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[bookmark: _Toc223729974]Executive Summary
This report is an assessment of the financial performance and investment choice of Tesco PLC and Westward Plc. Profitability, liquidity, efficiency and gearing were measured by the financial ratio analysis. The findings indicate Tesco has a stable profitability and operational efficiency despite its low-margin and a very competitive retail environment in which it operates. Nonetheless, the liquidity ratios are low because of the type of the grocery business. The report also analyses three investment opportunities to Westward Plc available to the company using NPV and IRR technique. It is analysed that the internet sales project has the greatest shareholder value. The research finds that sound financial analysis and investment appraisal are useful in making informed decisions and long-term financial sustainability.
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[bookmark: _Toc218268951][bookmark: _Toc218269017][bookmark: _Toc223379528][bookmark: _Toc223379706][bookmark: _Toc223379776][bookmark: _Toc223379886][bookmark: _Toc223380601][bookmark: _Toc223729976]1.1 Introduction
Tesco PLC is a company based in the United Kingdom and a member of the FTSE 100 list of the biggest food retailers. The company is in a very competitive grocery market that is characterised by low margins, intense price competition, and constant pressure on cost. Financial performance is critical when studied in a such an environment. The analysis of the financial statements helps the directors to analyse profitability, liquidity, efficiency, capital structure and returns to the shareholders. Such signs allow making informed strategic decisions and properly managing finances. Organised ratio analysis thus gives a clue about the operational capacity, financial robustness and sustainability. The UK supermarket sector is based on low margin and high-volume business processes. Retailers usually keep the current ratios low due to high turnover of inventory and supplier credit is used to finance working capital. This framework may subject firms to the liquidity risk in case of a decline in trading conditions or alterations in supplier conditions. There is also the issue of inflationary pressures and increasing wage costs and competitive pressure due to discount retailers, which the sector has had to deal with in the past years. All these aspects make cost control, stability in cash flow and capital discipline more important to observe. It is against this background that a review of the past financial performance of Tesco would offer a chance to determine its financial strength and competitive facet in a tough market context.


