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Executive Summary
This project is used to assess the financial performance and investment decisions of a retail firm quoted on the stock exchanges by employing financial statement analysis and investment appraisal methods. Part 1 of the project provides an assessment of the current financial performance and the current financial position of the given quoted firm, NEXT plc, with the help of ratio analysis from the published annual reports of the firm for the years ending January 2024 and January 2025.
The following can be derived from Part 1 that NEXT plc’s operating efficiency has remained stable, as they resist the effects of a tough retail sector, as evident from their profit margins. Return on capital and equity also highlights that they utilize their resources efficiently, although liquidity is managed conservatively, as evident from their operating model and cash flow generation efficiency. Shareholder ratios show that they remain focused on shareholders through earnings and dividends.
Part 2 assesses the possible capital investment for Westward plc on the basis of Net Present Value (NPV), Internal Rate of Return (IRR), and Payback analysis with a cost of capital of 6%, corporation tax of 25%, and straight-line capital allowances of 20%. All three projects show positive NPV, but the presence of the £2.5 million limit on funding and the option to divide projects makes it necessary to use capital rationing. With the value for money approach, the best course of action for maximum NPV of £1.85 million can be to completely invest in options A and B and partially invest in option C.
On the whole, it has been made clear in this assignment how accounting-based performance analysis and discounted cash flow valuation can be complimented to make sound financial decisions and enhance wealth maximisation for shareholders.
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[bookmark: _Toc219004234]Introduction
[bookmark: _Toc219004269]Financial management assumes a pivotal position in shaping and analyzing whether organizations make effective use of resources and whether organizations are able to create value for their shareholders. (Adler, 2010; Lichtenstein and Dade, 2007; de Jongh, 2011) The concepts of this assignment will be used to analyze historical and current investment practices by organizations. (Clayman, Fridson and Troughton, 2012; Allen, 2021)
Part 1 focuses on the analysis of financial performance and position of NEXT plc through ratio analysis, based on the annual reports of the company. (Alexander and Britton, 2017; Elliott and Elliott, 2017; Van Greuning, 2006; Palmer, 2018; Bragg, 2018; Sanzo, 2005) Profitability ratios, liquidity ratios, efficiency ratios, gearing ratios, and investor return ratios are analyzed in order to determine the effectiveness of the company in managing the business during the period from January 2024 through January 2025. (Atrill and Mclaney, 2018; Atrill and Mclaney, 2019; Jones, 2014; Thomas, 2022; Kimmel, Weygandt and Kieso, 2016)
Part 2 moves from historical evaluation to capital investment appraisal. (Madura, 2018; Connolly, 2007) Based on a hypothetical investment case study on Westward plc, three alternative projects will be critically appraised based on Net Present Value, Internal Rate of Return, and Payback Period, taking into consideration taxation, capital allowances, as well as a cost of capital, before covering capital rationing based on a fixed budget. (CFI, 2022; Spring, 2018; Imarticus, 2024) Through the combination of the quantitative appraisal and the critical evaluation, the assignment is able to show the manner in which financial managers can make strategic financial decisions. (Campbell, 2021; Chorafas, 2015)
Together, these two aspects also explain the workings of both financial statement analysis and investment appraisal in financial management practices. (Palepu and Healy, 2020; Oakshott, 2020)
Part 1
Profitability Analysis
A number of ratios are included under profitability analysis, and they evaluate how effectively a company is able to create profit from its sales and from the other investments that it received. (Bragg, 2018; Palmer, 2018) Profitability is one of the key metrics of business success, and it is important for companies to remain profitable to remain relevant and competitive in their industries. (Best, 2013; Campbell, 2021) This is especially true for highly competitive industries such as the retail industry in the UK. (Johannesson, 2021; Surridge, 2022)
NEXT plc is a retail company operating in the UK, and as such is under immense pressure due to the rising cost of production, rising wages, logistics etc. (Chopra, 2021; Flynn, 2021) Thus, profitability analysis is immensely important for the organization as it allows for the company to communicate to its stakeholders its potential, presenting itself as a viable option for their support. (Adler, 2010; H. Kent Baker and Ricciardi, 2014) It is also important for internal communication within the organization. (Adler, 2010)
Revenue and Margin Performance
In the year that ended on January 2024, NEXT plc acquired revenue of approximately £5.49 billion. In the year that ended on January 2025, this figure increased to approximately £6.12 billion. This is a clear improvement in the revenue of the company. (Palepu and Healy, 2020; Palasciano, 2025) The main factors behind this increase was online sales, the Total Platform segment, and resilience in the face of challenges. (Best, 2013; Aydiner, Tatoglu, Bayraktar, Zaim and Delen, 2019; CFI TEAM, n.d.)
Revenue growth is not a good indicator of business success, as it only measures how much the company got from sales, not how much profit it made. (Palepu and Healy, 2020; Palasciano, 2025) A better metric of business success is gross profit margin, which deals with the profit made after covering costs of sales. (Bloomenthal, 2025; Bragg, 2018)
NEXT plc’s profits increased in the two years as well. In January 2024, the company’s profits stood at 44.1%. In the same time next year, however, the profit was 43.2%. This means that the company became less profitable. (Bloomenthal, 2025; Bragg, 2018) This is mostly not due to pricing, sourcing, and inventory management, but rather pressure from suppliers, logistical limitations, and increasing cost of operations. (Chopra, 2021; Flynn, 2021; Gligor, 2020)
Operating and Net Profitability
Operating profit margin is another important metric of business success, as it shows how well a company handles its operating costs in comparison to its revenue. (Hayes, 2025; Bragg, 2018) This is measured before financing and taxation is measured. (Atrill and Mclaney, 2018; Thomas, 2022) This is particularly relevant for retailers. (Johannesson, 2021)
In the year that ended January 2024, NEXT plc earned an operating profit of approximately £987.9m. Same time in the following year, the operating profit was over £1,075.4m. This indicates that the operating profits increased year-on-year. (Hayes, 2025; Palepu and Healy, 2020) It also indicates that the operating costs of the company grew slower than its revenue, suggesting effective operational management. (Adler, 2010; Campbell, 2021)
This improvement in operational profitability is quite impressive, given the pressures on the UK retail sector from inflation, increasing wages, energy costs, and overhead costs. (Surridge, 2022; Johannesson, 2021) This indicates the management at NEXT plc was able to effectively run the business and ensure efficient production of value for the customers. (Adler, 2010; Best, 2013) The company’s digital business model also added to the amount of revenue significantly. (Aydiner, Tatoglu, Bayraktar, Zaim and Delen, 2019)
Another important metric of business success is net profit. This gives insight into overall profitability by taking into account financing and taxation. (Palasciano, 2025; Atrill and Mclaney, 2019) For the year that ended on January 2024, the NEXT plc’s net profit margin was £800.5 million. This decreased to £743.2 million in the next year. (Palasciano, 2025; Palepu and Healy, 2020)
