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Introduction 

In an environment characterised by heightened economic uncertainty, capital 
constraints, and increased scrutiny of corporate performance, rigorous financial 
analysis has become central to effective managerial decision-making. This 
assignment provides a comprehensive financial evaluation of General Electronics, 
integrating financial statement analysis with investment appraisal techniques to 
assess the firm’s current financial health and its capacity for value creation. 

The analysis begins with a systematic examination of the firm’s published financial 
statements to evaluate profitability, liquidity, solvency, and cash flow sustainability. 
Financial ratios and trend analysis are employed as diagnostic tools to identify 
structural weaknesses, operational risks, and signs of financial distress, consistent 
with established principles of financial analysis (Atrill and McLaney, 2023; Penman, 
2013). This assessment establishes the financial context within which strategic 
decisions must be made. 

Building on this foundation, the assignment applies capital budgeting techniques, 
including Net Present Value (NPV), Internal Rate of Return (IRR), Payback Period, 
Accounting Rate of Return (ARR), and the Profitability Index, to evaluate competing 
investment projects under a capital rationing constraint. The analysis prioritises 
shareholder value maximisation, aligning with modern corporate finance theory that 
identifies NPV as the primary criterion for investment selection (Brealey, Myers and 
Allen, 2020). 

By integrating financial diagnostics with strategic investment appraisal, this 
assignment moves beyond mechanical calculation to provide evidence-based 
recommendations that address both short-term financial pressures and long-term 
value recovery. 

 

 

 

1. Financial Health Check  
 

1.1  Analyse the firm’s financial statements 

A financial health check provides a structured evaluation of a firm’s economic viability, 
operational efficiency, and long-term sustainability through systematic analysis of its 
financial statements. By examining the income statement, statement of financial 
position, and cash flow statement, this analysis assesses the firm’s profitability, 
liquidity, solvency, and efficiency, which collectively indicate its capacity to generate 
value and meet financial obligations over time. 

Financial statement analysis goes beyond reporting historical performance. It serves 
as a diagnostic tool to identify structural weaknesses, financial risks, and trends that 
may threaten shareholder value or constrain strategic flexibility. As Atrill and McLaney 
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argue, ratio-based and trend-based analysis enables stakeholders to interpret raw 
accounting numbers in a way that supports informed decision-making and capital 
allocation (Atrill and McLaney, 2023). Similarly, Brealey, Myers and Allen emphasise 
that understanding a firm’s financial condition is a prerequisite for evaluating 
investment decisions, cost of capital, and long-term value creation (Brealey, Myers 
and Allen, 2020). 

In this context, the financial health check focuses on key performance indicators 
across profitability, liquidity, leverage, and cash flow adequacy to determine whether 
the firm is financially resilient or exhibiting signs of distress. This assessment provides 
the analytical foundation for subsequent strategic recommendations, including 
investment appraisal, capital budgeting decisions, and turnaround considerations. 

P&L Statement Analysis  
Table 1. Profit & Loss key lines (£m)  

£m 2020 2021 2022 2023 2024 

Net Sales 614,680 601,602 542,751 420,457 394,879 

Cost of Sales -438,424 -428,586 -390,459 -322,897 -280,885 

Gross Profit 176,256 173,016 152,292 97,560 113,994 

Operating 
expense 

138,989 149,763 137,744 182,861 129,291 

Operating 
Income(loss) 

37,267 23,253 14,548 -85,301 -15,297 

Interest 
Income(expense) 

-1,422 -566 -2,200 -4,332 -3,361 

Income taxes -5,333 -10,779 -10,986 -5,984 -5,431 

Net Income(loss) 38,572 5,301 407 -98,238 -24,029 
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Figure 1. Revenue trend (Net Sales). 

 

 

Figure 2. Gross profit vs operating income (EBIT). 
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Figure 3. Net income (loss). 

 

 

Figure 4. 2024 cost burden mix (COGS, Opex, Interest, Taxes). 
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The Profit & Loss (P&L) statement summarises operating and financing performance 
over a period, reflecting the identity Sales − Expenses = Profits. Using the firm’s 
reported figures (Table 1), General Electronics shifts from strong profitability in 2020–
2021 to deep losses in 2023–2024. Revenue falls from £614,680m (2020) to 
£394,879m (2024), indicating a sustained demand or competitiveness shock. 
Financial statement research shows that persistent revenue contraction is often an 
early distress signal when it coincides with weak cost adjustment (Beaver, 1966; 
Ohlson, 1980). Cost of sales declines with revenue, but not proportionately, so gross 
profit compresses in 2023 (Figure 2). More critically, operating expenses are 
structurally high: in 2023 operating expenses (£182,861m) exceed gross profit 
(£97,560m), producing a large negative operating income (EBIT) of £(85,301)m. This 
pattern is consistent with operating leverage and cost rigidity accelerating downturns 
in financially strained firms (Asquith, Gertner and Scharfstein, 1994). Below the 
operating line, net interest cost remains a persistent drag (Figure 4), and the firm 
reports net losses of £(98,238)m in 2023 and £(24,029)m in 2024 (Figure 3). Distress 
evidence suggests that when EBIT turns persistently negative, firms tend to face a 
heightened likelihood of creditor pressure, renegotiation, and restructuring activity 
(Gilson, John and Lang, 1990; Hotchkiss, 1995). From a CFO viewpoint, the P&L 
therefore signals not only declining profitability, but a weakened earnings engine that 
must be repaired through cost base redesign, tighter capital discipline, and financing 
strategy aligned with risk and liquidity realities (Graham and Harvey, 2001; Myers, 
1977). 

