 2.37%
(2020).

On the other hand, after the fall of 2017, Gross Income had a growth of 9.78% (2018), 12.88%
(2019) and 4.78% (2020). This tool is important because measures how much the company
generated before paying for overheads (Anon, 2005).

Net Income of the company also suffered a fall -4.7% (2017) and -6.85% (2018), but
subsequently grew to 1.23% (2019) and 1.85% (2020). Net Income is the Gross Income less
all the other cost of the company where they are included the cost sales (Law, 2016).

Finally, the Total Assets of the company suffered similar changes because in 2017 it fell by
-3.21%, but the following years it recovered its growth with 6.52% (2018), 46.11% (2019) and
1.85% (2020).

In this sense, we need to remark that in 2015, the company changed its strategy of sells because
Next Directory introduced orders by midnight for delivery the next day. This service produced
an increase in sales online from £ 1.5m in 2015 to £ 2.1m in 2020.

2.2 Profitability

2.2.1 Gross Margin
This ratio is a measure of profitability in buying and selling goods or services, but it is before
any other expenses are considered (Atrill & McLaney, 2010). Thus, Gross Margin is a calculate
of how much profit you are making on each unit of sales after variable costs alone (Cinnamon,
& Helweg-Larsen, 2006).

Next plc 2016 2017 2018 2019 2020
Gross Margin | 35% 34% 34% 37% 37%

Gross Margin grew during the last five years, with exception in 2017 and 2018 which
descended slightly, but the margins were better in subsequent years, from 35% in 2016, to 37%
in 2020. Gross Margin of Next plc show us a constant growth of the company measured through
its profitability.

2.2.2 Operating Margin
This ratio is appropriate to calculate operational performance when we need to use it as a basis
for comparison (Atrill & McLaney, 2010). It is also a tool to measure the level of profitability,
but it indicates how much sales were generated after payment of all the operating expenses.
Operating margin is also known as return on sales. If the Operating Margin is high, it is better

4



for the company. In our case, Next plc keeps a similar level during the last five years.

Next plc 2016 2017 2018 2019 2020
Operating margin | 21% 20% 19% 20% 20%

2.2.3 Net profit Margin
This tool is calculated by dividing the Net Income and Sales of the company. Marsh (2012)
clarifies that we can use this method to compare like with like.

Next plc 2016 2017 2018 2019 2020
Net profit Margin | 16% 15% 14% 14% 14%

In this case, the company has suffered a slight decrease. In 2020, Next plc keeps £0.14 for
every £1 in sales revenue. That is good percentage, and it shows us that the company is
financially stable.

2.3 Efficiency

2.3.1 Asset Turnover
Cinnamon, & Helweg-Larsen (2006) remarks that Asset Turnover is also a measure of how
effectively the company is using all the money tied up in the business.

Next plc 2016 2017 2018 2019 2020
Asset Turnover | 1.79 1.70 1.59 1.11 1.16

This ratio is a measure of the efficiency used to analyse how the company utilizes its assets to
produce revenue. From January 2016 to January 2020, the company deteriorated its ratio from
1.79 to 1.16. Walsh (2008) says that an Asset Turnover of between 1.3 and 1.5 is a comfortable
and profitable position for the company. Next plc also kept in 2020 a good average, very similar
to 2019.

2.4 Liquidity

2.4.1 Current ratio
The current ratio is a basic formula that compares the current assent with the current liabilities.
Current ratio is part of liquidity ratios that are used to assess how the company manages its
working capital (McLaney, 2011).

Next plc 2016 2017 2018 2019 2020
Current ratio 1.4 times 2.3 times 2 times 1.6 times 2.1 times

When this ratio is high, the businesses have more liquid. However, to have a high Current ratio
is not always positive, because if a business has a very high Current ratio, the company has
excessive cash and it not possible to use it productively in other assets (Atrill & McLaney
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2010).

In this case, in 2020, Next plc has £2.1 of current assets to pay for every £1 of current liability.
That show as that the company is in good financial health.

2.4.2 Quick ratio
This tool is similar to Current ratio, but the difference is that the business needs to spend
additional funds to ‘liquefy’ its inventory (Fields, 2011).