[bookmark: _Toc218268952][bookmark: _Toc218269018][bookmark: _Toc223379529][bookmark: _Toc223379707][bookmark: _Toc223379777][bookmark: _Toc223379887][bookmark: _Toc223380602][bookmark: _Toc223729977]1.2 Main Findings
In the next section, the most significant findings of the financial analysis of the Tesco PLC in FY2025 and in FY2024 are provided. Profitability, liquidity, efficiency, and gearing and investor return ratios are assessed by the analysis of the audited financial statements. This section is aimed at the summarisation of the most significant performance trends and financial development that have been identified in Part 1 of the report. The results are used to point out areas of strength, areas of emerging risk and issues that need to be addressed by the Board strategically.
[bookmark: _Toc218268953][bookmark: _Toc218269019][bookmark: _Toc223379530][bookmark: _Toc223379708][bookmark: _Toc223379778][bookmark: _Toc223379888][bookmark: _Toc223380603][bookmark: _Toc223729978]1.2.1 Financial ratio calculations
Profitability
Gross margin: Gross margin is a measure that shows the ratio between the revenue left after the cost of sales. It shows the effectiveness of the company in managing purchasing cost and pricing strategy (Atrill, 2019). 
Formula = Gross profit / Revenue
[image: ] The gross margin of Tesco also rose to 7.22% in FY2025 against 7.11% in FY2024. This is a positive but minor improvement. It implies that Tesco ensured good cost control despite the inflationary forces and high prices in the UK grocery market. The growth signifies consistent supplier bargaining and restrained price making.
However, the margin is still quite low, this is characteristic of the supermarket business where competition is intense and the power of buyers is not very strong. Any increment is huge since retail is a business with slim margins. Maintaining this level is significant to the long-term profitability.
Operating margin: Operating margin is an indication of the percentage of revenue that is left after deduction of the operating expenses (Filer and Golbe, 2003). It indicates the efficiency of the business core activities less the interest and taxation.
[image: ] The operating margin of Tesco dropped to 3.88 in FY2025 as compared to 4.14 in FY2024. This decrease implies that operating expenses were rising at a higher rate than the revenues. Despite a slight increase in the gross margin, increased administrative and distribution costs decreased operating efficiency. The decline implies the push of increasing wages, energy prices, logistics, and still competitive prices in the UK grocery market. Retail is a business of thin margins thus any slight cut would mean a lot. It lowers the buffer supply to absorb future shocks related to costs.
Net profit margin: Net profit margin is used to measure the ratio of the remaining part of the revenue after deduction of all expenses, interest and tax (Nariswari and Nugraha, 2020). 
[image: ] The net profit margin at Tesco went up to 2.33 in FY2025 as compared to 1.75 in FY2024. This enhancement exhibits better bottom-line performance. The growth indicates an improved control of finance costs and tax efficiency, although there is low operating margin. It reveals that the total income has increased at a higher pace than the revenue. The outcome is a high-quality profit and a high value of the shareholders. Even though the margins are not high, which is characteristic of retailing foods, the increasing trend is a positive indication of financial stability and increased overall profitability (Beladi et al., 2021). 
ROE (simple): Return on Equity is used to determine the effectiveness of a firm in utilising the funds of shareholders to achieve profit (Wilcox, 1984).
[image: ] Tesco had an increase of ROE in 10.22 in FY2024 and 13.98 in FY2025. This is a strong improvement. It is a sign that the firm had better net profit margin as compared to the capital invested by shareholders. The growth was largely contributed by an increase in earnings within the year as opposed to a substantial growth in equity.
ROCE (proxy): ROCE is used to determine the efficiency of a company in terms of using long-term capital to earn operating profit (Singh and Yadav, 2013).
[image: ] The ROCE of Tesco fell marginally to 13.21% in FY2024 and 12.84% in FY2025. Such a fall shows that there is a minor decrease in capital efficiency. The decline is in line with the reduction in the operating margin in the year. Even though the profitability increased at net level, the rate at which the operating profit increased was low compared to the rate at which the total capital employed increased. The outcome can be the increased investment in assets or working capital which enlarged the capital base (Koller et al., 2025). 
Liquidity
Current ratio: The current ratio is the capacity of a company to respond to short-term liabilities through the utilisation of current assets (Husna and Satria, 2019).
[image: ]
The current ratio of Tesco declined to 0.64 in FY2025 as compared to 0.66 in FY2024. The ratio is less than 1, that is, the current liabilities are higher than the current assets. This can be weak, but this is common in the UK food retail industry where industry average is usually between 0.6 and 0.8 because of the high turnover of inventory and the high supplier credit terms. Tesco uses high stock turnover and long payment terms with its suppliers to facilitate liquidity.
Quick ratio: The quick ratio is the liquidity in the short term that does not include inventory (Saleem and Rehman, 2011). 
[image: ] The quick ratio of Tesco dropped to 0.44 as compared to 0.46, which was still far short of the traditional figure of 1.0. This validates low coverage of liquid assets by use of stock sales. Low quick ratios as it is common in food retail is however accompanied by the decreasing trend, indicating a greater scarcity of liquidity in the short term. Under normal trading condition liquidity position of Tesco is manageable but is exposed to unforeseen cash shocks of decreased supplier credit flexibility. (Affes and Jarboui, 2023). 
Gearing / solvency
Net debt / equity: The net debt to equity ratio indicates the degree of the financial leverage as well as the long-term financial risk (Appiah et al., 2020).
[image: ] The ratio of Tesco was slightly reduced: it was 0.83 in FY2024 and 0.81 in FY2025. This shows that leverage has slightly decreased. The company has a moderate level of gearing with the ratio being less than 1.0 which implies that equity financing is more than net debt.