 

1.2 Perform a full ratio analysis (profitability, liquidity, efficiency, gearing, 
investment, cash flow) 

The tables below summarise the required ratio categories computed from the provided 
statements (2020–2024). Interpretation focuses on trends and the interactions 
between profitability, liquidity, efficiency and leverage, consistent with evidence that 
ratio patterns can signal distress years before formal failure (Beaver, 1966; Ohlson, 
1980). 

Table 2. Profitability ratios 

Margins are shown as ratios; multiply by 100 for %. ROCE uses EBIT/(Total 
assets−Current liabilities). 

Year Gross margin Operating 
margin 

Net margin ROCE 

2020 0.287 0.061 0.063 0.113 

2021 0.288 0.039 0.009 0.079 

2022 0.281 0.027 0.001 0.051 
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2023 0.232 -0.203 -0.234 -0.438 

2024 0.289 -0.039 -0.061 -0.093 

 

Table 3. Liquidity ratios 

Quick ratio excludes inventory; liquidity should be interpreted alongside cash-flow 
coverage. 

Year Current ratio Quick ratio 

2020 1.821 1.150 

2021 1.555 0.935 

2022 1.562 0.914 

2023 1.606 1.059 

2024 1.532 1.031 

 

 

Table 4. Efficiency ratios 

Year Asset turnover Fixed asset turnover 

2020 1.205 7.042 

2021 1.179 8.059 

2022 1.077 8.644 

2023 1.181 9.423 

2024 1.221 11.544 
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Table 5. Gearing (leverage) ratios 

Interest coverage uses EBIT / |net interest|; negative EBIT implies weak coverage. 

Year Debt ratio Debt-to-equity Interest coverage 
(EBIT/Int) 

2020 0.386 0.628 26.207 

2021 0.459 0.849 41.083 

2022 0.468 0.878 6.613 

2023 0.497 0.989 -19.691 

2024 0.527 1.112 -4.551 

 

Table 6. Investment ratios 

ROIC approximated using NOPAT with a flat 25% tax rate and net debt proxy (lines 
of credit + lease obligations − cash). 

Year ROA ROIC (approx) EPS (basic) 

2020 0.076 0.096 2.780 

2021 0.010 0.061 0.390 

2022 0.001 0.036 0.030 

2023 -0.276 -0.419 -7.640 

2024 -0.074 -0.089 -1.850 

 

Table 7. Cash flow ratios 

Free cash flow ≈ Operating cash flow − (PPE capex + intangible capex). Other cash-
flow ratios are dimensionless. 

Year OCF ratio CF to debt 
(OCF/TL) 

CF margin Free cash flow 
(£m) 
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2020 0 0 0 59,861 

2021 0 0 0 -20,270 

2022 0 0 0 -38,245 

2023 0 0 0 -43,565 

2024 0 0 0 -31,741 

 

 

Figure 5. Profitability margins trend (gross, operating, net). 
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Figure 6. Liquidity ratios trend (current and quick). 

 

 

 

Figure 7. Leverage and interest coverage trend 
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Figure 8. Current assets mix (2024). 

 

Profitability deteriorates materially after 2021: operating and net margins turn sharply 
negative in 2023–2024 (Figure 5), while ROCE collapses, indicating that capital 
employed is no longer generating operating returns. Such sustained margin and return 
deterioration is consistent with empirical distress patterns where revenue shocks 
interact with cost rigidity and past capital misallocation (Asquith, Gertner and 
Scharfstein, 1994; Hotchkiss, 1995). Liquidity looks superficially adequate because 
the current and quick ratios remain around or above conventional thresholds (Figure 
6), but this should not be read as safety: firms can remain liquid while becoming 
economically insolvent, and managers often defend liquidity through financing rather 
than value creation (Graham and Harvey, 2001). Efficiency ratios are mixed: asset 
turnover stays comparatively stable because the asset base contracts alongside sales, 
while fixed-asset turnover rises, which can reflect asset disposals (‘shrink-to-survive’) 
rather than genuine productivity gains. Leverage trends are more concerning: the debt 
ratio increases and debt-to-equity rises into 2024, while interest coverage becomes 
weak or negative in loss years (Figure 7). Corporate borrowing theory predicts that 
higher leverage increases financial risk and reduces flexibility under earnings volatility 
(Myers, 1977). From an agency perspective, weak returns and negative free cash flow 
can also intensify value-destructive behaviours unless governance forces discipline 
(Jensen, 1986). Cash-flow ratios confirm fragility: operating cash flow covers a 
shrinking share of current liabilities, cash flow to debt weakens, and free cash flow is 
negative in most years, indicating the business is not self-funding investment. Overall, 
the ratio set signals rising distress risk and supports the need for immediate liquidity 
and capital discipline reforms, consistent with bankruptcy-prediction evidence that 
ratio trajectories provide early warning (Altman, 1968; Zmijewski, 1984). 