Next plc 2016 2017 2018 2019 2020
Quick ratio 0.987 1.668 1.454 1.185 1.50

In the Quick ratio, Inventory is removed due to its liquidity which may be a problem. We can
see that the company grew in its liquidity. In 2020, Quick ratio of Next plc show us that the
company has £ 1.5 of liquid assets to pay every £1 of the current liabilities.

2.4.3 Cash ratio
Cash ratio is important because a business with a cash deficit may lack the resources required
for growth (Steffan, 2008). In the same sense, Walsh (2008) maintains that a company needs
to have enough cash to pay all its bills, even though the companies with less cash are generating
good profits.

Next plc 2016 2017 2018 2019 2020
Cash ratio 0.06 0.06 0.06 0.1 0.09

We need to understand that Cash the liquidy of the company, it means cash and cash
equivalents. In our case, we can see that Next plc is a company that this year had less cash due
to the credits to its customers. This system is growing with the customer of the company, and
it could be a problem because a cash deficit does not cover the costs.

2.5 Solvency

2.5.1 Debt-Equity ratio
It is a measure of the impact of long-term lenders to the long-term capital structure of a
company (Atrill, 2014). In this sense, Debt-Equity ratio calculates the combination of resources
that have been provided by the owners and those which have been borrowed (Walsh, 2008). In
other words, Deb Equity ratio present the numerical equivalent to the concept of capital
structure (Karanovi¢, Nikoli¢ & Karanovi¢, 2019).

Next plc 2016 2017 2018 2019 2020
Debt-Equity ratio | 6.5 3.7 4.3 9.2 7.3

In 2020, Next plc reduced its Debt-Equity ratio to 7.3. This is a good indicator for the
organization because a higher ratio can be understood as a risk for the creditors, instead, a
smaller ratio reflects a safer position financial viability (Falk & Steiger, 2018). In the same
sense, Jonny (2016) affirms that Deb-Equity ratio shows safety on its creditors.



2.5.2 Debt - to — Capital Ratio
Debt to Capital Ratio measures the risk to its stockholders, and it is also a method to analyse
what the borrowing of the company is and what is the capacity to pay scheduled financials
(Anon, 2007).

Next plc 2016 2017 2018 2019 2020
gebt — to — Capital | 87% 79% 81% 90% 88%
atio

Deb — To — Capital Ratio shows us the financial structure of the company. In this case, Next
plc shows us that in 2020, 88% of the capital structure of the company contains debt. This can
be a problem because it is means that 88% of the operations of Next plc are funded with debt
and it is not financed with capital. This is risky because the company is financing a big part of
its growth activities with debts (What Is the Debt-to-Capital Ratio?, n.d.).

2.6 Financial comparison: Next plc and Marks & Spencer

2020 Revenue Net Net Operating Gross Income Gross Income
Income margin profit Margin

Next plc | 4,266 610.20 14% 0.20 1,682 39.43%

M&S 10,181 24 23% 0.06 2,924 28.72%

Next plc and Marks & Spencer are two competitors in the clothing retail market, even though
Marks & Spencer sells another kind of products as well. We need to have in mind that M&S is
a company that double the number of stores and employees compared to Next plc. However,
we are going to see that the numbers are not totally favorable to M&S.

During 2020, M&S had a revenue major with £10,181bn in comparison with Next plc which
had £4,266bi, but if we analyze the growth, M&S fell by 1.88% in its revenues in comparison
with 2019, in contrast with Next plc which grew 2.37%.

A similar situation happens with the Net Income. Next plc grew 2.37% in comparison with
2019, but in 2020, M&S fall by 43.17% in comparison with the last year. As we saw previously,
Net Income is an important tool to analyse how the management is running the company.

During 2020, Gross income in Next plc grew by 4.78% in comparison with M&S which fell
by 3.49%, in comparison with 2019. Similarly, in 2020 the Gross Income Margin of Next plc
grew by 39.43% while M&S grew 28.72%. In this sense, this method is important in analysis
about retailers because we can measure the skill to buy and sell at advantageous prices (Fridson
& Alvarez, 2002).