Gearing of between 0.5 and 1.0 is typical in the UK retail industry because cash flows are stable. The position of Tesco is in this range. The minimal decrease is an indicator of strong balance sheet and lower financial risk although the dependence on borrowing is very high. (Sureshchandar, 2023).
Interest cover: Interest cover ratios of interest coverage determine the ease of operating profit to cover interest payments.
[image: ]The interest coverage of Tesco increased to 3.63 times. It implies that operating profit bears the interest costs thrice. The growth is an indication of better earnings compared to finance costs. Any benchmark of over 3 times is usually considered reasonable in the retail industry. Tesco achieves this threshold though the safety margin is average. The financial resilience would be improved with further enhancement of short-term solvency risk, which is managed.
Efficiency
Inventory days: Inventory days are used to measure stock holding period (Yamazaki et al., 2016).
Formula: (Inventories / Cost of sales) × 365
[image: ] The inventory days of Tesco went slightly up to 15.31 days to 15.74 days. This implies that stock spend longer time in stores. Though the growth is negligible, a lower turnover will raise holding costs and spoilage risk. In the UK food retailing industry, the inventory days are usually 14 to 18 days. Tesco is still in this benchmark range. Hence, the management of stock is effective, but the increase in the trend needs to be tracked to prevent a strain on margins (Parrino et al., 2025).
Receivable’s days (proxy): The days outstanding receivables are used to measure the speed of payment (Siekelova et al.,2017).
Formula: (Trade receivables / Revenue) × 365
[image: ] Tesco reduced the number of the days of receivables to 6.32 days. This indicates quicker cash receipt. The enhancement enhances liquidity and assists in the management of working capital. The retail industry standards are usually not more than 10 days since the majority of the sales are in cash or cards. Tesco is doing well in this range, which shows that they have an efficient process of billing and settlement (Fraser et al., 2016).
Payable’s days (proxy): Payable’s days calculate the time required by the company to pay the suppliers (Burnie and Ridder, 2023). 
Formula: (Trade payables / Cost of sales) × 365
[image: ]
Payable days of Tesco reduced marginally to 58.92 days as compared to 59.62 days. This implies that suppliers were given payments slightly quicker. Although this can enhance supplier relationships, it decreases the flexibility of the working capital. The average payables in the food retail extend to 50-65 days. Tesco is still in this yardstick. Nevertheless, the shorter terms of payment can discourage short term cash benefits unless it is compensated by a good performance in terms of sales.
Investor indicators (directly evidenced)
Dividend per share (DPS): DPS presents the amount of cash dividend paid to the shareholders per share (Sunaryo, 2020). 
	FY2025
	13.70p

	FY2024
	12.10p 


DPS has gone up to 13.70p upholding enhanced cash distributions to shareholders as compared to 12.10p ((Babalola and Abiola, 2013). This is an indication that the management believes there is stability in the cash flow. Nevertheless, as EPS decreases, increased dividend increases put pressure on pay-out. On the one hand, it is appealing to investors, but on the other hand, it decreases retained earnings, and internal funds that can be used to reinvest and expand the company in the future. 
EPS (continuing operations, basic): EPS explains the profit earned per share of ordinary stock (Ohlson and Juettner, 2005). 
	FY2025
	23.41p