 

1.3 Identify Trends, Strengths and Threats 
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Trends are evaluated as forward-looking risk signals rather than isolated ratio 
movements. Empirical studies show that multi-year patterns in profitability, liquidity, 
leverage and cash flow can provide early warning of distress and the need for 
restructuring, but interpretation requires judgement and triangulation across indicators 
(Beaver, 1966; Altman, 1968; Zmijewski, 1984). 

Table 8. Integrated trend dashboard (2020–2024) 

This dashboard consolidates key KPIs to highlight the direction and intensity of change 
across the period. 

Year Revenu
e (£m) 

Gross 
margi
n 

Operatin
g margin 

Net 
margi
n 

Workin
g 
capital 
(£m) 

Curren
t ratio 

Quic
k 
ratio 

Debt-
to-
equit
y 

Interest 
coverag
e 

OCF 
(£m) 

FCF 
(£m) 

CCC 
(day
s) 

2020 614,680 0.287 0.061 0.063 147,333 1.821 1.150 0.628 26.207 77,35
2 

59,861 113.
6 

2021 601,602 0.288 0.039 0.009 120,359 1.555 0.935 0.849 41.083 26,83
3 

-
20,270 

117.
0 

2022 542,751 0.281 0.027 0.001 121,567 1.562 0.914 0.878 6.613 10,40
6 

-
38,245 

156.
6 

2023 420,457 0.232 -0.203 -0.234 97,703 1.606 1.059 0.989 -19.691 25,19
0 

-
43,565 

136.
7 

2024 394,879 0.289 -0.039 -0.061 84,203 1.532 1.031 1.112 -4.551 14,82
2 

-
31,741 

124.
6 

The data show a structural break after 2021, with revenue decline and sharp margin 
compression (Figures 9–10). Leverage increases as equity erodes, while interest 
coverage weakens (Figure 3). Although operating cash flow remains positive in the 
late period, free cash flow is negative in most recent years (Figure 12), which is 
consistent with firms that can sustain operations temporarily but are losing economic 
viability, increasing the likelihood of creditor-driven restructuring (Asquith, Gertner and 
Scharfstein, 1994; Gilson, John and Lang, 1990). 
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Figure 9. Revenue trend. 
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Figure 10. Margin deterioration. 

 

 

Figure 11. Leverage and interest coverage. 
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Figure 12. Operating cash flow vs free cash flow. 

 

 Figure 13. Cash conversion cycle (CCC). 
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Figure 14. Liabilities split (2024). 

Table 9. Strengths (evidence-based) 

Strengths are factors that increase turnaround optionality or buy time, not proof of 
long-run health. 

Strength Evidence 

Operating cash flow remains positive in 
2023–2024 (buys time for turnaround) 

CFO: 25,190 (2023), 14,822 (2024) 

Liquidity ratios not in immediate collapse 
(headline current/quick remain broadly 
>1) 

Current ratio range: 1.53–1.82; Quick ratio 
range: 0.91–1.15 

Gross profit remains positive across the 
period (contribution still exists) 

Gross profit range: 97,560–176,256 (£m) 

Asset base contraction may reduce 
capital tied up and improve optionality if 
managed 

Total assets: 510,348 (2021) → 323,354 
(2024) 

Positive operating cash flow improves restructuring options and short-term solvency, 
but research and practitioner evidence indicate that liquidity preservation is often 
prioritised in distress, sometimes delaying deeper operational fixes (Graham and 
Harvey, 2001). Maintaining positive gross profit suggests the firm still has contribution 
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at the product level, implying that the problem is concentrated in overhead absorption, 
operating model fit, and financing burden. 

Table 10. Threats (downside drivers) 

Threats are mechanisms that can convert a liquidity issue into solvency failure, often 
triggering renegotiation or reorganisation. 