In the same sense, in 2020, Operating margin of Next plc grew 14.32% while M&S only grew
5.80%. Thus, Fridson & Alvarez (2002) refer that Operating margin is a good tool to show how
the company operates before taking into account financial policies and the tax rate. In this
sense, Next plc has a better run of the operations.

We can understand that the growth can be slower when the company has numbers of sales and
cost of sales higher, but it is important to remark that Next plc keeps growth constant. In this

7



sense, Next plc knew how to adapt to the new times where it is vital to selling online.

Finally, we could see that the company understood that Touchpoint Digital is a great alternative
to sell and to grow in these times. Thus, to sell online was a great step by Next plc, even more,
when the company offers that the purchase will arrive in the 24 hours.

Unfortunately, we can see that the company has a high Debt — to — Capital Ratio, this can create
risk about its capital structure. In addition, a low Cash ratio is not a good indication about the
possibility of the company to pay its debts quickly.

We think that a good way would be offer credits with fewer periods. This can help the company
to have more liquidity, even though it is important to have a balance because a high cash is not
recommended either. The company should expand further by selling online through a more
aggressive marketing strategy, thus reducing its employee and store pay expenses.

3. Investment appraisal techniques to evaluate two different projects

Year Projected Cash Flows (Em)

A B
0 -85 -90
1 10 25
2 20 30
3 40 35
4 55 40

Weetman (2013) remarks that PBP, ARR, and NPV are methods to provide information for
capital investment appraisal, and they have advantages and disadvantages. In this sense, capital
investment appraisal is a procedure that provides information to decide about some project.

3.1 Payback Period (PBP)
PBP method estimates the length of time necessary for the flow of cash inflows from a project
to equal the original cash cost (Weetman, 2013), it is a reflection of risk (Field, 2011). This
technique is used especially when it is necessary that the cash invested come back in the
shortest time.

In the same sense, Atrill & McLaney (2010) say that PBP is the size of time it takes for an
original investment to get back of the set cash inflows from a project.

-Project A:
Project A Cumulative CF
0 (85)
1 10 10
2 20 30
3 40 70
4 55 125



| 10+20+40 = 70 — 85 = 15/55 = 0.27 = 3.27 years. | 3 years + (85— 70) / 55 = 3.27 years. |

-Project B:
Project B Cumulative CF
0 (90)
1 25 25
2 30 55
3 35 90
4 40 130

25+30+35 =90 = 3 years.

Weetman (2013) emphasizes that the most essential measure of achievement in outlay is that
it offers the shortest payback period. Thus, Atrill & McLaney (2010) suggest that the project
with the shorter payback is the best.

On the other hand, an advantage of PBP is easy to calculate and easy to understand (Atrill &
McLaney, 2010). Thus, Marsh (2012) concludes that PBP is the simplest method used.

A disadvantage of this method is that it does not study the commercial risks to the cash flows.
Another limitation is that PBP ignores the costs in a long-term project as interest charges
(Weetman, 2013). Thus, PBP does not take into consideration cash flow after payback period.
It completely ignores the time value of money (Davies & Crawford, 2011), In this sense, project
B is better because the Payback Period is of less time.

3.2 Accounting Rate of Return (ARR)
It is a different method of PBP because it uses profits to calculate and includes depreciation.
Weetman (2013) explains that ARR is determined by taking the average annual profits
estimated from a project as a percentage of the capital invested. Also, ARR is based on profits
and the costs of investment (Davies & Crawford, 2011).

-Project A
0 (85)
1 10
2 20
3 40
4 55
Average investment Initial investment
[(10+20+40+55-85)/4] / (85/2) = 23% [(10+20+40+55-85)/4] / (85) = 11.8%




-Project B

0 (90)
25
30

35
40

OO DN P

Average investment Initial investment
[(25+30+35+40-90)/4] / (90/2) = 22% [(25+30+35+40-90)/4] / (90) = 11.1%

We are going to see that an advantage of ARR is based on the familiar accounting measure of
profit, but a disadvantage is that ARR also ignores the time value of money (Davies &
Crawford, 2011), and it does not make distinction between projects of the same average profit
(Weetman, 2013). Thus, Marsh (2012) interprets that ARR has an important weakness that it
does not analyze the timing of cash flow.