	FY2024
	24.80p


Simple EPS decreased by 24.80p to 23.41p although there was an increase in statutory profit. This implies a lower per share earnings attribution (Bhimani, 2022). The decrease can be due to cost pressure or alteration of the number of shares. Stable EPS in mature retailers is a natural phenomenon thus this decrease somewhat dilutes perceived earnings quality and shareholder value. 
Dividend cover (proxy) = EPS / DPS
[image: ] The dividend cover has gone down to 1.71 times and Tesco is on the lower part of the UK retail covering range between 1.5 and 2.5 times. The reduced buffer still makes pay-out risk, but this risk is reduced (Sunaryo, 2020). In case of reduced profits, Tesco might be under pressure to maintain the dividends without raising leverage.
[bookmark: _Toc218268956][bookmark: _Toc218269022][bookmark: _Toc223379531][bookmark: _Toc223379709][bookmark: _Toc223379779][bookmark: _Toc223379889][bookmark: _Toc223380604][bookmark: _Toc223729979]1.3 Critical evaluation of ratio movements
[bookmark: _Toc218268957][bookmark: _Toc218269023][bookmark: _Toc223379532][bookmark: _Toc223379710][bookmark: _Toc223379780][bookmark: _Toc223379890][bookmark: _Toc223380605][bookmark: _Toc223729980]1.3.1 Profitability
The gross margin of Tesco increased marginally which means that pricing policy and discussions with the suppliers were effective even amidst inflationary pressure. This implies that the firm was competitive in the grocery market on product level profitability. Comparing to the food retail industry in the UK, in which margin is usually low, the performance of Tesco indicates the maintenance of costs control at the purchasing level. Nevertheless, operating margin decreased despite an increase in revenue (Drury, 2020). This shows that the operating expenses, in terms of wages, energy, logistics and store costs increased at a higher rate than sales. Tesco is operationally competitive, as it is still within the UK industry range, which is around 2-4%. However, the fall in trend is an indicator of pressure on cost that the management should keep a close eye on.
Net margin was also improved which implies that items which were below the operating like the finance costs or the tax effects had a positive impact on final profitability (Kersten et al., 2017). This points out the need to analyse the operating and post-operating performance. It must be noted also that organisations establish internal benchmarks in the form of the organisation own cost structures, scale and the accounting policies. Thus, the purpose of industry comparison is welcome, but the performance of Tesco should be also assessed concerning its strategic goals, and operational model.
[bookmark: _Toc218268958][bookmark: _Toc218269024][bookmark: _Toc223379533][bookmark: _Toc223379711][bookmark: _Toc223379781][bookmark: _Toc223379891][bookmark: _Toc223380606][bookmark: _Toc223729981]1.3.2 Liquidity
Current ratio and quick ratio of Tesco are less than 1 in both the years, a trend typical of the grocery industry in the UK. Grocers are under a negative working capital since they get the money in form of customers before compensating suppliers. The current ratio decreased slightly to 0.64 due to the decline in the current ratio by 0.66 to 0.64, and the quick ratio also decreased by 0.46 to 0.44. This indicates slight loss of short-term liquidity (Lipson and Mortal, 2009). Nevertheless, the ratios are within the industry standards, with most supermarkets that are huge reporting ratios that are lower than 1. Thus, this does not imply economic stress. However, the low quick ratio implies that Tesco is more susceptible to supplier terms change, unexpected cost alterations or demand fluctuations.
Management implication: Its good cash control, proper forecasting and stable relationships with suppliers are needed in order to ensure that liquidity is constantly maintained.
[bookmark: _Toc218268959][bookmark: _Toc218269025][bookmark: _Toc223379534][bookmark: _Toc223379712][bookmark: _Toc223379782][bookmark: _Toc223379892][bookmark: _Toc223380607][bookmark: _Toc223729982]1.4.3 Efficiency
The working-capital cycle of Tesco is efficient. The payables have a turnover of approximately 59 days whereas the receivables stand at approximately 6-7 days. This implies that Tesco gathers cash at a significantly high speed compared to the suppliers. Consequently, supplier credit is used to fund operations to a large extent (Seth et al., 2020). This is commonplace in the UK grocery sector where the payables are usually between 50 and 65 days. Tesco also occupies the same position with its major competitors like Sainsbury. The days receivables fell to 6.32 as compared to 7.22 days. This reflects on better cash collection and helps with liquidity.
The inventory days rose by a little margin and totalled 15.31 to 15.74 days. This indicates that there is a slower pace of stock. Though it is a slight change, still within the industry standards, it must be tracked in order to contain holding costs and minimise the risk of waste.
[bookmark: _Toc218268960][bookmark: _Toc218269026][bookmark: _Toc223379535][bookmark: _Toc223379713][bookmark: _Toc223379783][bookmark: _Toc223379893][bookmark: _Toc223380608][bookmark: _Toc223729983]1.3.4 Gearing
The net debt of Tesco reduced to £9.454bn as compared to £9.684bn. This indicates that it has a minor improvement in its financial position and reduced dependence on borrowing. The figure is a small increase, but it shows that the company managed its debts in the year. The interest cover improved to 3.63 times as compared to 3.50 times. This implies that operating profit is able to pay interest at a comfortable rate unlike last year. Generally, a cover of interest of more than 3 times is acceptable in a retail sector. Thus, the position of Tesco is not very strong but stable.
Its net debt-to-equity ratio is approximately 0.81. The level is common amongst the giant UK grocery stores because of the capital investment and lease obligation. It indicates moderate financial leverage, and it is not over extensive risk (Siyanbola et al., 2015).
[image: ]Comparative analysis of the operating margin of Tesco indicates that it has a 3.9% operating margin which is in the range of 2-4% of the UK grocery industry and higher than the Sainsbury operating margin of 3.0. This proves the argument that Tesco has a competitive financial position and manages the gearing levels (J Sainsbury plc, 2024; IBISWorld, 2024; Tesco PLC, 2025).
[bookmark: _Toc218268961][bookmark: _Toc218269027][bookmark: _Toc223379536][bookmark: _Toc223379714][bookmark: _Toc223379784][bookmark: _Toc223379894][bookmark: _Toc223380609][bookmark: _Toc223729984]1.4 Limitations of ratio analysis
Effects on accounting policies: IFRS lease accounting inflates assets and liabilities, leverage ratios may appear poor compared to periods before the IFRS 16 (comparability issue). This hinders comparability between years and between firms which employ varied lease and property strategies (IFRS Foundation, 2021).
Discontinued/held-for-sale distortion: FY2024 has disposal-group line items which distort asset-based ratios and turnover comparisons (Penman and Penman, 2010). This implies that ratios can be an indication of change of classification and not actual performance of operations.
Timing & seasonality: Year-end working capital working in the retail business is seasonal (inventory, payables) and may fluctuate radically around holidays. One position at the end of the year cannot reflect usual trading conditions throughout the year.
Sector standards are significant: Grocery has structurally low margins, low liquidity ratios; cross-sector comparison is usually illusory (Palepu et al., 2020). The benchmarks should be industry based and not business averages in order to prevent drawing a false conclusion.
No causality: Ratios indicate the symptoms but not the cause of the symptoms without a detailed view of operations (pricing, category mix, shrink, wage inflation). Qualitative explanation and management information should therefore support ratio analysis.
[bookmark: _Toc218268962][bookmark: _Toc218269028][bookmark: _Toc223379537][bookmark: _Toc223379715][bookmark: _Toc223379785][bookmark: _Toc223379895][bookmark: _Toc223380610][bookmark: _Toc223729985]1.5 Recommendations to improve Tesco’s financial management
Recommendation 1: Protect operating margin
Tesco needs to intensify the cost-to-serve analysis of store format and online platforms to determine low-margin activities. It should eliminate wastage and decrease in size by predictive analytics and partnering with suppliers. The improved forecasting and pricing discipline will preserve margins at the same time as being a competitive player in an industry that is price-sensitive (Fortune, 2000). 
Recommendation 2: Improve cash resilience
Tesco ought to keep its negative working-capital model but increase liquidity buffers by having and doing strong short-term cash forecasts, and stress testing supplier terms (Agrawal et al., 2020). A variety of sources of funds and adequate headroom will mitigate the risk of refinancing and cushioning operations in times of economic turbulence.
Recommendation 3: Strengthen investment control
Tesco is supposed to utilise stringent NPV and IRR requirements on capital projects and post-investment audits. When forecast and actual returns are compared, it will enhance discipline in capital allocation. This guarantees sustainable ROCE, and minimises destruction of value and increases long term shareholder wealth creation (Bhasin and Shaikh, 2013).
Recommendation 4: Align shareholder returns
Dividend policy must be synonymous with the existence of free cash flow, debt obligations and future investments requirements. Financial flexibility will be safeguarded by having a reasonable dividend cover. Capital distribution will be balanced, which will not weaken liquidity or raise leverage risk (Adrian and Shin, 2010).
Conclusively, Tesco has a mixed financial performance (Moore and Robson, 2002). The operating level weakened its profitability and the total earnings were improved. Liquidity is structurally low but suitable to the retail industry. Productivity and leverage are widely stable. Tesco needs to safeguard operating margins, enhance cash discipline, implement a stringent investment appraisal and match shareholder returns with long-term financial stability to maintain performance.