Due to the financing costs being on an upward trajectory, NEXT plc’s profit decreased. (Allen, 2021; Almeida and Campello, 2005) This suggests that the company was unable to increase its operating profits enough to counteract rising financing costs. (Allen, 2021) This caused the company to give decreased returns to the shareholders and retain less earnings for itself. (Lichtenstein and Dade, 2007; de Jongh, 2011)
Return Measures
Shareholders are among the most important stakeholders of a company, if not the most. (de Jongh, 2011; Lichtenstein and Dade, 2007) This is why ROCE and ROE are important. (Maverick, 2022; Fernando, 2025) Profit margins evaluate a company’s performance against its revenues. Return ratios, on the other hand, measure business success through the returns that the company gives for the investments. (Palepu and Healy, 2020; Bragg, 2018)
Return on Capital Employed (ROCE)
Return on Capital Employed (ROCE) measures the return that a company gives from the capital that is invested in its business in the long-term. (Maverick, 2022; Bragg, 2018) It uses operating profit as a measure. This shows how effectively the company utilizes its capital. (Palepu and Healy, 2020; Bragg, 2018)
In the year that ended on January 2024, NEXT plc had a ROCE of 21.03%. Next year, its ROCE increased to 22.09%. This indicates that the company was able to generate more. This indicates that the company was able to utilize its capital effectively. (Maverick, 2022; Palmer, 2018)
This efficiency in the company’s use of its long-term capital, suggests that the company employed intelligent investment approaches. (Campbell, 2021; Clayman, Fridson and Troughton, 2012) These capital include infrastructure, logistics, automation, and digital capabilities. (Chopra, 2021; Aydiner, Tatoglu, Bayraktar, Zaim and Delen, 2019) Although a fast expansion come with significant risk, the company was able to mitigate that through intelligent planning. (Allen, 2021; Chorafas, 2015)
Return on Equity (ROE)
Return on Equity (ROE) is the return that a company creates for the shareholders for their investments. It is one of the most important metrics of business success. (Fernando, 2025; Lichtenstein and Dade, 2007)
For the year that ended on January 2024, NEXT plc had a ROE of 48.9%. There was a notable decrease by the next year, when the ROE became 42.4% This is in line with the decreased profitability of the company, which was then unable to transfer much value for its shareholders as return. (Fernando, 2025; Palasciano, 2025)
It should be noted that decrease in the ROE is only partly due to the company’s lacking organizational capabilities, and more likely to be due to financial leverage and capital structure. (Allen, 2021; M Djoko Hanantijo, 2023) While increasing ROE makes a company attractive for investors, it is not something that NEXT plc can keep up indefinitely, given the volatile situation in the market. (H. Kent Baker and Ricciardi, 2014; Neneh, 2020)
Liquidity
Liquidity refers to a company’s ability to meet its short-term obligations. (CFI, 2020; Atrill and Mclaney, 2018) It is a very important factor for retailers such as NEXT plc, as it has a lot of short-term obligations, especially to its suppliers. (Chopra, 2021; Gligor, 2020)
Current Ratio
The current ratio is a measure of the current assets that a company has against the current obligations that the company has. It is a measure of whether the company can meet its short-term obligations with its short-term assets. (CFI, 2020; Bragg, 2018)
For the year that ended on January 2024, NEXT plc had a current ratio of 0.86. In the next year that ended on January 2025, the company’s current ratio was 0.87. The ratio remained unchanged in these two years. Moreover, a value of less than one indicate that the company cannot meet its current obligations with its current assets. (CFI, 2020; Atrill and Mclaney, 2018)
Although it seems to be a weakness, it is instead a calculated risk by NEXT plc. (Allen, 2021; Chorafas, 2015) Instead of keeping idle capital in the hope of liquification to ensure a better current ratio, the company instead relies on its regular cash flow from its retail locations and online platforms. (Palepu and Healy, 2020; Johannesson, 2021) However, in the event of a decline in the cashflow, this approach could backfire. (Allen, 2021; Neneh, 2020)
Quick Ratio
Quick ratio is also known as acid-test ratio. It is a measure of liquidity. However, unlike current ratio, it excludes the inventory from current assets. (CFI, 2020; Bragg, 2018)
For the year that ended on January 2024, NEXT plc had a quick ratio of 0.56. In the next year that ended on January 2025, the company’s quick ratio increased barely and became 0.57. Both remained below one. (CFI, 2020; Atrill and Mclaney, 2018)
This rate indicates that without selling its current inventory, NEXT plc would not be able to meet its short-term obligations. (CFI, 2020; Orobia, Nakibuuka, Bananuka and Akisimire, 2020) However, as stated above, this is a calculated risk by the company, to remain dynamic instead of getting burdened with fixed assets. (Allen, 2021; Chorafas, 2015) Moreover, the company can always be counted on to possess its inventory and quickly transform them into cash flows. (Wright and Slaybaugh, 2020; Relph, 2015) This approach, however, comes with risks as it relies too much on regular flow of cash. (Almeida and Campello, 2005; Kersten, Harms, Liket and Maas, 2017)
Working Capital Liquidity Implications
Although NEXT plc show very low current and quick ratio compared to traditional benchmarks of those ratios, it must be understood that it is a retail chain with quick product turnover. (Chopra, 2021; Wright and Slaybaugh, 2020) It does not need to keep fixed assets to ensure liquidity, it can rely on cash inflows to meet its short-term obligations. (CFI, 2020; Atrill and Mclaney, 2018)
The company’s business model is to ensure rapid cash conversion through its online sales and customer credit operations. (Aydiner, Tatoglu, Bayraktar, Zaim and Delen, 2019; Chen, Chung, Hsu and Wu, 2010) At the same time, it extends payment to its suppliers. This means the company does not need to hold on to large amounts of cash or other short-term assets to meet its obligations. (CFI Team, 2022; Chopra, 2021)
This strategy has its risks. (Allen, 2021; Chorafas, 2015) In cases of short-term disruptions and shocks, the company can neither continue its operations fully nor take advantage of market weakness. (Gligor, 2020; Flynn, 2021) However, due to its size and scale, brand image, and loyal customer base, it is able to remain resilient even in such cases. (Best, 2013; Johannesson, 2021)
Solvency and Capital Structure
Solvency is a company’s ability to meet its long-term financial obligations and remain financially sustainable over time. (Allen, 2021; Atrill and Mclaney, 2019) It has a close link with the balance between equity and debt financing. (M Djoko Hanantijo, 2023; Kotey, 2019) It is an important metric for NEXT plc, as it uses debt as an active strategy to provide better value for its shareholders. (Lichtenstein and Dade, 2007; Gianfrate and Loewenthal, 2015)
Gearing Ratio
The gearing ratio refers to the proportion of the company’s long-term capital and assets that is being financed through long-term borrowing. This ratio provides a key insight into the risk that a company takes on. (Kenton, 2024; Bragg, 2018)
In the year that ended on January 2024, Next plc had a gearing ratio of 44.23%. In the next year that ended on January 2025, the company had a ratio of 47.62%. This means that the company relied more on long-term debts in 2025 than in the previous year. (Kenton, 2024; Kotey, 2019)
The increase in gearing suggests a deliberate strategic decision by management to utilise debt to finance operations and shareholder returns rather than issuing additional equity. (Kotey, 2019; Almeida and Campello, 2005) In periods of strong profitability, higher gearing can enhance returns to shareholders by reducing the overall cost of capital. (Clayman, Fridson and Troughton, 2012; Allen, 2021) For NEXT plc, the increase in gearing coincided with improved profitability and higher returns on equity, indicating that the additional debt was used effectively. (M Djoko Hanantijo, 2023; Fernando, 2025)
