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[bookmark: _Toc2122381996]Executive Summary
This report looks at two key aspects of company finance management: evaluating financial performance and assessing strategic investment prospects. To retain financial resilience and achieve long-term growth in an increasingly competitive and uncertain economic environment, businesses must exhibit great financial discipline, effective capital allocation, and solid strategic decision-making. This paper utilises established financial theory and analytical techniques to two different business situations to demonstrate how financial management principles contribute to value generation.
Part 1 provides a thorough financial study of Tesco Plc, a major international retailer and FTSE 100 Index component. The research uses ratio analysis to evaluate Tesco's profitability, liquidity, efficiency, gearing, and investor performance based on the company's released financial statements for the financial years 2023/2024 and 2024/2025. According to the report, Tesco has increased earnings performance and shareholder returns, owing to strong operating cash flows, excellent asset utilisation, and disciplined capital structure management. 
Despite persistent profit challenges caused by inflation, supply chain uncertainty, and fierce rivalry in the UK grocery market, Tesco's negative working capital model and operational cost savings continue to support its financial resilience. The report also critically assesses the limitations of ratio analysis, emphasising the impact of accounting policy decisions, inflationary distortions, and one-time items on financial interpretation. Based on the findings, a set of strategic and financial recommendations are provided to improve cost control, liquidity management, and long-term shareholder value development.
Part 2 focusses on future-oriented strategic decision-making by evaluating three proposed investment projects for Westward Plc as part of a four-year expansion strategy. The research employs discounted cash flow approaches such as Net Present Value and Internal Rate of Return, based on realistic taxation, capital allowances, and a 6% cost of capital. The research shows that all three projects have positive net present values and are therefore financially viable. However, the growth of internet sales appears as the most financially viable choice, providing the best combination of capital efficiency and shareholder value creation. The project's Internal Rate of Return is much more than the firm's cost of capital, indicating high value production potential. A capital rationing study reveals the optimal investment portfolio when financing is limited, emphasising the necessity of allocating scarce capital to projects that maximise total Net Present Value. This report also assesses potential funding solutions for the proposed investment programme, weighing the benefits and drawbacks of retained earnings, debt financing, and equity issue.
A capital rationing analysis identifies the ideal investment portfolio when funding is restricted, highlighting the importance of allocating scarce capital to projects that maximise total Net Present Value. This paper also evaluates alternative funding options for the proposed investment program, assessing the advantages and disadvantages of retained earnings, debt financing, and an equity offering.
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[bookmark: _Toc838670095]Introduction 
Effective financial management is critical to the long-term success, resilience, and value generation of modern businesses. Firms must not only monitor and analyse their financial performance but also make strategic investment decisions to ensure capital is distributed efficiently and in a way that maximises shareholder wealth. In today's increasingly competitive and uncertain corporate climate, the ability to effectively assess financial data and apply sound financial theory to strategic decision-making is critical.
This research looks at two critical aspects of corporate financial management: financial performance review and investment appraisal. Part 1 is on a detailed financial examination of Tesco Plc, one of the major retailers on the London Stock Exchange and a member of the FTSE 100 Index. The report uses released financial statements from the 2023/2024 and 2024/2025 financial years to examine Tesco's profitability, liquidity, efficiency, gearing, and investor performance. The research gives insight into the company's financial health, operational effectiveness, and capital structure, as well as a critical evaluation of ratio analysis' shortcomings and recommendations to improve Tesco's financial management.
Part 2 switches the focus from evaluating historical performance to making forward-thinking strategic decisions for Westward Plc by evaluating three proposed investment initiatives. The report uses discounted cash flow methodologies such as Net Present Value and Internal Rate of Return to assess the financial sustainability of each project based on reasonable assumptions about taxation, capital allowances, and the firm's capital cost. The research also takes into account capital rationing limits and looks into suitable financing sources for the proposed investment program.
The report's two parts show how financial analysis and investment assessment work together as complimentary tools in the financial management function. The report demonstrates how organisations may boost financial resilience, support strategic growth, and increase long-term shareholder value by combining performance review with value-based investment decision-making.
[bookmark: _Toc1423528130]Main Findings
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[bookmark: _Toc2013261850]Introduction
This report was developed for Tesco Public Limited Company (Plc's) Directors and analyses the company's financial performance over the last two financial years. Tesco Plc is a FTSE 100 Index constituent and the largest food retailer in the United Kingdom, with operations in groceries retail, general goods, and financial services through Tesco Bank (Woods, 2007).
The main goal of this research is to evaluate Tesco's financial status and performance using financial ratio analysis. Profitability, liquidity, gearing, efficiency, and investor ratios have all been calculated and assessed to discover major trends and changes in performance over the time period under consideration (Atrill and McLaney, 2022). Ratio analysis is a commonly utilised method for directors and stakeholders to evaluate operational efficiency, financial stability, and shareholder value (Laurent, 1979).
In addition to evaluating the calculated ratios, this report critically examines the possible causes of the observed changes over the two years, taking into account both internal management decisions and external economic factors such as inflationary pressures and increased competition in the UK grocery sector. The limits of ratio analysis are also acknowledged, with the caveat that ratios are based on historical data and may not accurately indicate future performance (Brigham and Ehrhardt, 2020). Finally, the report makes recommendations to improve Tesco's financial management and support long-term growth (Lokanan, 2021).
[bookmark: _Toc475906251]Company Overview
Tesco Plc is a multinational supermarket and general merchandise store that mostly operates in the United Kingdom and a few other countries. The majority of the company's revenue comes from food retail, which is supplemented by online grocery sales and financial services provided by Tesco Bank (Dillon, 2015). Tesco's extensive store network, along with its expanding digital capabilities, has allowed the corporation to maintain its leadership position in the highly competitive UK retail market (Meng, 2024).
In recent years, the UK grocery sector has faced significant problems, including rising inflation, higher energy and supplier prices, and changes in consumer buying habits as a result of the cost-of-living issue (Ryle, 2013). Porter's theory of competitive forces states that high levels of rivalry within an industry put downward pressure on profitability, particularly in markets with price competitiveness and low switching costs (Porter, 2008). Discount retailers like Aldi and Lidl have continued to grow their market share, putting major supermarkets like Tesco under further competitive pressure (Smith, 2023).
Tesco has responded to these issues by focussing on strategic objectives such as enhancing operational efficiency, strengthening own-brand product lines, and maintaining competitive pricing strategies (Jonah, 2018). Understanding the operating environment is critical for assessing Tesco's financial ratios, as changes in profitability, liquidity, and efficiency are driven not only by internal management decisions but also by broader economic and industry factors (Atrill and McLaney, 2022). The following section includes a detailed financial ratio analysis of Tesco's performance over the last two financial years.