On the other hand, Atrill & McLaney (2010) manifest that this method is used when there are
competing projects and normally is selected the highest, but the problem with ARR is that it
ignores the time factor. In this sense, Project A has the higher return, it is the best option.

3.3 Net Present Value (NPV)
NPV is a technique that it does not have the problem of PBP about the flow cash and the
problem of ARR because it does not ignore the time value of money (Weetman, 2013). NPV
is equivalent to the current value of the cash inflows less the current value of the cash outflows
but discounted at the cost of investment.

In this sense, if the project is positive it will be accepted, but if it is negative, the project will
be rejected, when the project is zero, the project is acceptable but there will not be surplus
(Weetman, 2013; Atrill & McLaney, 2010).

Similarly, Fields (2011) clarifies that if the NPV is positive, it means the actual return exceeds
the objective rate. Contrarily, a disadvantage of NPV is that its use needs an estimate of the
cost of capital (Davies & Crawford, 2011).

-Project A:
-85+ 10/ (1 +10.5%)1 + 20/ (1 + 10.5%)2 + 40/ (1 + 10.5%)3 + 55/ (1+10.5%)4 = 6.96

Project A
(85)
10
20

40
55

ow >N P, O
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FV, _ 10

PV = on = Grroswr = 204
FVp 20 _
PV = 1+D" ~ (1+10.5%)2 16.37
FVp 40 _
PV = 1+D" ~ (1+10.5%)3 29.64
FV, 55 _
PV = A+D™  (1+10.5%)% 36.89
Net Present Value (Project A) = -85 + 9.04 + 16.37 + 29.64 + 36.89 = 6.94
-Project B
0 (90)
1 25
2 30
3 35
4 40
_ FVy 25 _
PV = @+D" ~ (1+10.5%) 22.62
FV, 30 _
PV = 1+D"  (1+10.5%)2 24.56
_FV, 35 _
PV = @+D" ~ (1+10.5%)3 25.94
pr=-—2—_ 20 __ 7682

T @+D" T (1+10.5%)*

| Net Present Value (Project B) = -90 + 22.62 + 24.56 + 25.94 + 26.82 = 9.94

Project B is the best option because this NPV is the highest, and the surplus will be better.

Finally, we can conclude that NPV is the best method to use because it takes into account the
time value of money (Davies & Crawford, 2011), it is an important factor when we need to
analyse different projects.

Also, NPV includes all the most important cash flow irrespective and it is the only technique

in which the output of the analysis has a direct bearing on the wealth of the owners of the
company (Atrill & McLaney, 2010).
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5. Appendices
Appendix 1
Balance Sheet 2016 - 2020

Consolidated Balance Sheet
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Figure 1. Balance Sheet 2016 and 2017

Consolidated Balance Sheet

27 dansary 28 Jarwiry
2

Hores i i
'RSSETS AND UABILTIES
Noa-current sysets
Property. plantand saspment v s i
ntangible assets o s a3
Ausoxiate, jor venture and oihes nvestment 21 1
et banatt panscn asset W a2 2y
[ e——— " . 3
Lete “ T
o0 Tz
Currant sasets
nventores a1 sy
Customer anl stber recervabies Nz s
Ot nanciel ssets ” 57 0
Comn 1 53 a0
98 T
Tatal maets 2813 24048
Curront Babiltien
Bark oans and overdrabs W (g o83
Trade paysbien a0 aihr labites W mse
S e———— " 3 2]
& 5.3) p07
Wan oma
Noa-current lsbdities
Corparate bords W oas s
Provisons " 04 3]
- 8 024) 068
[Ep— W am @ew
. - &n
Tieen _ (1i6es
TatelVabslitos woTey) (1493
NET AssETS anze 5108
TOTAL EQUITY anzo 5108
™ ey ard ioriac o issva on 23 March 2018, They wars sgra on
ababalloy

g_ uL— ¢ )él!.w
Figure 2. Balance Sheet 2017 and 2018

CONSOLIDATED BALANCE SHEET
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Appendix 2
Income Statement 2016 - 2020