This increase indicates a balancing strategy by the company, where it uses debt to finance operations and provide returns to its shareholders rather than creating more equity. (Kotey, 2019; Lichtenstein and Dade, 2007) This approach works quite well in times of higher profitability, as it reduces the overall cost of capital. (Clayman, Fridson and Troughton, 2012; Allen, 2021) For NEXT plc, the high gearing ratio came at the same time as high profitability, suggesting that the strategy was working. (Kenton, 2024; Palasciano, 2025)
Relationship Between Gearing and Shareholder Returns
In some cases, higher levels of gearing can enhance shareholder returns, provided that the company is able to generate returns on its investments that exceed the cost of debt. This is because debt financing allows shareholders to benefit from financial leverage, magnifying returns during periods of strong profitability. (Allen, 2021; Clayman, Fridson and Troughton, 2012)
In some situations, high levels of gearing can ensure that the shareholders are getting better values as returns. However, to do so, the company must be able to create returns that go beyond the cost of debt. (Kenton, 2024; Kotey, 2019)
For NEXT plc, the increase in gearing between January 2024 and January 2025 coincided with an improvement in shareholder returns. During this period, Return on Equity increased from 29.66% to 33.45%, indicating that shareholders received higher returns on their invested capital. This suggests that the additional debt taken on by the company was employed effectively and contributed to value creation rather than financial strain. (Fernando, 2025; Chen, Chung, Hsu and Wu, 2010)
The relationship between gearing and shareholder returns in this case reflects NEXT plc’s disciplined use of leverage. By financing part of its capital structure through long-term borrowings, the company reduced its reliance on equity and enhanced returns to remaining shareholders. (M Djoko Hanantijo, 2023; de Jongh, 2011) This strategy was further supported by continued share buybacks, which reduced equity and increased earnings attributable to each share. (Palepu and Healy, 2020; H. Kent Baker and Ricciardi, 2014)
However, while higher gearing can amplify returns during favourable conditions, it also increases downside risk. (Allen, 2021; Chorafas, 2015) If operating profits were to decline or if interest rates were to rise further, the cost of servicing debt could erode profitability and reduce shareholder returns. (Almeida and Campello, 2005; Kersten, Harms, Liket and Maas, 2017) As such, the positive relationship between gearing and shareholder returns observed during this period is contingent on NEXT plc maintaining stable earnings and prudent financial management. (Adler, 2010; Campbell, 2021)
Solvency implications
While gearing gives some indication of the longer-term financial risk, interest cover provides additional information on the ability of a business to service its debt from its operating profits. Interest cover is therefore useful in providing an indication of where an increase in borrowing may threaten financial stability. (Allen, 2021; Bragg, 2018)
In the year ended January 2024, NEXT plc had an interest cover ratio of approximately 7.8 times, hence meaning that the operating profit was almost eightfold greater than finance costs. In the following year to January 2025, the interest cover declined marginally to about 7.3 times. This decline reflects higher finance costs due to increased borrowings and rising interest rates rather than any decline in the operating performance. (Allen, 2021; Kotey, 2019)
Despite the decline, interest cover remained at a comfortable level in both years, indicating that NEXT plc retained strong capacity to meet its debt-servicing obligations. The operating profits earned by the company in both years were more than adequate to cover interest expenses, suggesting that the gearing increase did not undermine solvency during the period under review. (Bragg, 2018; Palmer, 2018)
However, the decreasing trend in the interest cover emphasizes that the sensitivity of the solvency position of NEXT plc towards changes in interest rates and borrowing costs is increasing. (Allen, 2021; Almeida and Campello, 2005) Furthermore, if the rise in interest rates continues or if the operating profit margin deteriorates, the cushion may decrease. Consequently, though the solvency position of NEXT plc remains strong, its increasing dependence on borrowing for funding purposes calls for close surveillance in order for long-term sustainability of the solvency position of the company. (Campbell, 2021; Chorafas, 2015)
Efficiency Analysis
Efficiency ratios help in measuring the effectiveness of working capital management. These ratios help in understanding how working capital is managed. (Bragg, 2018; Atrill and Mclaney, 2018) Efficiency ratios are quite important for retailers like NEXT plc, where even a slight change in inventory management or in credit facilities would help in increasing profit by a substantial amount. (Relph, 2015; Orobia, Nakibuuka, Bananuka and Akisimire, 2020) Efficiency ratio analysis would help in understanding the efficiency of working capital management by NEXT plc. (Palepu and Healy, 2020; Bragg, 2018)
Inventory Days
Inventory days represent the average number of days that the inventory is held before it is sold. It measures the inventory turnover period of the company. The higher the inventory turnover period, the better is the inventory management of the company. Inventory turnover period is an important concept. (Wright and Slaybaugh, 2020; Relph, 2015; Geoff Relph, 2015)  For the year ending January 2024, NEXT PLC reported that inventory days stood at around 47 days. However, in the next year ending January 2025, this figure rose to about 49 days. This shows that on an average basis, inventory was not liquidated as quickly in 2025 as in the previous year. (Orobia, Nakibuuka, Bananuka and Akisimire, 2020; Wright and Slaybaugh, 2020)
The increase in inventory days could be indicative of strategic choices. (Campbell, 2021; Chorafas, 2015) It appears that NEXT plc could be holding higher levels of inventory in order to ensure availability and avoid supply chain risks. (Chopra, 2021; Flynn, 2021) This could be particularly important in situations where either supply uncertainty or longer supplier lead times are an issue. (Flynn, 2021; Gligor, 2020)
There could be risks associated with the increased inventory holding periods as well. This could be especially true in the fashion retail industry. (Relph, 2015; Orobia, Nakibuuka, Bananuka and Akisimire, 2020) If there is extra inventory, it would result in increased holding costs and the danger of becoming obsolete, ultimately affecting the level of discounts and profits. (Wright and Slaybaugh, 2020; Chorafas, 2015) Although the rise in the number of inventory days for NEXT plc appears modest, it strongly emphasizes the need for efficient inventory forecasting and control processes. (Chopra, 2021; Geoff Relph, 2015)
Receivables Days
Receivables days refer to the average time taken by a company to collect cash from customers after a sale has been made. This ratio is, therefore, particularly relevant for retailers such as NEXT plc who, in addition to cash and online payment methods, operate customer credit facilities. (Bragg, 2018; Chen, Chung, Hsu and Wu, 2010) Good management of receivables positively impacts cash flow and minimizes reliance on external sources of finance. (Almeida and Campello, 2005; Kersten, Harms, Liket and Maas, 2017)
For the year ended January 2024, it recorded receivable days of approximately 32 days. In the year ended January 2025, receivable days broadly remained similar at approximately 31 days. This marginal improvement indicates that NEXT plc was able to maintain effective control over customer credit and collection processes despite growth in sales. (Palepu and Healy, 2020; Bragg, 2018)
The fact that the receivables days are rather stable implies that the credit management practices employed by NEXT plc have not weakened over time. It is especially satisfying, given that the firm engages in online sales and credit sales, where poor liquidity, resulting from delayed payment, is always a concern. (Chen, Chung, Hsu and Wu, 2010; CFI, 2020) It is evident that the increased revenues have not been realized at the cost of substandard credit management practices. (Adler, 2010; Palepu and Healy, 2020)