Threat Evidence 

Structural revenue decline after 2021 
(weak demand/competitiveness) 

Sales: 601,602 (2021) → 394,879 (2024) 

Operating profitability collapse (EBIT 
negative) and persistent losses 

EBIT: 23,253 (2021) → -85,301 (2023); Net 
income: -98,238 (2023) 

Rising leverage with weak/negative 
interest coverage (refinancing risk) 

Debt-to-equity: 1.11; Interest coverage: -
19.69 (2023), -4.55 (2024) 

Negative free cash flow in recent years 
(self-funding constraint) 

FCF: -38,245 (2022), -43,565 (2023), -
31,741 (2024) 

Volatile/lengthening cash conversion 
cycle (working capital risk) 

CCC: 117.0 (2021) → 124.6 (2024) 

The dominant threat is the combination of sustained revenue decline and cost rigidity, 
driving persistent EBIT losses and equity erosion. Distress studies show that when 
firms display prolonged operating losses alongside high leverage, creditor intervention 
and restructuring become more likely (Asquith, Gertner and Scharfstein, 1994; Gilson, 
John and Lang, 1990). Borrowing theory implies higher leverage reduces strategic 
flexibility and increases expected distress costs under volatility (Myers, 1977). 
Negative free cash flow may also intensify agency problems if management engages 
in defensive actions that protect control rather than value (Jensen, 1986). 

Overall, the trend set supports the conclusion that General Electronics remains liquid 
but increasingly fragile. The evidence argues for immediate working-capital discipline 
and a broader restructuring plan to restore operating profitability and reduce leverage, 
consistent with failure-prediction research and observed post-distress pathways 
(Altman, 1968; Hotchkiss, 1995; Zmijewski, 1984). 

 

1.4 Altman Z-Score Default Risk Assessment  
The Altman Z-Score model, developed by Edward Altman (1968), combines multiple 
accounting-based ratios into a single indicator to assess bankruptcy risk. It acts as a 
financial health thermometer by synthesising liquidity, cumulative profitability, 
operating efficiency, solvency and asset efficiency into one score. The model is widely 
used as an early-warning tool when interpreted over time rather than as a single-period 
snapshot. 
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Table 11. Altman Z-Score components computed from the firm’s financial 
statements (2020–2024). 

Year X1 WC/TA X2 RE/TA X3 
EBIT/TA 

X4 Eq/TL 
(proxy) 

X5 
Sales/TA 

Z-score 

2020 0.289 0.637 0.073 1.591 1.205 3.638 

2021 0.236 0.647 0.046 1.177 1.179 3.225 

2022 0.241 0.656 0.029 1.138 1.077 3.063 

2023 0.275 0.653 -0.240 1.011 1.181 2.241 

2024 0.260 0.645 -0.047 0.899 1.221 2.820 

 

X₁ (working capital to total assets) captures short-term liquidity and weakens as 
current liabilities grow faster than current assets. X₂ reflects profitability history through 
retained earnings; declining values indicate that accumulated profits are insufficient to 
absorb recent losses. X₃ measures operating efficiency; negative EBIT in the later 

years materially depresses the score. X₄ represents solvency; in the absence of 
market values, book equity over total liabilities is used as a conservative proxy, 
showing reduced creditor protection. X₅ captures asset efficiency and declines 
alongside falling sales relative to assets. 

 

Figure 15. Altman Z-Score trend and risk zones. 
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The Z-Score trajectory moves from the safe or upper-grey zone in the early years 
toward the grey and distress zones by 2023–2024. Using Altman’s thresholds, scores 
below 1.81 indicate high default risk, while values between 1.81 and 2.99 signal 
caution. The firm’s movement into this range implies elevated bankruptcy risk if 
corrective action is delayed. Although the Z-Score is backward-looking and sensitive 
to accounting assumptions, its conclusions are reinforced by concurrent deterioration 
in profitability, leverage and cash-flow indicators, supporting a high default-risk 
assessment and the need for urgent restructuring measures. 

 

 

 

 

2. Working Capital Management Analysis  
This section evaluates the firm’s cash operating cycle and recommends working-
capital reforms to improve liquidity, followed by a comparison of short-term versus 
long-term financing choices. Working capital management is central to liquidity and 
survival because it governs the speed at which sales are converted into cash. 
Empirical evidence links tighter working capital control to improved profitability and 
liquidity, particularly through reductions in receivables and inventory days (Deloof, 
2003; García-Teruel and Martínez-Solano, 2007). 

2.1 Assess the cash operating cycle (COC) 
Table 12.  summarises receivables, inventory and payables dynamics and 
computes AR days, inventory days, AP days and the cash conversion cycle 
(CCC). 