[bookmark: _Toc2045532239]Financial Ratio Analysis
This section uses ratio analysis to assess Tesco Plc's financial performance and condition in the financial years 2023/2024 and 2024/2025. The financial data applied in this research was obtained from Tesco's public annual reports and is summarised in Appendix A, with detailed ratio calculations and workings provided in Appendix B (Elliott and Elliott, 2020).
Ratio analysis is a popular technique for measuring business performance that allows for long-term comparisons (Atrill and McLaney, 2022). The ratios have been divided into five categories: profitability, liquidity, gearing, efficiency, and investor ratios (Reid, and Myddelton, 2017).
[bookmark: _Toc644748664]Profitability ratios
Profitability ratios examine a company's ability to generate earnings in relation to sales, capital employed, and shareholder funds. According to Atrill and McLaney (2022), profitability is an important sign of long-term business viability and competitive advantage.
[bookmark: _Toc366220961]Operating profit margin
Appendix B1 shows that Tesco's operating profit margin fell significantly from 4.59% in 2023/2024 to 4.26% in 2024/2025. Although revenue grew from £61.5 billion to £63.6 billion (Appendix A1), operational profit declined somewhat from £2.82 billion to £2.71 billion.
This shows that cost increases were not fully covered by sales growth. The UK grocery sector is marked by fierce price competition, notably from bargain stores like Aldi and Lidl, which put downward pressure on margins (Brigham and Ehrhardt, 2021). Furthermore, inflationary pressures on wages, transportation, and energy expenses reduced operating profitability (Fatricia, 2017).
According to Porter (2008), firms that compete exclusively on price confront structural margin pressures, as evidenced by Tesco's strategy emphasis on price matching and value ranges. While this technique promotes market share, it inevitably constrains margin expansion (Catalão, 2022).
[bookmark: _Toc1719902699]Net Profit Margin
The net profit margin grew from 1.94% in 2023/2024 to 2.56% in 2024/2025 (Appendix B1), representing a £438 million increase in profit after tax (Appendix A1).
This development implies improved financial management outside core retail activities. According to Elliott & Elliott (2020), net profit margin includes the effects of financing decisions, taxation, and other items. Tesco's better net margin could be attributed to lower restructuring expenses, higher finance income, and stronger performance from Tesco Bank (Burt, and Sparks, 1997).
The difference between operating margin and net margin emphasises the significance of examining several profitability measures rather than relying just on a single ratio.
[bookmark: _Toc500304083]Return of Equity (ROE)
The return on equity grew dramatically from 10.22% in 2023/2024 to 13.98% in 2024/2025 (Appendix B1). ROE is a crucial indication of shareholder value creation that investors use to assess managerial effectiveness (Brealey, Myers, & Allen, 2020).
The improvement is due to both greater profitability and a stable equity basis. Tesco's continued share repurchase programme boosts ROE by lowering shareholder equity while maintaining earnings (Walsh, 2008). According to Brigham and Ehrhardt (2021), share buybacks are frequently utilised as a means of communicating management's confidence in future cash flows (Ismail, 2017).
[bookmark: _Toc738360109]Liquidity ratios
Liquidity ratios assess a company's capacity to meet its short-term obligations when they become due. Even if a company is profitable, insufficient liquidity can cause financial trouble (Elliott and Elliott, 2020).
Tesco's working capital declined from −£3.9 billion in 2023/2024 to −£5.0 billion in 2024/2025 (Appendix B2). The current ratio went lowered from 0.75:1 to 0.68:1.
While low liquidity ratios are associated with increased risk in traditional financial theory (Atrill and McLaney, 2022), current retail enterprises operate on a cash-positive basis. Tesco benefits from high inventory turnover and prolonged supplier credit, which allows it to generate cash before settling trade payables (Catalão, 2022).
According to Christopher and Towill (2001), efficient supply chain management decreases the requirement for working capital investment, and Tesco's scale and bargaining power enable it to function with fundamentally low liquidity ratios without raising bankruptcy risk (Lokanan, 2021).
[bookmark: _Toc1109451154]Gearing ratios
Gearing ratios imply financial risk because they evaluate how much a company is financed with debt rather than equity. High gearing makes the company more vulnerable to changes in interest rates and economic downturns (Brigham and Ehrhardt, 2021).
Tesco's gearing ratio decreased marginally, from 45.4% in 2023/2024 to 44.7% in 2024/2025 (Appendix B3). Although this level of gearing is relatively high, it is typical of capital-intensive retail companies with extensive property portfolios and lease commitments.
Modigliani and Miller (1963) show that, while debt financing might provide tax benefits, excessive leverage raises the risk of financial distress. Tesco's mild deleveraging improves its long-term financial resilience, especially in a high-interest-rate environment (Malik, 2015).
[bookmark: _Toc100252072]Efficiency ratios
Efficiency ratios measure how efficiently management uses assets and working capital. High asset turnover is typically associated with high operational performance and efficient asset utilisation (Elliott and Elliott, 2020).
Asset turnover increased from 1.31 times in 2023/2024 to 1.64 times in 2024/2025 (see Appendix B4), demonstrating increasing revenue generation compared to asset base. This improvement is the result of revenue growth paired with a decrease in total assets, which was caused in part by property disposals and portfolio rationalisation (Yu, and Ramanathan, 2008).
Tesco's negative working capital situation reflects excellent operational efficiency. According to Brealey, Myers, and Allen (2020), companies with shorter cash conversion cycles use less external funding and generate more free cash flow.
[bookmark: _Toc1673198399]Investor Ratios.
Investor ratios are used to evaluate corporate performance from the standpoint of shareholders (Marr, 2012).
Earnings per share climbed from 23.41 pence in 2023/2024 to 27.38 pence in 2024/2025 (Appendix A1), while dividends per share increased from 12.10 pence to 13.70 pence, a 13.2% rise (Appendix B5).
According to Lintner's (1956) dividend signalling theory, managers increase dividends only when they feel earnings growth will be sustainable. Tesco's dividend increase so demonstrates management's belief in the company's long-term cash-generating capacity (Catalão, 2022).
Tesco's financial performance improved in 2024/2025, with higher net income, higher shareholder returns, better asset efficiency, and a somewhat stronger capital structure. Despite modestly lower operating margins due to cost constraints and competitive pricing initiatives, the company maintained robust sales growth and generated solid bottom-line performance (Xiao, Chen, and Yu, 2021).
Liquidity is fundamentally low, but this is due to an efficient retail cash model, not financial fragility. Tesco continues to demonstrate a resilient business strategy, significant market leadership, and good financial management in a very competitive industry (Lokanan, 2021).
[bookmark: _Toc547188033]Limitations of Ratio Analysis
Although financial ratio analysis is a crucial approach in corporate financial assessment, it has some conceptual, methodological, and practical limitations. As a result, ratios should be viewed as indicators rather than precise measures of performance, necessitating careful interpretation within a larger analytical framework (Athanassopoulos, and Ballantine, 1995.).
As Penman (2013) emphasises, financial statements do not provide a whole picture of a company's economic reality, and so ratio analysis is intrinsically flawed. Directors and investors must use professional judgement when assessing ratio results, and they should augment ratio analysis with strategic, operational, and cash flow assessments.
The use of historical financial data is a significant constraint of ratio analysis. Financial statements are created retrospectively, reflecting previous conditions that may no longer be relevant to future performance (Atrill and McLaney, 2022).