On the whole, the stability of the receivables days rate is an indication of good operating discipline. This is quite helpful in ensuring that NEXT plc has efficient working capital management. (Adler, 2010; Atrill and Mclaney, 2018)
Payables Days
Payables days determine the average time the firm takes to pay its suppliers and show how well the trade credit has been managed by the business. This ratio is pretty significant for retailers such as NEXT plc, in which developing relations with suppliers and replenishing stocks would have major consequences on ongoing operations. (CFI Team, 2022; Chopra, 2021)
For the year ended January 2024, payables days stood at approximately 94 days. In the next subsequent year, the year ended January 2025, payables days increased to approximately 97 days, indicating that NEXT plc paid the obligations owed to suppliers slightly longer in 2025 compared to the previous year. (CFI Team, 2022; Bragg, 2018)
The increase in payable days can thus show that more extensive use of supplier credit as working capital was employed by NEXT plc. By extending the period of repayment, it provided the company with an opportunity to keep more cash inside business for longer and to enhance overall short-term liquidity while lowering the need to borrow from the outside environment. (Almeida and Campello, 2005; Kersten, Harms, Liket and Maas, 2017) This is in line with the general policy of NEXT plc to maintain the level of liquidity buffers at the lowest possible level while maximising the efficiency of its capital base. (Adler, 2010; Palmer, 2018)
While extended payables are beneficial in improving cash flow, there is also an element of risk involved. For instance, stretched payable periods can affect the relationships with suppliers or result in less advantageous pricing and terms going forward. (Chopra, 2021; Chorafas, 2015) For a retailer operating within a highly competitive and supply-sensitive market, strong supplier relationships are required. (Gligor, 2020; Flynn, 2021) Thus, though the rise in payable days seems modest, it indicates how balanced liquidity benefits should be against the long-term viability of operations. (Campbell, 2021; Chorafas, 2015)
Investor Performance
Investor performance ratios deal with the efficiency of the company in generating value for investors, as well as the market perception of such performance. (H. Kent Baker and Ricciardi, 2014; Palepu and Healy, 2020) Being a publicly listed company, investor performance ratios are of significant importance to NEXT plc, as these ratios determine investor confidence, market sentiment, and the company’s attractiveness in terms of equity financing. (H. Kent Baker and Ricciardi, 2014; Chen, Chung, Hsu and Wu, 2010)
Earnings Per Share (EPS)
Earnings per share measure the portion of a company’s profits that can be assigned to an ordinary share. Earnings per share is one of the most commonly used measures in determining shareholder value. (Schmidt, 2022; Palepu and Healy, 2020) During the year ending January 2024, NEXT plc reported earnings per share of £6.62 During the next year ending January 2025, this fell to £6.15. (Schmidt, 2022)
The fall in earnings per share can be attributed to an decrease in earnings, coupled with an decrease in share repurchase. The profit after taxes declined, despite strong performance of the company. On the other hand, the total number of outstanding shares reduced due to the purchasing of additional shares. (H. Kent Baker and Ricciardi, 2014; Palepu and Healy, 2020)
The increase in EPS reveals that NEXT plc not only increased its bottom-line profit but also improved its profitability on a per-share basis. This development would attract investors significantly, as increased EPS would normally lead to increased market confidence and stock prices. (H. Kent Baker and Ricciardi, 2014; Chen, Chung, Hsu and Wu, 2010) Moreover, this would also certify that the company’s capital allocation and share buy-back decisions positively impacted stock value. (Clayman, Fridson and Troughton, 2012; H. Kent Baker and Ricciardi, 2014)
Dividend per Share (DPS)
It shows the return in cash on each common stock owned by shareholders, and it is one of the principal ways of ascertaining the level of management's confidence in the sustainability of earnings and cash flows. It is of prime importance in ascertaining the value of shareholders to income investors. (Palepu and Healy, 2020; Lichtenstein and Dade, 2007)
In the financial year ended January 2024, the company declared a dividend of around £2.10 per share. Then, for the year ended January 2025, the dividend per share stood at around £2.30. This is a small, albeit positive, rise. However, it is worth pointing out that the company does not really focus on maintaining a smooth DPS rate, rather focusing on combining dividends with share buybacks. (Clayman, Fridson and Troughton, 2012; H. Kent Baker and Ricciardi, 2014)
The rise in the amount of dividends paid indicates that the firm was confident about its cash flow generation capabilities, irrespective of the challenging retail conditions in which the firm operates. (Best, 2013; Johannesson, 2021) Moreover, the firm has adopted an unambitious dividend payment strategy in which it has increased the amount of dividends paid, suggesting an appropriate balance between redistributing wealth to its shareholders and retaining the same for future reinvestment, debt repayment, and other purposes. (Campbell, 2021; Chorafas, 2015)
Dividend Cover and Dividend Yield
The dividend cover is the measure of the level to which the dividend is aided by earnings and aids in understanding the viability of the dividend payout. (Palepu and Healy, 2020; Bragg, 2018) During the year ending January 2024, the dividend cover for NEXT Plc was approximately 1.32 times. However, it rose slightly to about 1.34 times in January 2025. (Bragg, 2018)
An increase in dividend cover signifies that earnings have grown at a faster rate than the payment of dividends. This increases the robustness of the dividend and prevents the possible cutting of dividends in periods of earnings variability. When the dividend cover exceeds 1, it implies that NEXT Plc has retained earnings in the company. (Palepu and Healy, 2020; Lichtenstein and Dade, 2007)
Dividend yield, which shows the relative value of dividends to the share price in the market, slightly decreased over the period. In January 2024, the dividend yield for NEXT plc was about 3.9%, which decreased to about 3.6% in January 2025. Notably, this reduction is mainly attributed to the increased share price and not the decreased dividends. Consequently, the decreased dividend yield shows positive sentiments in the market and higher valuation, as opposed to lowered returns for the shareholders. (H. Kent Baker and Ricciardi, 2014; Palepu and Healy, 2020)
Interest Cover and Price/Earnings (P/E) Ratio
Interest cover is the ability of a company to meet its financing costs from operating profits and is considered to be one of the better indicators of financial resilience. (Allen, 2021; Bragg, 2018) During the year ended January 2024, NEXT plc registered an interest cover ratio of about 7.8 times; that has slightly decreased in January 2025 to about 7.3 times. (Bragg, 2018)
Although interest cover decreased, it remained at a comfortable level in both years. The reduction reflects higher finance costs arising from increased borrowing and rising interest rates rather than a deterioration in operating performance. Operating profits of NEXT plc continued to comfortably exceed finance costs, with the company continuing to retain strong debt-servicing capacity. (Allen, 2021; Kotey, 2019)
The price/earnings ratio shows the level at which investors are prepared to pay in respect of every pound of earnings and is an indicator of investor sentiment. (H. Kent Baker and Ricciardi, 2014; Palepu and Healy, 2020) In January 2024, the P/E ratio for NEXT Plc was around 14.9, which reduced to around 14.2 in January 2025. This small reduction could be an indication that earnings per share did not keep pace with the share price but rather earnings growth outpaced share price growth, possibly indicating value. It could also be a pointer towards lack of confidence, but it could be due to the fact that earnings improvement was not factored in. (H. Kent Baker and Ricciardi, 2014; Chen, Chung, Hsu and Wu, 2010)