Year Accounts 
receivable 
(£m) 

Inventory 
(£m) 

Accounts 
payable 
(£m) 

AR 
days 

Inventory 
days 

AP 
days 

CCC 
(days) 

Inventory 
turnover (x) 

2020 139,118 120,430 83,229 82.61 100.26 69.29 113.58 3.64 

2021 134,227 134,469 92,707 81.44 114.52 78.95 117.00 3.19 

2022 137,211 140,181 71,373 92.27 131.04 66.72 156.60 2.79 

2023 116,836 88,273 57,033 101.43 99.78 64.47 136.74 3.66 

2024 124,528 79,355 72,031 115.11 103.12 93.60 124.62 3.54 

AR days capture how long cash is tied up in customer credit, inventory days measure 
how long stock sits before sale, and AP days reflect supplier financing. CCC (AR days 
+ inventory days − AP days) therefore approximates the net time cash is committed to 
operations. A rising CCC implies that liquidity is being absorbed by operations, 
increasing reliance on financing. In the dataset, CCC remains elevated and volatile, 
indicating heightened working-capital risk during a period of weakening profitability. 
Consistent with empirical findings, prolonged increases in CCC can erode liquidity and 
worsen distress risk, particularly when external finance tightens (Deloof, 2003). 
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Figure 16. AR, Inventory and AP days. 

 

Figure 17. Cash conversion cycle (CCC). 
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Figure 18. Net working capital (CA−CL). 

 

Figure 19. Current assets mix (2024). 
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2.2 Working capital reforms to improve liquidity 
Working-capital reforms should be prioritised by (i) size of cash impact, (ii) speed of 
implementation, and (iii) strategic side-effects. Evidence on working capital and 
profitability supports targeting receivables and inventory first, while managing 
payables carefully to avoid damaging supplier reliability (Deloof, 2003; García-Teruel 
and Martínez-Solano, 2007). 

Table 13. Provides an illustrative cash impact of practical reforms using 2024 daily 
sales and daily COGS as the scaling base. 

Reform lever Illustrative cash impact (£m) 

Reduce AR days by 5 5409.3 

Reduce inventory days by 7 5386.8 

Extend AP days by 5 3847.7 

Even modest improvements in AR days and inventory days can release material cash 
because they scale with daily sales and daily COGS. However, CFO judgement is 
needed to manage second-order effects. Aggressive payables stretching can shift 
stress onto suppliers, increase input risk, and damage resilience. Practitioner evidence 
indicates that during stress, managers often prioritise liquidity buffers and financing 
flexibility, sometimes delaying deeper operational fixes (Graham and Harvey, 2001). 
To avoid value-destructive short-termism and agency problems, reforms should 
combine tighter credit governance (invoice discipline, dispute resolution, customer 
segmentation) and inventory rationalisation with selective supplier renegotiation rather 
than blanket extension (Jensen, 1986). 

2.3 Short-term vs long-term financing options 
Working-capital reforms reduce the financing requirement, but the firm’s weakened 
profitability and elevated distress risk mean financing structure remains crucial. Short-
term borrowing can be efficient for seasonal working-capital needs, yet it exposes the 
firm to rollover risk and lender withdrawal at precisely the wrong moment. Borrowing 
theory suggests shorter maturities and higher leverage reduce flexibility under 
earnings volatility (Myers, 1977). Distress evidence also shows that as firms approach 
default, private workouts and renegotiation become central mechanisms for survival 
(Gilson, John and Lang, 1990). 

Table 14. Contrasts short-term and long-term financing from a CFO control and risk 
perspective. 

Dimension Short-term finance Long-term finance 

Cost (typical) Often lower headline rate 
but variable 

Often higher all-in cost; 
fixed/locked 

Refinancing risk High (rollover/withdrawal 
risk) 

Lower (locked maturity) 

Covenant/constraint risk Can tighten quickly Covenants may restrict 
strategy 
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Flexibility High day-to-day Lower once issued 

Best use-case in distress Bridge liquidity gaps; 
seasonal WC 

Stabilise capital structure; fund 
restructuring 

For General Electronics, an over-reliance on short-term funding would be fragile 
because operating performance is weak and refinancing conditions can tighten 
quickly. A balanced approach is recommended: implement working-capital reforms to 
release internal liquidity, while extending maturities (and/or raising equity where 
feasible) to reduce rollover risk. Evidence from distress episodes suggests that 
successful resolution typically combines operational stabilisation with financial 
restructuring that restores flexibility and creditor confidence (Asquith, Gertner and 
Scharfstein, 1994; Hotchkiss, 1995). 

 

 

 

 

 

 

3. Strategic Financial Restructuring Plan 

3.1 Recommended financial restructuring options 
This section proposes a coherent financial restructuring plan aimed at restoring 
solvency, protecting liquidity, and rebuilding long-term value. Empirical evidence 
demonstrates that firms in financial distress rarely recover through isolated actions; 
instead, successful turnarounds combine balance-sheet restructuring with selective 
operational refocusing (Asquith, Gertner and Scharfstein, 1994; Gilson, John and 
Lang, 1990). 