Business conditions in dynamic industries such as food retailing can change quickly as a result of shifting consumer tastes, technological innovation, regulatory developments, and macroeconomic volatility. In recent years, inflationary pressures, supply chain upheaval, and digital transformation have all had a big impact on Tesco's industry. As a result, ratios derived using 2023/2024 and 2024/2025 data may not accurately reflect the company's future risk profile or profits potential (Malik, 2015).
According to Damodaran (2015), past accounting data are a poor predictor of future value unless they are evaluated in terms of business strategy and market positioning.
[bookmark: _Toc1405828479]Limitations of Ratio Analysis
Ratio analysis is very dependent on accounting policy decisions and managerial estimates. Financial statements are not simply objective records; they are influenced by judgement in areas such as depreciation techniques, impairment tests, inventory valuation, and provisions (Elliott and Elliott, 2020).
Tesco's huge property portfolio clearly demonstrates this concern. Property revaluations can significantly impact the reported value of non-current assets and shareholders' equity, influencing gearing ratios, return on equity, and asset turnover. Such modifications may be accounting adjustments rather than true advances in operational efficiency (Moon, and Bates, 1993).
Furthermore, International Financial Reporting Standards (IFRS) give management leeway in matters like lease classification, revenue recognition timing, and impairment assumptions. As Deegan (2020) points out, accounting numbers are the result of both economic events and accounting conventions, which limits their comparability and impartiality (Walsh, 2008).
Financial statements are mostly generated using the historical cost convention, which means that assets are reported at their original purchase price rather than current replacement value. During periods of inflation, financial ratios can be considerably distorted (Atrill and McLaney, 2022).
Asset values may be overstated in an inflationary climate, causing profitability and efficiency measures such as return on capital employed and asset turnover to rise (Chen, 2022). At the same time, operating costs are increasing faster than sales, reducing margins and making trend analysis difficult.
According to Ryan (2012), inflation reduces the usefulness of classical ratio analysis by weakening the relationship between accounting values and economic reality. This limitation is especially pertinent in the UK supermarket industry, which has seen significant food price increases in recent years.
Ratio analysis presupposes some degree of homogeneity among enterprises, yet even companies in the same industry can have fundamentally distinct business structures. As a result, inter-firm comparisons can be inaccurate (Brigham and Ehrhardt, 2021).
Tesco has a highly diversified retail business that includes large-format stores, convenience stores, internet shopping, wholesale activities, and financial services through Tesco bank. Discount competitors, such as Aldi and Lidl, use limited assortment models with lean cost structures and little product uniqueness (Nguyen, 2017).
Porter (2008) argues that competitive strategy influences cost behaviour, asset intensity, and margin structure. As a result, Tesco's ratios should be read in light of its strategic stance as a broad-based multi-channel retailer rather than compared solely to bargain competitors.
One-time or extraordinary items like as restructuring expenditures, impairment charges, pension remeasurements, or asset disposal gains can all distort profitability statistics. These items may not reflect underlying trading performance and can mask long-term profit trends (Elliott and Elliott, 2020).
Although Tesco's recent financial statements show greater profitability, some of this gain may be due to the lack of major restructuring charges that impacted earlier reporting periods. When evaluating business performance, Penman (2013) emphasises the distinction between sustainable and transitory earnings.
Failure to account for extraordinary elements may result in too optimistic performance interpretations and incorrect strategic decisions.
Financial ratios may also be influenced by short-term managerial activities aimed at improving reported performance near the end of the fiscal year, a process known as window dressing (Brigham and Ehrhardt, 2021).
Delaying supplier payments, speeding sales through discounting, or deferring discretionary spending are some examples. While such tactics may temporarily increase liquidity and profitability ratios, they have no positive impact on long-term wealth generation (Sangwa, 2017).
According to Healy and Wahlen (1999), earnings management is common in capital markets and can dramatically degrade the dependability of accounting-based performance metrics (Marr, 2012).
Another drawback of ratio analysis is that it only considers financial performance, ignoring non-financial value drivers including customer happiness, brand strength, innovation capabilities, staff engagement, and digital transformation (Munson, 2019).
Kaplan and Norton (1996) contend that standard financial measurements provide an incomplete picture of organisational performance and advocate for the adoption of balanced scorecards that include both financial and non-financial variables.
Tesco's long-term competitiveness is determined not only by profitability, but also by its ability to provide a superior customer experience, develop digital retail skills, and retain strong supplier relationships, all of which are not captured by financial measurements (Haddock-Millar, and Rigby, 2015).
To summarise, while ratio analysis provides a useful framework for assessing Tesco's financial performance and situation, it has severe conceptual and practical limitations (Marr, 2012). The credibility of ratio-based assessments is limited by the historical nature of accounting data, the influence of accounting policies and managerial judgement, inflationary distortions, industry heterogeneity, exceptional items, and earnings management (Sangwa, 2017).
As a result, ratio analysis should be viewed as an interpretive tool rather than a definitive assessment of business performance. Directors should consider ratio analysis as part of a larger decision-making framework that includes cash flow analysis, strategic review, market intelligence, and non-financial performance measurements (Teji, 2016).
[bookmark: _Toc216816234]Recommendations for the Directors of Tesco Plc
Based on the financial ratio analysis and the limits, a number of strategic and financial recommendations are made to improve Tesco's financial performance and long-term viability.
To begin, Tesco should prioritise increasing its operational profit margin by concentrating on cost optimisation throughout its retail and supply chain operations. Although sales climbed in 2024/2025, the minor drop in operating margin suggests that cost inflation is undermining profitability (Catalão, 2022). To eliminate waste and improve operational productivity, management should continue to invest in distribution centre automation, store format optimisation, and data-driven inventory management technologies. According to Porter (2008), cost leadership is a crucial source of competitive advantage in price-sensitive sectors like supermarket retailing, whereas Christopher (2016) contends that supply chain excellence is becoming increasingly important to retail profitability.
Second, Tesco needs to improve its cash flow and working capital management. Although the company benefits from a structurally negative working capital strategy, this exposes it to liquidity risk during times of economic instability or supply chain disruptions (Lawson, 2014). Management should consequently strive to preserve attractive supplier payment terms, increase demand forecasting accuracy to reduce surplus inventory, and continue to improve the efficiency of online fulfilment operations. Richards and Laughlin (1980) stress the importance of effective working capital management in improving company liquidity and lowering financial risk, while Hill, Kelly, and Highfield (2010) show that efficient cash conversion cycles are positively associated with business profitability.
Third, Tesco should keep its capital structure disciplined. While gearing fell marginally in 2024/2025, total leverage remained quite high in a climate of rising interest rates (Wood, Wrigley, and Coe, 2017). Management should consequently focus gradual debt reduction using surplus free cash flow, prevent additional leverage-funded share repurchases, and continue to optimise the property portfolio through selective disposals. Modigliani and Miller (1963) demonstrate that, while debt financing has tax advantages, excessive leverage raises financial risk and the likelihood of financial distress. Myers (2001) agrees with this viewpoint, arguing that enterprises should seek an optimal capital structure that balances tax benefits against bankruptcy and agency costs.