[bookmark: _Toc218268964][bookmark: _Toc218269030][bookmark: _Toc223379538][bookmark: _Toc223379716][bookmark: _Toc223379786][bookmark: _Toc223379896][bookmark: _Toc223380611][bookmark: _Toc223729986]PART 2 — Westward Plc investment appraisal report
[bookmark: _Toc218268965][bookmark: _Toc218269031][bookmark: _Toc223379539][bookmark: _Toc223379717][bookmark: _Toc223379787][bookmark: _Toc223379897][bookmark: _Toc223380612][bookmark: _Toc223729987]2.1 Project Data and Tax Treatment
Initial Outlays and Forecast Cash Flows
Westward Plc has three investment opportunities, which have various initial investments and predicts cash inflows after four years.
	Option
	Project Description
	Initial Outlay (£)
	Year 1 (£)
	Year 2 (£)
	Year 3 (£)
	Year 4 (£)

	A
	Expand retail outlet
	600,000
	200,000
	400,000
	500,000
	700,000

	B
	Develop into internet sales
	1,000,000
	400,000
	450,000
	720,000
	980,000

	C
	Produce wooden and Roman blinds
	1,600,000
	450,000
	700,000
	900,000
	1,200,000


Tax Assumptions
· Corporation tax = 25%
· Capital allowances = 20% straight-line per annum on the initial cost (i.e., 4 years = 100% of initial outlay)
· Discount rate (cost of capital) = 6%
After-Tax Cash Flow Formula
After-tax CF= CF−Tax= {CF−0.25×(CF−Allowance)}
Allowance per Year (20% of Initial Outlay)
	Option
	Initial Outlay (£)
	Allowance per Year (£)

	A
	600,000
	120,000

	B
	1,000,000
	200,000

	C
	1,600,000
	320,000


After-Tax Cash Flows (£)
Option A – Expand Retail Outlet
	Year
	Pre-Tax CF (£)
	After-Tax CF (£)

	1
	200,000
	180,000

	2
	400,000
	330,000

	3
	500,000
	405,000

	4
	700,000
	555,000


Option B – Develop into Internet Sales
	Year
	Pre-Tax CF (£)
	After-Tax CF (£)