Table 15. Core restructuring options and strategic rationale 

Option Description Strategic rationale 

Asset divestiture Sale of non-core or 
underperforming assets or 
business units 

Releases immediate cash, 
reduces capital employed, 
sharpens strategic focus 

Equity injection New equity via rights issue 
or strategic investor 

Strengthens balance sheet, 
lowers leverage, restores 
creditor confidence 

Debt restructuring Extension of maturities, 
covenant reset, or debt-for-
equity swap 

Reduces short-term 
refinancing pressure and 
interest burden 

Merger or strategic 
alliance 

Combination with or 
partnership alongside a 
complementary firm 

Delivers scale economies, 
synergies, and access to new 
markets 

Explanation: Asset divestiture is often the fastest route to liquidity improvement and is 
particularly effective when assets are peripheral to the core strategy. Equity injections, 
although dilutive, are associated with improved post-distress survival when they 
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restore solvency and enable reinvestment (Hotchkiss, 1995). Debt restructuring 
improves near-term viability but is most effective when paired with operational and 
strategic changes rather than treated as a standalone solution (Gilson, John and Lang, 
1990). 

3.2 Impact on shareholder value, debt structure, and operational flexibility 
Each restructuring option has distinct implications for shareholder value, capital 
structure, and managerial flexibility. In distress contexts, preserving the going-concern 
option often dominates short-term equity value maximisation, as liquidation typically 
destroys value (Asquith, Gertner and Scharfstein, 1994). 

Table 16. Impact assessment of restructuring options 

Option Impact on 
shareholder value 

Impact on debt 
structure 

Impact on 
operational 
flexibility 

Divestiture Potential short-term 
value uplift if assets 
sold above book 
value 

Improves leverage 
ratios and debt 
capacity 

Greater strategic 
focus but reduced 
scale 

Equity injection Dilution risk offset by 
survival and option 
value preservation 

Strengthens 
solvency and lowers 
default risk 

High flexibility due to 
reduced financial 
pressure 

Debt restructuring Protects equity in 
short term but may 
cap upside 

Extends maturities; 
may impose tighter 
covenants 

Moderate flexibility 
constrained by 
lenders 

Merger/Alliance Value depends on 
synergies and 
execution quality 

Debt may be 
refinanced or pooled 
at group level 

Potentially high, but 
integration risk is 
significant 

Capital structure theory highlights that excessive leverage increases the expected cost 
of financial distress and reduces flexibility (Myers, 1977). From an agency perspective, 
negative free cash flow and high leverage can incentivise value-destructive behaviour, 
making equity-based solutions and debt-for-equity swaps attractive despite dilution 
concerns (Jensen, 1986). 

3.3 International and ethical considerations 
In an international operating environment, restructuring decisions must incorporate 
cross-border taxation, currency risk, inflation exposure, and corporate social 
responsibility (CSR). These factors materially influence both financial outcomes and 
long-term legitimacy. 

 

 

 

Table 17. International and ethical considerations 

Dimension Key issue Restructuring implication 
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Taxation Different tax regimes and 
loss-utilisation rules 

Structure divestitures and 
equity injections to preserve 
tax shields 

Currency risk Mismatch between revenue 
and debt currencies 

Adopt hedging and natural 
currency matching strategies 

Inflation Rising input and financing 
costs 

Favour longer-maturity, 
fixed-rate funding where 
feasible 

CSR and ethics Impact on employees, 
suppliers, and communities 

Ethical restructuring protects 
reputation and long-term 
value 

International evidence indicates that unmanaged currency and tax exposures can 
undermine restructuring efforts. Ethically, aggressive cost-cutting or supplier pressure 
may deliver short-term liquidity but weaken operational resilience and stakeholder 
trust. Responsible restructuring aligns with sustainable value creation and reduces the 
risk of repeat distress. 

Overall, a phased restructuring strategy is recommended, combining targeted asset 
divestitures, selective equity injection, and negotiated debt restructuring. This 
integrated approach aligns with empirical evidence on successful corporate 
turnarounds and preserves operational flexibility while protecting long-term 
shareholder value (Asquith, Gertner and Scharfstein, 1994; Gilson, John and Lang, 
1990; Hotchkiss, 1995). 

 

 

 

 

 

 

4. Investment Appraisal and Capital Budgeting  

 

This section evaluates three proposed investment projects (A, B, and C) to 
determine the optimal capital allocation under a rationing constraint of £60 million. 
The analysis utilises five key appraisal metrics: Payback Period (PBP), Accounting 
Rate of Return (ARR), Net Present Value (NPV), Profitability Index (PI), and 
Internal Rate of Return (IRR).  

 

4.1 Investment Appraisal Calculations  

Assumptions:  

• Discount Rate (𝑟): 10%  

• Depreciation: Straight-line to zero over 5 years.  

• ARR Formula: ARR =
Average Annual Profit

Average Investment
 where Average Investment =

Initial Investment

2
.  
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• Taxation: Analysis assumes cash flows are net of tax.  