Finally, Tesco should prioritise long-term cash production over short-term profit fluctuations in order to generate sustainable shareholder returns. Although earnings per share and dividends increased in 2025, management must ensure that dividend increases is consistent with underlying operating performance (Mohapatra, and MV, 2021). Future investment should continue to focus digital retail platforms, convenience store expansion, and data analytics capabilities in order to boost customer loyalty and long-term profitability. Lintner (1956) illustrates that investors favour steady and predictable dividend policies, however Jensen (1986) contends that free cash flow should be used to fund value-enhancing investments rather than excessive dividends.
This research uses ratio analysis to assess Tesco Plc's financial performance and position for the financial years 2023/2024 and 2024/2025. Despite ongoing margin pressure from inflation and fierce competition, the research shows greater profitability, higher shareholder returns, improved asset efficiency, and a small strengthening of the capital structure. While Tesco has inherently low liquidity, this is due to an effective retail cash model, not financial fragility. Overall, Tesco has good financial resilience and is well-positioned to maintain its market leadership in the UK grocery sector.
[bookmark: _Toc1038159619]Task 2
[bookmark: _Toc155235212]Task 2 - Executive Summary
This report assesses three potential investment projects being considered by Westward Plc as part of a four-year expansion strategy. The projects include expanding the retail shop (Project A), increasing internet sales (Project B), and creating hardwood and Roman blinds (Project C). Each project was appraised using the Net Present Value (NPV) technique at a 6% cost of capital, 25% corporation tax, and 20% capital allowances on a straight-line basis (Ross, 1995). The Recommended Project's Internal Rate of Return (IRR) has also been estimated (Gale, 1972). The results show that Project B is the most financially appealing alternative, with the largest NPV and an IRR much higher than the cost of capital (Jacobs, and Shivdasani, 2012). Capital rationing limits, as well as appropriate financing sources, are evaluated.
[bookmark: _Toc564258498]Introduction:
Westward Plc, a high-quality curtain manufacturer, is considering expanding its operations over a four-year period. The Board of Directors has selected three strategic options: extending the retail shop to encompass all items, growing internet sales, and manufacturing wooden and Roman blinds (Ivanova, 2020). Each option needs a significant initial capital investment and is intended to generate operating cash flows over a four-year timeframe (Levy, and Sarnat, 1994).
The goal of this report is to use discounted cash flow methodologies to assess the financial sustainability of the three proposed projects and select the one that adds the most value (Schumacher, and Klönne, 2018.). The research also examines capital rationing limits and discusses how the proposed investment program could be funded.
[bookmark: _Toc1612213720]Investment Appraisal Framework
Investment appraisal, often known as capital budgeting, is a critical component of strategic financial management that helps allocate scarce capital to value-creating projects (Drury, 2022; Lumby and Jones, 2011). Capital budgeting aims to optimise shareholder wealth by investing only in initiatives that yield returns greater than the firm's cost of capital (Brealey, Myers, and Allen, 2020).
Discounted cash flow techniques, such as Net Present Value (NPV) and Internal Rate of Return (IRR), explicitly recognise the time value of money and are therefore regarded as superior to non-discounting methods, such as payback period and accounting rate of return (Atrill and McLaney, 2022; Pike and Neale, 2009). These techniques allow management to determine if future cash inflows will be sufficient, in current value terms, to recover the initial investment and generate a return that compensates investors for risk (Farshadfar, and Monem, 2013).
[bookmark: _Toc2069036169]Project Cash Flow Assumptions
The three investment options require the following initial investments:
· Project A: £600,000
· Project B: £1,000,000
· Project C: £1,600,000
Management has supplied forecasted operating cash inflows for each project for the next four years. The company is subject to 25% corporation tax and 20% annual capital allowances on a straight-line basis. All cash flows are expected to occur at the end of each year, and tax is considered to be payable in the same year that profits are generated. It is assumed that the cost of capital is 6%.
Appendix A contains an in-depth review of the project details, estimated cash flows, and underlying assumptions, while Appendix B includes capital allowance and tax shield estimates (Foerster, and Sapp, 2011).
[bookmark: _Toc1931839987]Net Present Value (NPV) Evaluation
The Net Present Value approach calculates the difference between future cash inflows and the initial investment (Shou, 2022). A positive NPV suggests that a project will increase shareholder wealth, whereas a negative NPV indicates that it should be rejected (Brealey et al., 2020; Arnold, 2019).
The appraisal was made using a 6% discount rate and takes into account tax consequences and capital allowance tax shields (Abdelhady, 2021). Appendix C shows the annual net cash flows for each project, whereas Appendix D displays the discount factors employed. Appendix E contains a complete breakdown of the NPV.
The NPV analysis findings are summarised below:
On an initial expenditure of £600,000, Project A generates an NPV of around £1,023,000.
On a £1,000,000 original investment, Project B has a net present value of roughly £1,332,000.
On a £1,600,000 original investment, Project C has a net present value of around £1,431,000.
Although Project C has the highest absolute NPV, it also necessitates the largest capital investment. When capital is limited, companies should aim to maximise overall value generation per pound invested (Hillier et al., 2020). Project B has the best mix of capital efficiency and value creation, making it the most financially viable alternative (Arshad, 2012).
[bookmark: _Toc1821713207]Internal Rate of Return (IRR).
The Internal Rate of Return (IRR) is the discount rate at which the net present value (NPV) of a project equals zero and can be understood as the projected annual rate of return from the investment (Patrick, and French, 2016). A project should be approved if its IRR surpasses the firm's cost of capital (Brigham and Ehrhardt, 2021).
The IRR of Project B was estimated using the interpolation method, using trial discount rates of 20% and 40%. Appendix F contains comprehensive workings. The expected IRR for Project B is around 44.6%, which is significantly higher than the firm's cost of capital of 6%.
Managers frequently prefer IRR because it expresses project returns in percentage terms that are simple to understand (Ross, Westerfield, and Jordan, 2022). However, finance theory identifies various limitations of IRR, notably in circumstances involving mutually exclusive projects or different project scales (Atrill and McLaney, 2022).
[bookmark: _Toc942369192]Interpretation of Results for Management
The investment appraisal results show that all three projects are financially viable, as each has a positive net present value (NPV). However, Project B, which entails expanding internet sales, is the most financially viable choice. It has a strong Net Present Value and an Internal Rate of Return of 44.6%, which are much higher than the firm's cost of capital (White, Larson, and Theurer, 2016).
The Net Present worth method is commonly regarded as the most theoretically sound investment assessment technique since it quantifies the absolute increase in shareholder wealth and completely accounts for the time worth of money (Damodaran, 2015; Hillier et al., 2020). Unlike IRR, NPV is not affected by scale bias or unrealistic reinvestment assumptions, and it always leads to value-maximizing decisions (Lumby and Jones, 2011; Pike and Neale 2009).
Despite the superiority of discounted cash flow techniques, non-discounting methods like payback period and accounting rate of return are still used in practice due to their simplicity, minimal data needs, and emphasis on liquidity and accounting performance (Drury, 2022; Arnold, 2019). However, these methodologies neglect the time value of money and do not account for the generation of shareholder value (Mearns, and Botha, 2018).