Part 2 – Investment Appraisal and Financing Decision
The Investment Proposal
Westward plc has decided on a strategic expansion of its operations through one of three mutually exclusive investment options that are to be undertaken over a four-year period. (Clayman, Fridson and Troughton, 2012; Madura, 2018) The differing scales, risk exposure, and expected cash flow generation of the proposed projects make it necessary for the company to conduct a very scrupulous financial assessment before making its final decision. (Allen, 2021; Oakshott, 2020) Since the decisions would have long-term effects on the profitability and liquidity positions and consequently on shareholder value, it is incumbent upon the directors to assess each option using appropriate techniques of capital investment appraisal. (Connolly, 2007; Lichtenstein and Dade, 2007)
This report appraises the three alternatives proposed by the use of net present value, internal rate of return, payback period, and accounting rate of return. (CFI, 2022; Kagan, 2025; Gordon, 2020) Although quantitative results are the backbone of the analysis, the report also intertwines critical discussion of theoretical strengths and weaknesses of each technique. (Georg Müller-Fürstenberger, 2017; Lin, 2019) Besides, capital rationing implications and potential sources of finance have been considered in developing a comprehensive recommendation to the Board. (Almeida and Campello, 2005; Kersten, Harms, Liket and Maas, 2017)
Net Present Value (NPV)
Accordingly, Net Present Value is generally considered the best investment appraisal technique because it reveals an absolute measure of the change in shareholder wealth contributed by a project. (CFI, 2022; Clayman, Fridson and Troughton, 2012; Spring, 2018) NPV simply subtracts the sum of the initial investment and the present value of future cash inflows discounted at the company's cost of capital. (Madura, 2018; Oakshott, 2020) A positive NPV reflects that a project will generate returns over and above the rate required and, hence, should be acceptable. (CFI, 2022; Palepu and Healy, 2020)
All three investment options proposed give positive NPVs, meaning that each project is viable on financial consideration if considered in isolation. (CFI, 2022; Spring, 2018) The NPV figures for the projects are:
· Option A generates an NPV of approximately £643,000.
· Option B provides the highest NPV at approximately £792,000.
· Option C would return an NPV of about £742,000.
These results indicate that either project would add to shareholders' wealth if it were undertaken in isolation. (Lichtenstein and Dade, 2007; Clayman, Fridson and Troughton, 2012) Based strictly on their NPVs, Option B seems to be the most attractive because it offers the greatest absolute increase in value. (CFI, 2022) In a world where capital is scarce, however, NPV has to be considered along with the magnitude of investment that's required and the relative efficiency of capital utilization. (Almeida and Campello, 2005; Kersten, Harms, Liket and Maas, 2017)
Although NPV gives a clear measure of value for money, it ignores differences in project scale and implied funding constraints. Consequently, further analysis based on other valuation techniques and capital rationing principles must be undertaken before reaching a conclusion and making a decision to invest. (Spring, 2018; Oakshott, 2020)
Internal Rate of Return
The Internal Rate of Return is the discount rate at which the Net Present Value becomes zero. (CFI, 2022; Arjunan, 2017) It gives a percentage return on an investment and also allows a company to compare projects based on the company’s cost of capital. (Clayman, Fridson and Troughton, 2012; Oakshott, 2020) A project will be deemed as a good investment if its return exceeds the company’s cost of capital, which in this case stands at 6%. (CFI, 2022; Allen, 2021)
Each of the above investment alternatives has Derivative Internal Rates of Return well above the Cost of Capital. Thus, all the above three individual projects appear financially feasible. The rates are as follows:
· For option A, the Internal Rate of Return is about 38.98%.
· The Internal Rate of Return for Option B is about 32.14%.
· The Internal Rate of Return of option C is roughly 22.20%.
The highest IRR appears in Option A, which indicates that it provides the greatest return potential with respect to the expense incurred. This shows great efficiency in the return generation capability, as it provides a significant spread above the cost of capital. The second-best return, with an IRR significantly above the cost of capital, is provided by Option B. The lowest of the three, but still safe, is Option C. (CFI, 2022; Arjunan, 2017; Oakshott, 2020)
However, while IRR is good for comparative analysis, there are important limitations in its use. For instance, IRR does not consider the magnitude of investment or the absolute value for a project. The implication is that even though projects with higher IRR values are more desirable, they do not necessarily produce better value for shareholders. For instance, while Option A has the strongest IRR, in actuality, Option B produces more value. IRR must be used as a supporting tool for NPV. (CFI, 2022; Arjunan, 2017; Spring, 2018)
Payback Period
The payback period is the time required by the project to get back its initial investment through its cash flows. (Kagan, 2025; Lin, 2019) Generally, the payback period technique is utilized as an auxiliary tool for appraisal because it gives information about the liquidity risk, the time required to get back the invested capital, and the rate at which the capital is returned. (Georg Müller-Fürstenberger, 2017; Imarticus, 2024) But the payback period does not utilize the time value of money or the cash flows beyond the payback period. (Lin, 2019; Kagan, 2025)
· The pay back periods of the three alternatives are given below:
· The payback period for option A is roughly 2.22 years.
· Option B has a payback period of about 2.44 years.
In option C, it has the highest payback period of about 2.76 years.
From these findings, it is clear that Option A is able to recoup the original investment in less time than Options B and C. Therefore, in terms of liquidity risk, Option A is less risky than Options B and C. Option C is even less safe than Options B and C as far as recouping investment is concerned. (Kagan, 2025; Lin, 2019)
While the payback method favours Option A, its limitations mean that it should not override the conclusions drawn from discounted cash flow techniques. In particular, payback ignores the substantial cash inflows generated by the projects after the recovery period and therefore provides an incomplete assessment of long-term profitability. (Imarticus, 2024; Georg Müller-Fürstenberger, 2017)
Capital Rationing and Project Selection
In practice, however, capital rationing typically occurs where the company does not have sufficient funds to allow management to accept every viable investment opportunity. In such cases, firms must select those projects that produce the highest value from the scarce capital. This situation can be due to either internal factors-for example, a limited supply of cash-or external factors, such as restricted access to relatively inexpensive finance. (Almeida and Campello, 2005; Kersten, Harms, Liket and Maas, 2017)
With regard to Westward plc, whereas all three investment opportunities have yielded positive NPVs, the company does have a funding ceiling of £2.5 million. In addition, the projects are divisible, which implies that it is possible to invest in a portion of a project rather than having to accept it in its entirety. Consequently, an optimal capital budget needs to be ascertained to maximize overall shareholders' wealth. (Spring, 2018; Oakshott, 2020)
When projects are divisible, the relevant decision rule is the Profitability Index (PI), which is the present value of inflows generated per pound invested. It ranks projects in descending order of their PIs and selects as many as possible within available capital limits. (Clayman, Fridson and Troughton, 2012; Madura, 2018)
So, in accordance with the appraisal results, the rank of the projects is as follows:
· Option A provides the highest value for any pound invested.