 

Table 18: Summary of Investment Appraisal Metrics 

Metric Project A Project B Project C 

Initial Investment £40m £30m £50m 

Total Net Cash Inflows £54m £30m £75m 

Net Profit (Total CF - Inv) £14m £0m £25m 

Average Annual Profit £2.8m £0m £5.0m 

Payback Period (PBP) 3.4 years 5.0 years 3.6 years 

ARR (Avg Inv) 14.0% 0.0% 20.0% 

NPV (at 10%) £1.33m (£7.26m) £4.23m 

Profitability Index (PI) 1.03 0.76 1.08 

 

Detailed Workings 

1. Project A (£40m Investment)  

o PBP: Cumulative cash flows turn positive in Year 4.  
o Years 1-3 Cumulative: 10 + 12 + 14 = £36m. Shortfall = 40 − 36 = 4.  
o Year 4 Cash Flow: 10. Fraction required: 4/10 = 0.4.  
o PBP = 3.4 years.  

• NPV: ∑
𝐶𝐹𝑡

(1.1)𝑡
− 𝐼0  

• 𝑃𝑉 =
10

1.1
+

12

1.21
+

14

1.331
+

10

1.4641
+

8

1.6105
= 9.09 + 9.92 + 10.52 + 6.83 + 4.97 =

41.33.  

• 𝑁𝑃𝑉 = 41.33 − 40 = £1.33m.  

• ARR: Avg Inv = 40/2 = 20. Avg Profit = 14/5 = 2.8.  

• ARR = 2.8/20 = 14%. 



 

26 
 

 

2. Project B (£30m Investment)  

o PBP: Cumulative cash flows reach £30m exactly at the end of Year 5 
(6 × 5 = 30). PBP = 5.0 years.  

• NPV: This is a 5-year annuity of £6m.  
o 𝑃𝑉 = 6 × 3.7908 (Annuity Factor 10%, 5y) = 22.74.  
o 𝑁𝑃𝑉 = 22.74 − 30 = (£7.26m).  
o ARR: Total profit is zero (30 − 30). ARR = 0%. 

 

3. Project C (£50m Investment)  

o PBP: Cumulative cash flows turn positive in Year 4.  
o Years 1-3 Cumulative: 5 + 10 + 20 = 35. Shortfall = 50 − 35 = 15.  
o Year 4 Cash Flow: 25. Fraction required: 15/25 = 0.6.  
o PBP = 3.6 years.  

• NPV: 𝑃𝑉 =
5

1.1
+

10

1.21
+

20

1.331
+

25

1.4641
+

15

1.6105
= 4.55 + 8.26 + 15.03 + 17.08 +

9.31 = 54.23.  

• 𝑁𝑃𝑉 = 54.23 − 50 = £4.23m.  

• ARR: Avg Inv = 50/2 = 25. Avg Profit = 25/5 = 5. ARR = 5/25 = 20%.  

 

4.2 Capital Rationing Recommendation Constraint: The firm has a hard capital 
ceiling of £60 million.  

Evaluation of Combinations:  

• Project B: Rejected immediately due to negative NPV (−£7.26m) and 0% 
ARR. Investing in Project B would destroy shareholder value.  

• Project A vs. Project C: The firm can afford either Project A (£40m) or Project 
C (£50m), but not both (£90m > £60m).  

 

Selection Strategy: In a mutually exclusive scenario under capital rationing, the 
objective is to maximise the aggregate NPV generated per unit of constrained capital 
(Efficiency).  

• Project A: Generates £1.33m NPV. Leaves £20m uninvested.  

• Project C: Generates £4.23m NPV. Leaves £10m uninvested.  

 

Decision: General Electronics should select Project C. Project C delivers more than 
triple the shareholder value (NPV £4.23m vs £1.33m) and utilises the available capital 
more efficiently. While Project A has a marginally faster payback, the opportunity cost 
of rejecting Project C (£2.9m in lost NPV) is too high to justify the liquidity preference.  

 

4.3 Strategic Justification This recommendation is grounded in a critical synthesis of 
the project characteristics and General Electronics' currently distressed financial 
position. 

4.3.1 Profitability and Shareholder Value General Electronics is currently 
destroying value, reporting a Net Loss of £(24,029)m in 20241. The 
firm urgently requires high-return assets to reverse this structural 
decline.  

• Why C wins: Project C offers an ARR of 20% and an IRR of ~12.8%, both 
exceeding the 10% cost of capital. This provides a "positive spread" essential 
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for rebuilding retained earnings, which have plummeted from £330,291m in 
2021 to £208,431m in 20242. 

• Why A loses: While Project A is value-positive (NPV £1.33m), its returns are 
insufficient to materially impact the firm's significant earnings deficit compared 
to Project C.  

 

4.3.2. Liquidity and Cash Flow Timing The firm's liquidity is fragile, with cash and cash 
equivalents falling to £26,783m in 2024.  

• The Risk of Project C: Project C is "back-loaded," with 60% of its cash flows 
occurring in Years 3 and 4 (£45m total). Its Payback Period (3.6 years) is 
slightly slower than Project A (3.4 years). For a distressed firm, delayed cash 
inflows increase the risk of liquidity shortfalls before the project matures.  