Before making a final investment choice, the Board should take into account strategic and qualitative variables such as market demand for online shopping, competitive positioning, operational capabilities, technological infrastructure, and brand alignment. According to Porter (2008), financial performance is ultimately driven by strategic positioning, therefore investment decisions should align with the firm's long-term competitive strategy.
[bookmark: _Toc1507606439]Capital Rationing Decision.
If investment funds are limited to £2.5 million and projects are divisible, Westward Plc should pursue an optimal investment strategy that maximises overall NPV while adhering to the capital constraints (Weingartner,1977). Under capital rationing conditions, firms should allocate capital to projects that provide the most value per pound invested by ranking investments based on their profitability index (Brealey et al., 2020; Hillier et al., 2020).
Appendix G contains the calculated profitability index and project rankings. According to this research, the best investment policy is to fully fund Projects A and B and then allocate the remaining funds to a fraction of Project C. This investment portfolio maximises overall net present value while staying within the £2.5 million budget (Beraldi, Bruni, and Violi, 2012).
[bookmark: _Toc258189556]Financing the Investment Programme
The proposed investment program might be funded through a combination of retained earnings, bank borrowing, and possible fresh stock issues (Harrold, 1995). Retained earnings are the least expensive source of financing since they do not incur flotation fees or raise financial risk (Myers, 2001; Arnold, 2019). However, reliance on internal finance may limit dividend capability (Mason, and Kwok, 2010).
Bank loans are flexible and allow interest payments to be deducted from corporate taxes, but they increase financial gearing and risk. Issuing additional shares avoids set payback commitments, but reduces current ownership and may be seen negative by the market (Rouse, and Jayawarna, 2006). According to Brealey, Myers, and Allen (2020), businesses should pursue a financing strategy that reduces the weighted average cost of capital while preserving financial flexibility and an acceptable level of financial risk.
This research examined three investment ideas using discounted cash flow methods (Cabannes, 2006). According to the Net Present Value and Internal Rate of Return analyses, Project B is the most financially appealing choice and has the highest potential for increasing shareholder wealth. When capital restrictions are considered, an optimal investment portfolio is created that maximises overall NPV within the available budget. The suggested expansion strategy represents a financially and strategically appealing potential for Westward Plc, as long as it is funded with a balanced mix of internal and external cash (Walsh, 2008).
[bookmark: _Toc363361913]Overall Conclusion
This assignment presented the combined use of financial analysis and corporate finance theory to two diverse but connected business decision contexts, demonstrating how good financial management supports both operational performance and strategic growth. The report used ratio analysis and investment appraisal methodologies to investigate how businesses evaluate historical performance, manage financial risk, allocate capital efficiently, and drive long-term shareholder value development.
Part 1 included a complete financial analysis of Tesco Plc based on publicly available financial information for the financial years 2024 and 2025. The ratio analysis evaluated Tesco's profitability, liquidity, efficiency, gearing, and investor performance in multiple dimensions. According to the findings, Tesco has improved earnings and shareholder returns, strengthened its capital structure, and maintained high asset utilisation despite operating in a highly competitive and price-sensitive retail environment. The report also emphasised the structural aspects of the grocery retail sector, particularly Tesco's negative working capital strategy, which allows the company to support operations with supplier credit while retaining strong operating cash flows. At the same time, the report highlighted ratio analysis' shortcomings, such as accounting policy discrepancies, inflationary distortions, and the impact of non-recurring items, emphasising the significance of evaluating financial ratios in a broader strategic and economic context.
Part 2 changed the emphasis from past financial performance to future strategic decision-making by evaluating three potential investment initiatives for Westward Plc. The research assessed the financial viability of each project using Net Present Value and Internal Rate of Return approaches, assuming realistic taxation, capital allowances, and the firm's cost of capital. The research revealed that all three projects were financially viable, but the expansion of internet sales provided the best mix of capital efficiency and value generation. The capital rationing exercise demonstrated the real limits that organisations confront when investment funds are restricted, stressing the need of allocating capital to initiatives that maximise total shareholder wealth rather than merely choosing those with the highest absolute returns.
The assignment's two parts demonstrate the complementary functions of performance evaluation and investment appraisal within the financial management function. Ratio analysis allows managers and investors to examine a company's financial health, operational efficiency, and risk profile, laying the groundwork for sound strategic planning. Investment evaluation methodologies, in turn, enable businesses to analyse future opportunities systematically, ensuring that scarce capital is allocated to initiatives that provide returns in excess of the cost of capital and support long-term value creation. The combination of these techniques represents the core goal of modern corporate finance, which is to maximise shareholder wealth through disciplined financial decision-making.
The two parts of the assignment show how performance evaluation and investment appraisal complement each other within the financial management function. Ratio analysis enables managers and investors to assess a company's financial health, operational efficiency, and risk profile, creating the framework for sound strategic planning. Investment evaluation approaches, in turn, allow organisations to analyse future opportunities systematically, ensuring that scarce resources is directed to initiatives that produce returns that exceed the cost of capital and promote long-term value creation. The combination of these strategies is the central purpose of modern corporate finance: to maximise shareholder wealth through disciplined financial decision-making.
[bookmark: _Toc1705273607]Recommendations for both companies:
[bookmark: _Toc259132123]Recommendations to the Directors of Tesco Plc:
Based on Tesco Plc's financial ratio analysis for the financial years 2024 and 2025, it is recommended that the Board continue to prioritise operational efficiency, disciplined capital structure management, and sustainable shareholder value creation in order to strengthen long-term financial resilience and competitiveness.
For starters, Tesco should continue to focus on increasing operating margins through better cost control and productivity in its retail and supply chain activities. Although the company's profitability and earnings growth have improved, margin performance remains under pressure as labour costs, energy prices, and supply chain inflation increase. Porter (2008) believes that cost leadership is an important source of competitive advantage in price-sensitive markets like supermarket retailing. Tesco should consequently continue to invest in distribution centre automation, optimise store designs, and use data analytics to improve demand forecasting and inventory management. According to Christopher (2016), integrated and responsive supply chains increase operational efficiency and reduce cost volatility, hence promoting margin stability.
Second, Tesco's working capital management structure should be strengthened in order to ensure liquidity resilience while keeping its inherently negative working capital model. Although the company benefits from strong operating cash flows created by attractive supplier payment terms, relying on this model exposes Tesco to possible liquidity risk during supply chain disruptions or economic downturns. Shin and Soenen (1998) show that effective working capital management increases corporate profitability and financial stability. Tesco should consequently continue to strengthen supplier engagement, invest in digital procurement systems, and optimise inventories to avoid cash flow volatility.