	1
	400,000
	350,000

	2
	450,000
	387,500

	3
	720,000
	590,000

	4
	980,000
	785,000


Option C – Produce Wooden and Roman Blinds
	Year
	Pre-Tax CF (£)
	After-Tax CF (£)

	1
	450,000
	417,500

	2
	700,000
	605,000

	3
	900,000
	755,000

	4
	1,200,000
	980,000


Discount Factors at 6% (Cost of Capital)
	Year
	Discount Factor (6%)

	1
	0.9434

	2
	0.8900

	3
	0.8396

	4
	0.7921


[bookmark: _Toc218268966][bookmark: _Toc218269032][bookmark: _Toc223379540][bookmark: _Toc223379718][bookmark: _Toc223379788][bookmark: _Toc223379898][bookmark: _Toc223380613][bookmark: _Toc223729988]2.2 Net Present Value (NPV) and Recommendation
NPV Calculation
	Option
	Year 1
	Year 2
	Year 3
	Year 4
	Total PV Inflows
	NPV

	A
	180,000 × 0.9434 = 169.8
	330,000 × 0.8900 = 293.7
	405,000 × 0.8396 = 340.0
	555,000 × 0.7921 = 439.7
	1,243,200
	1,243.2 - 600,000 = +643,200

	B
	350,000 × 0.9434 = 330.2
	387,500 × 0.8900 = 344.9
	590,000 × 0.8396 = 495.4
	785,000 × 0.7921 = 621.7
	1,792,200
	1,792.2 - 1,000,000 = +792,200

	C
	417,500 × 0.9434 = 393.9
	605,000 × 0.8900 = 538.5
	755,000 × 0.8396 = 633.4
	980,000 × 0.7921 = 777.3
	2,342,500
	2,342.5 - 1,600,000 = +742,500


[bookmark: _Toc218268967][bookmark: _Toc218269033]Recommendation
The option B (internet sales) is the most financially attractive alternative that seems to be appealing to Westward Plc. It produces a maximum NPV of £792,200, this indicates that it can produce a high shareholder value than the other alternatives. Conversely, the NPV of the option C is £742,500 but has a large initial outlay. In terms of NPV as compared to the extent of investment, the level of investment might place a better yield per pound invested in option B. On financial grounds, the lowest NPV is £643,200 in option A hence it does not look appealing. Option B is also in line with the current trends in the market which is inclined to online shopping. This should enable the firm to expand on a moderate initial capital of £1,000,000. Results however, are pegged on demand growth and implementation. On the whole, Option B may offer a compromise between the returns and risk, but the final performance level will be determined by the market conditions and the effectiveness of the management (Alqam et al., 2021).
[bookmark: _Toc223379541][bookmark: _Toc223379719][bookmark: _Toc223379789][bookmark: _Toc223379899][bookmark: _Toc223380614][bookmark: _Toc223729989][bookmark: _Toc218268968][bookmark: _Toc218269034]2.3 Approximate Internal Rate of Return (IRR) 
	Year
	Cash Flow (£000)

	0
	−1,000

	1
	350

	2
	387.5

	3
	590

	4
	785


Calculate NPV at two discount rates for Option B:
 At 30%:
NPV = (350 × 0.7692) + (387.5 × 0.5914) + (590 × 0.4545) + (785 × 0.3490)
NPV   = 41.9 (positive)
 At 35%:
NPV = (350 × 0.7407) + (387.5 × 0.5480) + (590 × 0.4045) + (785 × 0.3007)
NPV   = −52.0 (negative)