· Option B is also promising, which is comparatively less expensive and can generate substantial value.
· Option C, which gives the lowest value per pound invested.
This ranking indicates that Westward plc should invest completely in Option A, which requires an outlay of £600 000, and then invest completely in Option B that requires another £1,000,000. This amounts to a total investment of £1.6 m, leaving £900,000 of the available budget. (Spring, 2018; Allen, 2021)
The remainder, £900 000, should be invested in Option C; this would take up approximately 56.25% of the project. Since the firm can only partially undertake Option C, Westward plc is able to employ its full funding limit of £2.5 million while maximising total value creation. (Oakshott, 2020; Clayman, Fridson and Troughton, 2012)
Under this optimal investment strategy, the total NPV generated is approximately £1.85 million. This is the maximum achievable enhancement of shareholders' wealth, given the funding limitation, and confirms that capital allocation based on the Profitability Index is the most financially rational in this problem. (Spring, 2018; Palepu and Healy, 2020)
Overall Investment Recommendation
The investment appraisal suggests that all three projects are financially viable, since each produces a positive NPV and an IRR which is greater than the company's cost of capital. However, the capital rationing applies, so not all projects can be undertaken in full. (CFI, 2022; Spring, 2018)
Although Option B is the single option that creates the highest NPV and also performs the best under both IRR and payback criteria, if capital is severely rationed the optimal strategy is not to accept a single project, but to allocate funds efficiently across projects. If Westward plc invests fully in Options A and B, and partly in Option C, then total shareholder wealth will be maximised. (Spring, 2018; Clayman, Fridson and Troughton, 2012)
This analysis brings into light the applicability of proper appraisal techniques in various decision contexts. Although NPV is considered an ideal method in an unconstrained capital scenario, yet the profitability index would become vital in a fund-constrained situation where projects are divisible. Overall, the recommended investment strategy supports the objective of the maximization of shareholders' wealth through sound financial decision-making. (Palepu and Healy, 2020; Lichtenstein and Dade, 2007)
Theoretical Justification for Net Present Value as the Preferred Appraisal Method
Net Present Value is considered the most valid technique of investment analysis, as it measures the exact change in market worth which can be achieved. (CFI, 2022; Spring, 2018) The Net Present Value takes into consideration the concept of the time value of money, which assumes that money at any future date is less valuable than money at the current date because of the uncertainties involved. Net Present Value calculates the future values of money using the cost of capital of the company. (Oakshott, 2020; Madura, 2018)
Unlike other appraisal methods, the NPV method appraises projects in terms of absolute value rather than in terms of percentages. This makes the method more focused on maximization of value. Moreover, the method provides clear-cut results for accepting or rejecting projects. Projects with a positive NPV create value for the firm, whereas negative NPV destroys value. Such projects should be accepted or rejected. (Spring, 2018; Palepu and Healy, 2020)
In the context of Westward plc, NPV has clearly pinpointed that all projects have been value-enhancing and helped management to identify the optimal amount to be invested given budget constraints, thus confirming its superiority in theory. (Spring, 2018; Lichtenstein and Dade, 2007)
Reasons for the Continued Popularity of Non-Discounting Methods
In spite of the advantages offered by discounted cash flow models, many other models like payback method remain widely preferred. This can be easily attributed to their relative simplicity. In addition to their simplicity, payback periods offer a quick indicator of the time an investment takes to pay back. This allows other managers too to easily understand financial data. (Imarticus, 2024; Lin, 2019)
Furthermore, non-discounting approaches place equal importance on liquidity and risk. Both are very significant in actual terms, and especially under conditions where the economic outlook is insecure. The sooner the payback, the less risky the investment, and this factor assumes significance in industries which are prone to high dynamics. (Georg Müller-Fürstenberger, 2017; Allen, 2021; Neneh, 2020)
Additionally, the payback approach has a natural cycle that matches the management horizon or short-run planning objectives. Although the traditional methods ignore the concept of the value of money and the potential for profit in the long run, the notion of risk and recovery clarifies the persistence of these methods in serving as supplementary tools to the discounted appraisal methods. (Lin, 2019; Imarticus, 2024)
Other Factors to Consider Before Making an Investment Decision
While financial appraisal provides a critical foundation for the investment decision, management also has to consider a range of qualitative and strategic issues before committing capital. The strategic fit is a must; projects should contribute to the long-term objectives of the company in terms of competitive positioning and core competencies. An investment with a positive NPV might be unsuitable if it were likely to divert resources away from strategic priorities. (Campbell, 2021; Best, 2013)
Another important consideration is operational feasibility. Management needs to appraise whether or not the organization has acquired sufficient skills, technology, and infrastructure to implement the project successfully. Market conditions, competitive responses, and regulatory constraints can also impact project outcomes and risk profiles. (Chorafas, 2015; Surridge, 2022)
It is also important to assess risks, including sensitivity analyses, scenario planning, and/or the consideration of economic uncertainties, so that management understands how changes in critical assumptions may impact project viability. Lastly, an ethical, environmental, and reputational impact assessment should be included, as these are increasingly influencing factors in stakeholder views and long-term sustainability. (Allen, 2021; Chorafas, 2015)
Conclusion
From the results obtained in Part 1, it is clear that NEXT plc is financially strong with respect to profitability, capital management, and liquidity and gearing. This is clear for a firm that is faced with stiff competition in its retail industry. As evidenced by the ratios, NEXT plc is financially strong and utilizes its strengths in the value it creates for its shareholders.
In part 2 Application of investment appraisal methods for strategic decisions. Each of the suggested projects has a positive Net Present Value, and it is therefore financially optimal to proceed with each of them on their own merit. But in view of the presence of a £2.5 million constraint and the divisibility of projects, a situation arises that demands a study based on capital rationing. By comparing projects on the basis of their worth per pound investment, the most optimal course of action is to proceed with Options A and B to their entirety and option C to a certain extent, thereby maximizing overall NPV to approximately £1.85 million.
In conclusion, this assignment has emphasized the need to integrate historical performance analysis and investment appraisal techniques into a cohesive approach that looks towards the future and addresses real-world constraints in decision making. Good decision making in finance involves far more than performing calculations accurately and understanding results correctly, as theoretical models do not always match realities in finance.
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Appendix – Part 1
A. Profitability Ratios
Gross Profit Margin
Formula:
Gross Profit / Sales * 100
January 2024:
Gross Profit = 2,420.5
Sales = 5,491.0
Gross Profit Margin = (2,420.5 / 5,491.0) * 100
= 44.1%
January 2025:
Gross Profit = 2,642.2
Sales = 6,118.1
Gross Profit Margin = (2,642.2 / 6,118.1) * 100
= 43.2%