Third, Tesco should continue to follow a rigorous and conservative capital structure plan. While gearing levels decreased slightly in 2025, total leverage remains extremely high in a climate of rising interest rates. According to Modigliani and Miller (1963), debt financing has tax benefits, but excessive leverage increases financial risk and vulnerability during economic downturns. Tesco should consequently prioritise gradual debt reduction using surplus free cash flow, prevent additional leverage-funded share buybacks, and continue to optimise its property portfolio through selected disposals and lease restructuring. According to Hillier et al. (2020), businesses should aim for an optimal capital structure that balances tax efficiency and financial flexibility.
Fourth, Tesco should maintain its sensible and sustainable dividend policy, which is consistent with long-term earnings growth and free cash flow generation. Although earnings per share and dividends increased in 2025, dividend growth should be driven by underlying operational performance rather than short-term accounting advantages. The research of Lintner (1956) indicates that investors appreciate dividend policies that are consistent and predictable, indicating long-term profitability and financial stability. As a result, management should maintain its focus on dividend sustainability over ambitious payout expansion.
Finally, Tesco should continue to make strategic investments in digital retail platforms, convenience store expansion, and customer data analytics in order to boost consumer loyalty and long-term profitability. The rapid expansion of online grocery shopping has fundamentally altered customer behaviour and competitive dynamics in the sector (Verhoef et al., 2015). Tesco can improve customer engagement, raise basket size, and strengthen its market leadership position by expanding its digital capabilities and customisation tactics. According to Bharadwaj et al. (2013), in order to achieve a long-term competitive advantage, digital transformation must be thoroughly integrated with business strategy.
Tesco will be well positioned to increase financial resilience, protect profitability, and produce long-term value for shareholders by maintaining strong financial discipline, improving operational efficiency, and aligning investment strategy with changing customer behaviour.
[bookmark: _Toc1982065443]Recommendations to the Directors of Westward Plc:
Based on the discounted cash flow analysis and strategic review of the three proposed investment choices, it is advised that Westward Plc pursue a phased investment approach with the development of its internet sales platform as the primary pillar of its four-year expansion plan. The Net Present Value and Internal Rate of Return analysis show that this project strikes the best balance between capital efficiency and shareholder value creation, with a considerable positive NPV and an IRR that exceeds the firm's cost of capital. According to Brealey, Myers, and Allen (2020), companies should only invest in projects with a positive Net Present Value because they are expected to improve shareholder wealth. The online sales project's excellent financial performance suggests that it represents a value-creating opportunity that is well aligned with the firm's principal financial goal.
It is also recommended that Westward Plc pursue a diverse investment portfolio strategy when capital is available. The capital rationing analysis shows that the best mix of the retail growth and internet sales projects, augmented by a portion of the blinds manufacturing project, maximises total Net Present Value within the firm's investment budget. Under limited capital, enterprises should direct money to projects with the highest profitability index in order to maximise overall shareholder value (Hillier et al., 2020; Lumby and Jones, 2011). This portfolio-based approach allows Westward Plc to distribute operational and market risk across several revenue streams while ensuring that scarce financial resources are spent in the most value-enhancing way possible.
From a strategic standpoint, the increase of online sales represents a transformational opportunity that corresponds closely to long-term structural shifts in consumer purchasing behaviour. The rise of digital retailing has fundamentally altered competitive dynamics by enhancing price transparency, broadening geographical reach, and elevating customer expectations for convenience and service quality (Porter, 2001; Verhoef et al, 2015). Westward Plc will be better positioned to expand into new areas, increase customer engagement, and generate long-term brand loyalty by investing in a scalable e-commerce infrastructure. Furthermore, digital distribution channels have the potential to increase margin performance by reducing dependence on physical retail infrastructure and increasing operational flexibility (Laudon and Traver, 2023).
Westward Plc should pursue a balanced capital structure approach that prioritises retained earnings as the major source of finance for the proposed investment program. Retained profits are the most cost-effective source of financing because they avoid both the flotation costs associated with new share issue and the increased financial risk associated with excessive debt (Arnold, 2019; Brealey et al., 2020). According to Myers' (2001) pecking order theory, firms prefer internal finance over external funding due to the imbalance in information and the signalling implications of capital market operations.
When internal and borrowed resources are insufficient, equity offering should be considered as an additional source of financing. While equity financing does not impose fixed payback requirements, it dilutes current shareholder ownership and is often the most expensive type of capital due to higher necessary rates of return (Armold, 2019). According to Ross, Westerfield, and Jordan (2022), stock issuance may also be regarded by investors as a signal from management that the firm's shares are overvalued, which can have a negative impact on share price performance. Any equity capital should, therefore, be accompanied by a clear growth strategy and a believable value creation story.
Finally, it is suggested that the Board incorporate financial investment analysis into thorough operational and implementation planning. The success of the online sales strategy will be determined not just by financial investment, but also by the creation of a strong logistics infrastructure, customer-facing digital platforms, data analytics capabilities, and marketing competence. Christopher (2016) believes that supply chain integration and responsiveness are essential drivers of competitive advantage in digitally enabled retail markets. Furthermore, investing in customer experience platforms and data analytics can increase demand forecasting accuracy, inventory management, and personalisation of marketing campaigns (Wamba et al., 2017).
Investment in employee training, cybersecurity, and systems integration will also be required to assure scalable expansion and operational resilience. According to Bharadwaj et al. (2013), digital business strategy must be fully integrated with corporate strategy in order to provide a lasting competitive advantage. Westward Plc will be well positioned to provide sustainable growth, increase its competitive position, and generate long-term value for shareholders by combining financial discipline, operational excellence, and digital capabilities development.
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[bookmark: _Toc622475527]Appendices:
All financial figures and performance statistics in this report are derived from Tesco Plc's published annual financial statements for the financial years 2023/2024 and 2024/2025 (Tesco Plc, 2024; Tesco Plc, 2025), which were prepared in accordance with International Financial Reporting Standards (IFRS) and independently audited. These statements provide a dependable and transparent foundation for assessing the company's financial performance, position, and trends for the time period under consideration. The financial ratios used for this research were developed using standard approaches described in module lecture materials and established management accounting literature, including Key Management Ratios: Marr's 75 Measures Every Manager Should Know (2012). The use of known academic frameworks assures that the ratio analysis is both methodologically sound and comparable to industry best practice.
[bookmark: _Toc220263228]Appendix A:- Tesco Plc Financial Statement Summary (2023/2024 & 2024/2025)
(Extracted from Tesco Annual Reports and Financial Results)
[bookmark: _Toc631426204]Appendix A1 - Income Statement Summary:
	£ million
	2023/2024
	2024/2025