Calculation of IRR
[image: ]
The IRR of the option B is of 32.2% which is quite high as compared to the cost of capital of the company of 6 percent meaning that the investment will lead to high returns (Olayinka, 2022). This implies that the opportunity of Option B is a very appealing one, since the internal rate of return is comfortably higher than the required rate of return. Furthermore, the profitability of this project is also supported by the positive NPV of 30% discount rate (Sureka et al., 2022). The result of the use of linear interpolation to estimate IRR is the correct one since it provides a better estimate in the event when the NPV is negative at two discount rates, furthering the validity of the strength of Option B as a viable investment.
[bookmark: _Toc218268969][bookmark: _Toc218269035][bookmark: _Toc223379542][bookmark: _Toc223379720][bookmark: _Toc223379790][bookmark: _Toc223379900][bookmark: _Toc223380615][bookmark: _Toc223729990]2.4 Interpretation for Management
(i) NPV is Theoretically “Best”
The most popular form of investment appraisal is the Net Present Value (NPV) because this method of evaluating an investment directly relates to wealth maximisation of the shareholders (Brealey et al., 2011). NPV gives a clear idea of the amount of value that a project will bring in monetary terms by determining the present value of future cash flows and deductions of the initial investment (Damodaran, 2024). This is important as any business investment aims at adding value to the company to its shareholders. NPV also considers the time value of money, that is, the future cash flows have less value at the present time because of various reasons such as inflation, opportunity cost, and risk (Fernandez, 2002). NPV guarantees that only projects that have a higher rate of returns than the cost of capital are undertaken by discounting cash inflows that are occurring in the future (Berk and DeMarzo, 2019). It renders it a powerful instrument of evaluating the actual economic gain of an investment. There is also the discount rate applied in calculating NPV, which is a risk factor of investments because it is based on the cost of capital. Increased discount implies increased perceived risk and it lowers the present value of future cash flows (Basiru et al., 2023). Such an in-built system will guarantee that the company will only undertake projects that are within its risk tolerance.
Lastly, NPV is based on rational corporate finance theory which pays emphasis on value maximisation. It also makes objective financial outcomes the basis of decision making taking into account both profitability and time value of money hence it is the most appropriate one in strategic investment decision making.
(ii) Non-Discounting Methods Remain Popular
Although NPV is better in theory, non-discounting approaches such as payback period and Accounting Rate of Return (ARR) find favour among managers due to a number of reasons that are practical.
To begin with, non-discounting methods have a great advantage of simplicity (Bhimani et al., 2023). Payback period and ARR are simple and easy to compute and thus available to managers who might not be well trained in finance. They enable decisions to be made in a short time and this is very handy when time is of the essence. Besides, liquidity is a major concern of companies, particularly tight cash flows and this is the focus of the non-discounting methods (Atrill and McLaney, 2006). One such approach is the payback period method which focuses on the speed at which an investment is able to pay back its starting cost (Dai et al., 2022). This is essential during periods of financial uncertainty or when a business is required to be certain that it is able to raise sufficient cash to pay its short-term liabilities.
Further, such practises are usually pegged on financial goals. Payback and ARR are often utilised by companies as a way of achieving internal performance goals or bonuses. In as much as these methods are not complex and directly related to cash flows, they are less complex to be related to such financial objectives as profitability and return on capital (Ball and Nikolaev, 2022). Finally, non-discounting approaches are more favourable in unpredictable settings in the short-term. It is hard to predict long term cash flows particularly in extremely dynamic markets. Non-discounting techniques which emphasise on positive recovery at either the immediate or near future situations are considered to be a safer alternative in the face of uncertainties.
(iii) Other Factors Before Investment Approval
The management should also put into consideration various non-financial factors before undergoing any kind of investment to make the project successful. Strategic fit is crucial. The management ought to analyse the compatibility of the project and the long-term brand and market positioning of the firm (Shou, 2022,). Any project can provide good financial incentives but when it cannot fit in the values of the company, its customer base or competitive strategy, the project might not provide long term gains to the company. Another consideration is the operational capacity. The management should determine the availability of the necessary logistics, IT infrastructure, and human resources needed to execute the project. Lack of operational capability may result to delays, high costs or even missing targets (Hazen and Magni, 2021). One more important piece of information to be received is the analysis of scenario sensitivity to be able to realise how the project will handle itself in various circumstances, including poorer sales than anticipated, increased expenditures, or a shift in the market. This assists in the identification of the possible risks as well as equipping the business with situations. In case of online sales projects, compliance with the regulations is even more important. Companies should make sure they do not violate data protection laws, consumer rights, and other industry regulations so as to avoid any problems with the law and undesirable reputation.
Lastly, the management must establish post completion audit with key performance indicators (KPIs) to monitor the progress of the project (Zhang et al., 2022). This will enable the business to track the progress of the investment and do corrections where it is required so that the project will yield the desired returns in the long run.
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The available budget is £2,500,000 and the proportion of the allocation is based on profitability index (PI), which is computed as follows:
[image: ]
Profitability Index (PI) and Ranking:
	Option
	Present Value of Cash Inflows (£’000)
	Initial Outlay (£’000)
	Profitability Index (PI)
	Rank