Consolidated Income Statement
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Appendix 3
Balance Sheet and Income Statement of M&S 2020

OMSOLIDATED STATEMENT OF FINANCIAL POSITION
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Figure 7. Balance Sheet 2020 (M&S)

CONSOLIDATED INCOME STATEMENT
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Figure 8. Income Statement 2020 (M&S)

Appendix 4
Ratios calculation

Gross Margin= Gross profit / Sales

2016: 1452.70/4176.90 = 0.35 X 100 = 35%
2017: 1386.60/ 4097.30 = 0.34 X 100 = 34%
2018: 1397.80 / 4091 = 0.34 X 100 = 34%
2019: 1552.50 / 4167 = 0.37 X 100 = 37 %
2020: 1640.50 / 4266 = 0.38 X 100 = 37%

Figure 9. Gross Margin

Operating Margin: Operating Income /
Sales

2016: 866.20 / 4176.90 =0.21 X 100 =21%
2017: 826.70 / 4097.30 = 0.20 X 100 = 20 %
2018: 758.90 / 4091 = 0.19 X 100 = 19%
2019: 841.00 /4167 = 0.20 X 100 = 20%
2020: 854.30 / 4266 = 0.20 X 100 = 20%

Figure 10. Operating Margin
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Net profit Margin: Net Income / Sales
2016: 666.80/4176.90 = 0.16 X 100 = 16%
2017: 635.30/4097.30 = 0.15 X 100 = 15%
2018:591.80 /4091 = 0.14 X 100 = 14%
2019: 599.10 /4167 = 0.14 X 100 = 14%
2020: 610.20 / 4266 = 0.14 X 100 = 14%

Figure 11. Net profit Margin

Asset Turnover = Sales / Total Assets
2016: 4176.90/2330.10=1.79

2017: 4097.30 / 2404.80 = 1.70

2018: 4091 / 2561.50 = 1.59

2019: 4167 /3742.60=1.11

2020: 4266 / 3673.30 = 1.16

Figure 12. Asset Turnover

Current ratio: Current Assents / Current
Liabilities

2016: 1642.20/ 1170.60 = 1.4 times

2017: 1660.60 / 725.00 = 2.3 times

2018: 1797.50/914.80 =2 times

2019: 1977.80/1243.70 = 1.6 times

2020: 1955.40 / 949.80 = 2.1 times

Figure 13. Current ratio

Quick ratio: Current Assets — Inventory / Current
Liabilities

2016: 1642.00 — 486.50 / 1170.60 = 0.987

2017: 1660.60 — 451.10/ 725 = 1.668

2018: 1797.50 — 466.70 / 914.80 = 1.454

2019: 1977.80 —502.80/ 1243.70 = 1.185

2020: 1955.40 — 527.60/ 949.80 = 1.50

Figure 14. Quick ratio

Cash ratio: Cash / Current Liabilities
2016: 66.30/1170.60 = 0.06

2017: 49.70 /725 =0.06

2018: 53.50/914.80 = 0.06

2019: 156.30/1243.70=0.1

2020: 86.60 / 949.80 = 0.09

Figure 15. Cash ratio

Debt-Equity ratio: Total debt / Total equity
2016: 2018.30/311.80=6.5
2017: 1894.30/510.50 =3.7
2018: 2078.90/482.60 =4.3
2019: 3376.40/366.20=9.2
2020: 3231.80 /441.50=7.3

Figure 16. Deb-Equity ratio



Debt - to — Capital Ratio: Total debt / Total Equity + Total
debt

2016: 2018.30/311.80 +2018.30 = 0.87 X 100 = 87%

2017: 1894.30/510.50 + 1894.30 =0.79 X 100 = 79%

2018: 2078.90 / 482.60 + 2078.90 =0.81 X 100 = 81%

2019: 3376.40/366.20 + 3376.40 =0.90 X 100 =90 %

2020: 3231.80/ 441.50 + 3231.80 =0.88 X 100 =88 %

Figure 17. Deb — to — Capital Ratio
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