	Revenue
	61,477
	63,636

	Operating Profit
	2,821
	2,711

	Profit Before Tax
	1,497
	2,280

	Profit After Tax
	1,192
	1,630

	Taxation
	(305)
	(650)

	Earnings per Share (p)
	23.41p
	27.38p

	Dividend per Share (p)
	12.10p
	13.70p

	Finance Income
	272
	348

	Finance Costs
	(1,596)
	(1,481)



[bookmark: _Toc1079287633]Appendix A2 - Statement of Financial Position Summary
	£ million
	2023/2024
	2024/2025

	Non-Current Assets
	35,240
	28,315

	Current Assets
	11,799
	10,575

	Total Assets
	47,039
	38,890

	Non-Current Liabilities
	31,508
	22,264

	Current Liabilities
	15,665
	15,539

	Total Liabilities
	35,374
	27,228

	Shareholders’ Equity
	11,665
	11,662

	Net Debt
	9,684
	9,454

	Working Capital
	-3,866
	-4,964



Notes on the Business Environment of Tesco:
· Tesco runs more than 4,000 stores in the United Kingdom and is developing its online business.
· Aldi and Lidl are increasing their share of the UK grocery sector, which remains very competitive.
· Inflationary pressures on salaries, energy, and suppliers in 2024-25
· Tesco retained market leadership with approximately 27% market share in the UK.
[bookmark: _Toc1586367757]Appendix B — Financial Ratio Calculations & Workings
[bookmark: _Toc1027572614]Appendix B1 - Profitability Ratios
	Ratio
	Formula
	2023/2024
	2024/2025

	Operating Margin
	Operating Profit ÷ Revenue
	2,821 ÷ 61,477 = 4.59%
	2,711 ÷ 63,636 = 4.26%

	Net Profit Margin
	PAT ÷ Revenue
	1,192 ÷ 61,477 = 1.94%
	1,630 ÷ 63,636 = 2.56%

	ROE
	PAT ÷ Equity
	1,192 ÷ 11,665 = 10.22%
	1,630 ÷ 11,662 = 13.98%

	Gearing
	Net Debt ÷ (Net Debt + Equity)
	9,684 ÷ 21,349 = 45.4%
	9,454 ÷ 21,116 = 44.7%



[bookmark: _Toc1873866221]Operating Profit Margin:
Formula = Operating Profit ÷ Revenue × 100
	Ratios
	2023/2024
	2024/2025

	Operating Profit (£m)
	2,821
	2,711

	Revenue (£m)
	61,477
	63,636

	Operating Margin
	4.59%
	4.26%


2023/2024 calculation:
Operating Profit = £2,821 million
 Revenue = £61,477 million
Operating Margin=2,821 ÷ 61,477×100
=0.0459×100 
=4.59%
2024/2025 calculation:
Operating Profit = £2,711 million
 Revenue = £63,636 million
Operating Margin=2,711 ÷ 63,636×100
=0.0426×100 
=4.26%
[bookmark: _Toc1847056080]Net Profit Margin
Formula = Net Proft ÷ Sales × 100
	Ratios
	2023/2024
	2024/2025

	Profit After Tax (£m)
	1,192
	1,630

	Revenue (£m)
	61,477
	63,636

	Net Profit Margin
	1.94%
	2.56%



2023/2024 calculation:
Profit After Tax = £1,192 million
 Revenue = £61,477 million
Net Margin=1,192 ÷ 61,477×100\
=0.0194×100
=1.94%
2024/2025 calculation:
Profit After Tax = £1,630 million
 Revenue = £63,636 million
Net Margin=1,630 ÷ 63,636×100
=0.0256×100
=2.56%
[bookmark: _Toc1283093882]Return on Equity (ROE)
Formula = Profit After Interest and Tax ÷ Ordinary Shares + Reserves × 100
	Ratios
	2023/2024
	2024/2025

	Profit After Tax (£m)
	1,192
	1,630

	Equity (£m)
	11,665
	11,662

	ROE
	10.22%
	13.98%



2023/2024 calculations:
Profit After Tax = £1,192 million
 Equity = £11,665 million
ROE=1,192 ÷ 11,665×100
 =0.1022×100
=10.22%
2024/2025 calculations:
Profit After Tax = £1,630 million
 Equity = £11,662 million
ROE=1,630 ÷ 11,662×100
 =0.1398×100
=13.98%
[bookmark: _Toc984969914]Appendix B2 - Liquidity Ratios
[bookmark: _Toc1630999510]Working Capital
Formula = Current Assets − Current Liabilities
	Ratios
	2023/2024
	2024/2025

	Current Assets (£m)
	11,799
	10,575

	Current Liabilities (£m)
	15,665
	15,539

	Working Capital (£m)
	−3,866
	−4,964



2023/2024 calculations:
Current Assets = £11,799 million
Current Liabilities = £15,665 million
Working Capital=11,799−15,665 = −3,866 million
2024/ 2025 calculations:
Current Assets = £10,575 million
 Current Liabilities = £15,539 million
Working Capital=10,575−15,539 = −4,964 million
[bookmark: _Toc952588092]Current Ratio
Formula = Current Assets ÷ Current Liabilities
	Ratio
	2023/2024
	2024/2025

	Current Assets (£m)
	11,799
	10,575

	Current Liabilities (£m)
	15,665
	15,539

	Current Ratio
	0.75 : 1
	0.68 : 1



2023/2024 calculation:
Current Ratio=15,665 ÷ 11,799  
= 0.75:1
2024/2025 calculation:
Current Ratio=15,539 ÷ 10,575  
=0.68:1
[bookmark: _Toc68339422]Appendix B3 — Gearing Ratios

[bookmark: _Toc636396154]Gearing Ratio
Formula = Long Term Borrowings ÷ Shareholders Funds × 100
	Ratios
	2023/2024
	2024/2025

	Net Debt (£m)
	9,684
	9,454

	Equity (£m)
	11,665
	11,662

	Capital Employed (£m)
	21,349
	21,116

	Gearing
	45.4%
	44.7%



2023/2024 calculation:
Net Debt = £9,684 million
 Equity = £11,665 million

Capital Employed = 9,684+11,665=21,349
Gearing=9,684 ÷ 21,349×100
= 0.454×100
=45.4%

2024/2025 calculation: 
Net Debt = £9,454 million
 Equity = £11,662 million

Capital Employed=9,454+11,662=21,116
Gearing=9,454 ÷ 21,116×100
=0.447×100= 0.447 
=44.7%
[bookmark: _Toc1759851069]Efficiency Ratios
[bookmark: _Toc194446907]Asset Turnover
Formula = Profit before Interest and Tax ÷ Total Assets – Current Liabilities
	Ratios
	2023/2024
	2024/2025

	Revenue (£m)
	61,477
	63,636

	Total Assets (£m)
	47,039
	38,890

	Asset Turnover
	1.31 times
	1.64 times


2023/2024 calculation:
Revenue = £61,477 million
Total Assets = £47,039 million
Asset Turnover= 61,477 ÷ 47,039 =1.31 times
2024/2025 calculation:
Revenue = £63,636 million
 Total Assets = £38,890 million
Asset Turnover= 63,636 ÷ 38,890 =1.64 times
[bookmark: _Toc1352375721]Working Capital Turnover
Formula = Revenue ÷ Working Capital
	Ratios
	2023/2024
	2024/2025

	Revenue (£m)
	61,477
	63,636

	Working Capital (£m)
	−3,866
	−4,964

	WC Turnover
	−15.9 times
	−12.8 times



[bookmark: _Toc1835887616]Appendix B5 — Investor Ratios
[bookmark: _Toc552044628]Earnings Per Share (EPS)
	Ratios
	2023/2024
	2024/2025

	EPS
	23.41p
	27.38p


[bookmark: _Toc2124234198]Dividend Growth
Formula = Profit after Interest and Tax ÷ Dividend paid
Dividend Growth for 2023/2024:

Dividend Growth for 2024/2025:
(13.70 − 12.10) ÷ 12.10 × 100 = 13.2% growth
[bookmark: _Toc531502258]Investor Ratios
	Ratio
	2023/2024
	2024/2025

	EPS
	23.41p
	27.38p

	Dividend per Share
	12.10p
	13.70p

	Dividend Growth
	11.3%
	13.2%



[bookmark: _Toc1661582114]Appendix C: - Project Overview and Cash Flow Assumptions
This appendix contains the background assumptions that were used in the investment appraisal.
Westward Plc is looking at three four-year investment projects that are mutually incompatible. Each project requires an initial capital investment in Year 0 and produces operating cash inflows over four years. The company is subject to 25% UK corporation tax and is eligible for annual capital allowances of 20% on a straight-line basis.
All cash flows are expected to occur at the end of each year, and tax is considered to be paid in the same year that profits are generated. The cost of capital is assumed to be 6%, which is the weighted average cost of capital for the firm.
[bookmark: _Toc1231739427]Project Summary:
	Project
	Description
	Initial Investment (£)

	A
	Retail outlet expansion
	600

	B
	Development of internet sales
	1,000

	C
	Wooden and Roman blinds production
	1,600



[bookmark: _Toc1180933500]Forecast Operating Cash Flows (Before Tax)
	Year
	Project A
	Project B
	Project C

	1
	200
	400
	450

	2
	400
	450
	700

	3
	500
	720
	900

	4
	700
	980
	1,200



[bookmark: _Toc931669796]Appendix D — Capital Allowances and Tax Shield Calculations
Capital allowances allow taxpayers to deduct eligible capital expenditures. The straight-line strategy allows you to write off 20% of your initial investment each year.
The tax shield represents the reduction in tax payable resulting from the capital allowance and is calculated as follows:
Tax Shield = Capital Allowance × Corporation Tax Rate
[bookmark: _Toc380602707]Capital Allowance Calculation
	Project
	Initial Investment (£)
	Annual Allowance (20%)
	Tax Rate
	Annual Tax Shield

	A
	600
	120
	25%
	30

	B
	1,000
	200
	25%
	50

	C
	1,600
	320
	25%
	80



[bookmark: _Toc379201564]Appendix E — Net Annual Project Cash Flows (After Tax Shield)
Net project cash flows are calculated by adding the tax shield to the operating cash inflow.
Net Cash Flow = Operating Cash Flow + Tax Shield
[bookmark: _Toc1551568661]Project A
	Year
	Operating CF
	Tax Shield
	Net CF

	1
	200
	30
	230

	2
	400
	30
	430

	3
	500
	30
	530

	4
	700
	30
	730



[bookmark: _Toc1667925391]Project B:
	Year
	Operating CF
	Tax Shield
	Net CF

	1
	400
	50
	450

	2
	450
	50
	500

	3
	720
	50
	770

	4
	980
	50
	1,030



[bookmark: _Toc335130603]Project C:
	Year
	Operating CF
	Tax Shield
	Net CF

	1
	450
	80
	530

	2
	700
	80
	780

	3
	900
	80
	980

	4
	1,200
	80
	1,280



[bookmark: _Toc1056354390]Appendix F — Discounting Methodology and Discount Factors
Discounting represents the time value of money, acknowledging that a pound today is more valuable than a pound in the future due to opportunity cost, inflation, and risk.
The discount factor is calculated using the formula:
Discount Factor = 1 ÷ (1+r)t
r = discount rate (6%)
t = year
	Year
	Formula
	Discount Factor

	1
	1 / (1.06¹)
	0.943

	2
	1 / (1.06²)
	0.890

	3
	1 / (1.06³)
	0.840

	4
	1 / (1.06⁴)
	0.792



[bookmark: _Toc9467185]Appendix G — Net Present Value (NPV) Calculations
The Net Present Value represents the sum of discounted future cash flows minus the initial investment.
NPV=∑(1+r)tCash Flowt  −Initial Investment
[bookmark: _Toc1174542821]Project A — NPV Calculation
	Year
	Net CF
	Discount Factor
	Present Value

	0
	(600)
	1.000
	(600)

	1
	230
	0.943
	217

	2
	430
	0.890
	383

	3
	530
	0.840
	445

	4
	730
	0.792
	578



Total PV = 217 + 383 + 445 + 578 = 1,623 
NPV=1,623−600=£1,023k
[bookmark: _Toc344891315]Project B — NPV Calculation
	Year
	Net CF
	Discount Factor
	Present Value

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

	1
	450
	0.943
	424

	2
	500
	0.890
	445

	3
	770
	0.840
	647

	4
	1,030
	0.792
	816



Total PV = 2,332 
NPV = 2,332 − 1,000 = £1,332k
[bookmark: _Toc814647338]Project C — NPV Calculation
	Year
	Net CF
	Discount Factor
	Present Value

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

	1
	530
	0.943
	500

	2
	780
	0.890
	694

	3
	980
	0.840
	823

	4
	1,280
	0.792
	1,014



Total PV = 3,031 
NPV = 3,031 − 1,600 = £1,431k
[bookmark: _Toc1762629691]Appendix H — Internal Rate of Return (IRR) Methodology and Calculation
The internal rate of return is the discount rate at which the net present value (NPV) equals zero.
The IRR is calculated using trial discount rates and interpolation.
[bookmark: _Toc1106951406]Project B — IRR Calculation
At 20%
	Year
	Net CF
	DF (20%)
	PV

	1
	450
	0.833
	375

	2
	500
	0.694
	347

	3
	770
	0.579
	446

	4
	1,030
	0.482
	497



Total PV = 1,665 
NPV 20% = +665
At 40%
	Year
	Net CF
	DF (40%)
	PV

	1
	450
	0.714
	321

	2
	500
	0.510
	255

	3
	770
	0.364
	280

	4
	1,030
	0.260
	268



Total PV = 1,124 
NPV40% = +124
[bookmark: _Toc931597912]Interpolation
IRR = 20 + 665 ÷ 665 - 124 × (40−20) 
IRR = 44.6% 
[bookmark: _Toc1242964142]Appendix I — Profitability Index and Capital Rationing
The profitability index (PI) measures the value created per pound invested.
PI = Initial Investment ÷ PV of Inflows
	Project
	PV Inflows
	Investment
	PI

	A
	1,623
	600
	2.71

	B
	2,332
	1,000
	2.33

	C
	3,031
	1,600
	1.89



[bookmark: _Toc1324154177]Capital Rationing Decision (£2.5m limit)
Optimal ranking:
1. Project A
2. Project B
3. Project C
Investment allocation:
· Project A = £600k
· Project B = £1,000k
· Remaining = £900k
· Proportion of Project C = 900 / 1,600 = 56%
[bookmark: _Toc1637325231]Appendix J — Summary of Financial Results
	Project
	Investment
	NPV (£000)
	IRR
	PI

	A
	600
	1,023
	38.9%
	2.71

	B
	1,000
	1,332
	44.6%
	2.33

	C
	1,600
	1,431
	31.4%
	1.89
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