	A
	1,243.2
	600
	2.072
	1

	B
	1,792.2
	1,000
	1.792
	2

	C
	2,342.5
	1,600
	1.464
	3


The most appealing investment is option A because it is the most PI, which implies the highest value generated per pound invested.
Optimal Investment Allocation:
· Fund Option A fully (initial investment of £600,000)
· Fully finance Fund B (initial investment of £1,000,000).
· Remaining budget = £2,500,000 − £1,600,000 = £900,000
· Allocate 56.25% of Option C (0.5625 x £1,600,000) = £900,000
Total NPV under optimal policy:
[image: ]
 Optimal Policy: Fund Option A 100%, Option B 100%, Option C 56.25% - Total NPV = £1,853,000
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Retained Earnings / Internal Cash
Retained earnings have a tendency to be the most cost-effective source of finance, as it does not involve payment of interest or dilution of the shareholders. It allows making investment decisions quickly and maintain the control. It, however, lowers the level of liquidity reserves as well as can restrict the ability to pay dividends or other investments, which can restrict the ability to be flexible in relation to financial situations in the case of unexpected downturns (Coelho et al., 2023). 
Bank Debt (Term Loan / Revolving Credit)
Bank debt is structured financing that does not dilute ownership and also has tax benefits because the interest is deductible. It is capable of increasing returns when it is handled wisely. Nevertheless, debt exposes the company to financial risk in terms of covenant requirements, refinancing vulnerability, and change in interest rates that can strain cash flows in the face of unfavourable economic situations (Dahmash et al., 2023). 
Leasing / Asset Finance
Leasing will help companies to gain access to strategic resources without compromising current cash flow and substantial initial capital expenditure. It promotes its operational growth in a flexible way (Boobyer, 2003). However, the cost of long-term lease agreements can be more costly than outright purchase and bring about rigid financial effects that limit the operational flexibility in the future.
Equity Financing (New Shares / Investors)
The equity financing empowers the balance sheet through the increase of permanent capital without necessarily needing repayment. It enhances the long-term solvency and decreases leverage risk. Issuing new shares however dilutes existing ownership and control and the issuance is expensive and has regulatory issues and can be signalling to the market (Hasan, 2022). 
Hybrid Financing
[bookmark: _Toc218269038]To balance risk and cost of capital, Hybrid financing involves the combination of debt and equity. It provides strategic flexibility and could be used to improve capital structure effectiveness (Martin, 2015). Nevertheless, these arrangements may be complicated and expensive, whereby adequate structuring is necessary in order to make risk-sharing benefits more advantageous than administrative or financial costs.
Recommendation
It is advisable to finance the programme in a balanced manner. The equity part of the funding would be done through retained earnings, so that the cost will be reduced and the dilution of ownership will be avoided as bank debt or leasing can be used to obtain the flexibility to purchase assets (Xiang et al., 2022). The equity financing can be an option in case of large-scale expansions where necessary but this must not be done unless it is absolutely necessary to maintain the value of shareholders. The company will be in good liquidity standing and will keep a close cheque on the debt levels lest the company becomes strained on long term basis.
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Finally, the investment appraisal has suggested that Option B can be the most appropriate balance between value creation and the exposure to risk. Net Present Value analysis indicates that it has a potential of producing the greatest shareholder wealth compared to invested capital, and at the same time be on track with the current market trends (Savvides, 1994). Other alternatives yield positive NPV, but they are associated with a lower payoff or capital intensity. The IRR and risk assessment also gave more reasons on why Option B is considered a possible strategic option. Nonetheless, the sensitivity analysis, funding structure, and operational execution should also be a factor of final decisions. All in all, prudent financial appraisal enhances long-term value maximisation goals.
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Company: Tesco PLC (FTSE 100, London Stock Exchange).
Financial statement source: Tesco PLC Annual Report and Financial Statements 2025 (contains FY2025 and FY2024 comparative financial statements). https://financialreports.eu/filings/tesco-plc/annual-report/2025/5894772/
Income statement 
	
	FY2025
	FY2024

	Revenue
	£69,916m

	£68,187m

	Cost of sales (total)
	£ (64,205) m
	£ (62,836) m

	Gross profit
	£5,051m
	£4,849m

	Operating profit
	£2,711m
	£2,821m

	Profit for the year
	£1,630m
	£1,192m

	Finance costs
	£ (746) m
	£ (805) m


Balance sheet
	
	FY2025
	FY2024

	Current assets
	£8,806m
	£8,823m

	Inventories
	£2,768m
	£2,635m

	Trade & other receivables (current)
	£1,210m
	£1,349m

	Trade & other payables (current)
	£ (10,364) m
	£ (10,264) m

	Current liabilities (total)
	£ (13,820) m
	£ (13,350) m

	Total equity
	£11,662m
	£11,665m

	Net debt
	£ (9,454) m
	£ (9,684) m
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