Operating Profit Margin
Formula:
Operating Profit / Sales * 100
January 2024:
Operating Profit = 987.9
Sales = 5,491.0
Operating Profit Margin = (987.9 / 5,491.0) * 100
= 18.0%
January 2025:
Operating Profit = 1,075.4
Sales = 6,118.1
Operating Profit Margin = (1,075.4 / 6,118.1) * 100
= 17.6%

Net Profit Margin
Formula:
Net Profit / Sales * 100
January 2024:
Profit after Tax = 800.5
Sales = 5,491.0
Net Profit Margin = (800.5 / 5,491.0) * 100
= 14.6%
January 2025:
Profit after Tax = 743.2
Sales = 6,118.1
Net Profit Margin = (743.2 / 6,118.1) * 100
= 12.2%

B. Return Ratios
Return on Capital Employed (ROCE)
Formula:
Operating Profit / (Total Assets − Current Liabilities) * 100
January 2024:
Operating Profit = 987.9
Total Assets − Current Liabilities = 4,724.3 − 1,245.7 = 3,478.6
ROCE = (987.9 / 3,478.6) * 100
= 21.03%
January 2025:
Operating Profit = 1,075.4
Total Assets − Current Liabilities = 4,872.5 − 1,566.4 = 3,306.1
ROCE = (1,075.4 / 3,306.1) * 100
= 22.09%

Return on Equity (ROE)
Formula:
Profit after Tax / (Ordinary Shares + Reserves) * 100
January 2024:
Profit after Tax = 800.5
Shareholders’ Funds = 1,638.8
ROE = (800.5 / 1,638.8) * 100
= 48.9%
January 2025:
Profit after Tax = 743.2
Shareholders’ Funds = 1,754.3
ROE = (743.2 / 1,754.3) * 100
= 42.4%

C. Liquidity Ratios
Current Ratio
Formula:
Current Assets / Current Liabilities
January 2024:
2,447.7 / 1,245.7
= 0.86
January 2025:
2,649.9 / 1,566.4
= 0.87

Quick Ratio (Acid Test)
Formula:
(Current Assets − Stock) / Current Liabilities
January 2024:
(2,447.7 − 769.0) / 1,245.7
= 0.56
January 2025:
(2,649.9 − 865.2) / 1,566.4
= 0.57

D. Efficiency Ratios
Inventory Days
Formula:
Stock / Cost of Sales * 365
January 2024:
(769.0 / 3,034.5) * 365
= 47 days
January 2025:
(865.2 / 3,456.5) * 365
= 49 days

Receivables Days
Formula:
Receivables / Sales * 365
January 2024:
(1,452.8 / 5,491.0) * 365
= 32 days
January 2025:
(1,508.4 / 6,118.1) * 365
= 31 days

Payables Days
Formula:
Payables / Cost of Sales * 365
January 2024:
(781.9 / 3,034.5) * 365
= 94 days
January 2025:
(919.6 / 3,456.5) * 365
= 97 days

E. Solvency & Investor Ratios
Gearing Ratio
Formula:
Long-term Borrowings / (Long-term Borrowings + Shareholders’ Funds) * 100
January 2024:
820.3 / (820.3 + 1,638.8) * 100
= 44.23%
January 2025:
543.8 / (543.8 + 1,754.3) * 100
= 47.62%

Interest Cover
Formula:
Operating Profit / Interest on Long-term Borrowings
January 2024:
987.9 / 126.7
= 7.8 times
January 2025:
1,075.4 / 147.3
= 7.3 times
Earnings Per Share (EPS)
Formula:
Profit after Tax / Number of Ordinary Shares Issued
January 2024:
661.6 pence ÷ 100
= £6.62 per share
January 2025:
615.1 pence ÷ 100
= £6.15 per share


Appendix – Part 2 Investment Appraisal 
figures are in £000 unless stated otherwise. 
Assumptions
	Item
	Value

	Discount rate
	6%

	Corporation tax rate
	25%

	Capital allowances
	20% straight-line per year for 4 years

	Funding limit (capital rationing)
	£2,500,000

	Projects
	Divisible


Discount Factors (6%)
	Year
	Discount factor

	1
	0.9434

	2
	0.8900

	3
	0.8396

	4
	0.7921


Initial Outlays and Capital Allowances
Formula: Annual Capital Allowance = Initial Outlay * 20%
	Option
	Initial outlay (£000)
	Annual capital allowance (£000)

	A
	600
	120

	B
	1,000
	200

	C
	1,600
	320


After-tax Cash Flows
Formula: After-tax cash flow = (Pre-tax cash flow * (1 − Tax)) + (Capital Allowance * Tax)
= (Pre-tax cash flow * 0.75) + (Capital Allowance * 0.25)
Option A – After-tax cash flow workings
Year 1: (200 * 0.75) + (120 * 0.25) = 180
Year 2: (400 * 0.75) + (120 * 0.25) = 330
Year 3: (500 * 0.75) + (120 * 0.25) = 405
Year 4: (700 * 0.75) + (120 * 0.25) = 555
Option B – After-tax cash flow workings
Year 1: (400 * 0.75) + (200 * 0.25) = 350
Year 2: (450 * 0.75) + (200 * 0.25) = 387.5
Year 3: (720 * 0.75) + (200 * 0.25) = 590
Year 4: (980 * 0.75) + (200 * 0.25) = 785
Option C – After-tax cash flow workings
Year 1: (450 * 0.75) + (320 * 0.25) = 417.5
Year 2: (700 * 0.75) + (320 * 0.25) = 605
Year 3: (900 * 0.75) + (320 * 0.25) = 755
Year 4: (1200 * 0.75) + (320 * 0.25) = 980
Summary table (after-tax cash flows):
	Option
	Year 1
	Year 2
	Year 3
	Year 4

	A
	180
	330
	405
	555

	B
	350
	387.5
	590
	785

	C
	417.5
	605
	755
	980


Net Present Value (NPV) Calculations
Formula: PV = After-tax cash flow * Discount factor
NPV = Sum of PVs − Initial outlay
Option A
	Year
	After-tax CF (£000)
	DF (6%)
	PV (£000)

	1
	180
	0.9434
	169.81

	2
	330
	0.8900
	293.70

	3
	405
	0.8396
	340.04

	4
	555
	0.7921
	439.62


Sum of PVs = 1243.17
NPV = 1243.17 − 600 = 643.17 (≈ 643.17k)
Option B
	Year
	After-tax CF (£000)
	DF (6%)
	PV (£000)

	1
	350
	0.9434
	330.19

	2
	387.5
	0.8900
	344.88

	3
	590
	0.8396
	495.36

	4
	785
	0.7921
	621.80


Sum of PVs = 1792.23
NPV = 1792.23 − 1000 = 792.23 (≈ 792.23k)
Option C
	Year
	After-tax CF (£000)
	DF (6%)
	PV (£000)

	1
	417.5
	0.9434
	393.87

	2
	605
	0.8900
	538.45

	3
	755
	0.8396
	633.90

	4
	980
	0.7921
	776.26


Sum of PVs = 2342.48
NPV = 2342.48 − 1600 = 742.48 (≈ 742.48k)
Payback Period Calculations
Formula: Payback = Years before recovery + (Unrecovered amount / Cash flow in recovery year)
Option A
Cumulative after-tax CF after Year 2 = 510
Unrecovered amount = 600 − 510 = 90
Payback = 2 + (90 / 405) = 2.22 years
Option B
Cumulative after-tax CF after Year 2 = 737.5
Unrecovered amount = 1000 − 737.5 = 262.5
Payback = 2 + (262.5 / 590) = 2.44 years
Option C
Cumulative after-tax CF after Year 2 = 1022.5
Unrecovered amount = 1600 − 1022.5 = 577.5
Payback = 2 + (577.5 / 755) = 2.76 years
Internal Rate of Return (IRR) – Option B (Interpolation)
Formula: IRR = LDR + [NPV(LDR) / (NPV(LDR) − NPV(HDR))] * (HDR − LDR)
At 30%: NPV = 41.92 (£000)
At 35%: NPV = -51.98 (£000)
IRR = 0.30 + [41.92 / (41.92 − -51.98)] * (0.35 − 0.30)
= 32.23% (≈ 32.14%)
Profitability Index (PI) and Capital Rationing
Formula: PI = PV of inflows / Initial outlay
	Option
	PV of inflows (£000)
	Initial outlay (£000)
	PI

	A
	1243.17
	600
	2.07

	B
	1792.23
	1,000
	1.79

	C
	2342.48
	1,600
	1.46


Funding limit = 2,500 (£000). Allocation: A = 600 (100%), B = 1,000 (100%), remaining = 900 invested in C.
C percentage= 900 / 1,600 = 0.5625 = 56.25%
Total NPV under optimal allocation:
= 643.17 + 792.23 + 0.5625 * 742.48 = 1853.04 (£000) (≈ 1,853.04k)