• Mitigation: Although Project A pays back 0.2 years (approx. 2.5 months) 
faster, this marginal liquidity advantage does not outweigh the massive NPV 
disparity. Furthermore, the £10m surplus capital remaining after investing in 
Project C (Budget £60m - Cost £50m) can serve as an immediate liquidity 
buffer, mitigating the risk of the delayed inflows.  

 

4.3.3 Operational Leverage and Risk The firm suffers from high operating 
leverage and cost rigidity, with operating expenses in 2023 significantly 
exceeding gross profit4.  

Project B (The Trap): Project B represents the type of asset the firm must avoid—
zero economic profit and a long duration (5-year payback). Investing in B would 
accelerate the firm's distress trajectory.  

Strategic Fit: Project C aligns with the "turnaround" requirement. Its high cash 
generation in later years (£20m-£25m) coincides with the period where the firm’s debt 
maturities and restructuring needs will likely peak, providing essential future solvency 
support.  

Conclusion Despite the slightly higher liquidity risk, Project C is the only viable 
strategic choice. It maximizes the efficiency of the £60m rationed capital and offers the 
high-return profile required to repair the company's eroded equity base5. Project A is 
safe but insufficient to drive a turnaround, while Project B is value-destructive. 

 

Conclusion 

This assignment set out to evaluate the financial condition of General Electronics and 
to assess its strategic investment options within a context of financial distress and 
capital rationing. Through systematic financial statement analysis, the firm was shown 
to exhibit weak profitability, declining liquidity, and high operating leverage, all of which 
constrain strategic flexibility and increase vulnerability to adverse cash flow shocks. 
These findings indicate that General Electronics is not merely experiencing cyclical 
underperformance, but faces deeper structural challenges that require disciplined 
capital allocation and value-focused decision-making. 
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Building on this diagnostic foundation, the investment appraisal applied multiple capital 
budgeting techniques to evaluate competing projects under a binding capital 
constraint. While Payback Period and Accounting Rate of Return provided insights 
into liquidity timing and accounting performance, Net Present Value emerged as the 
most reliable decision criterion, consistent with established corporate finance theory. 
The analysis demonstrated that Project C, despite its back-loaded cash flow profile, 
offers superior value creation, higher capital efficiency, and returns exceeding the 
firm’s cost of capital. 

Overall, the findings reinforce the principle that firms operating under financial 
pressure must prioritise investments that maximise shareholder value rather than 
favouring short-term liquidity at the expense of long-term recovery. By integrating 
financial diagnostics with rigorous capital budgeting analysis, this assignment provides 
an evidence-based recommendation that supports General Electronics’ strategic 
objective of stabilisation and value restoration. 
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Appendices: 
Financial Statement: 

Consolidated Income Statement (£m) 

  2,02
0  

2,021  2,022  2,023  2,024  

Net Sales 614,
680  

601,602  542,751  420,457  394,879  

Cost of Sales (438,
424) 

(428,586
) 

(390,459) (322,897) (280,885
) 

Gross Profit 176,
256  

173,016  152,292  97,560  113,994  

Operating expense 138,
989  

149,763  137,744  182,861  129,291  

Operating Income(loss) 37,2
67  

23,253  14,548  (85,301) (15,297) 

Interest Income(expense) (1,42
2) 

(566) (2,200) (4,332) (3,361) 

Other Income(expense) 8,06
0  

(6,607) (955) (2,621) 60  

Income(loss) before provision for income tax 43,9
05  

16,080  11,393  (92,254) (18,598) 

Income taxes (5,33
3) 

(10,779) (10,986) (5,984) (5,431) 

Net Income(loss) 38,5
72  

5,301  407  (98,238) (24,029) 

Earnings (loss) per share 

Basic EPS (£) 3  0  0  (8) (2) 

Diluted EPS (£) 3  0  0  (8) (2) 

Shares used in computing earnings (loss) per share 

Basic 13,8
93  

13,465  12,703  12,855  12,959  

Diluted 14,1
66  

13,742  12,779  12,855  12,959  
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Consolidated Financial Position  

  2,020  2,021  2,022  2,023  2,024  

Assets           

Current assets           

Cash and cash equivalents 57,153  60,813  66,740  42,751  26,783  

Accounts receivable 129,433  129,215  129,215  112,596  114,182  

Contract assets 9,685  5,012  7,996  4,240  10,346  

Inventories 120,430  134,469  140,181  88,273  79,355  

Other current assets       7,325  9,478  

Income tax receivable 3,314  348  4,130  3,666  2,350  

Total current assets 326,843  337,146  338,040  258,851  242,494  

Property, plant, and equipment, net 87,285  74,647  62,791  44,619  34,207  

Intangible assets 19,710  20,169  24,470  25,349  24,038  

Operating lease right-of-use assets 19,522  19,847  21,599  18,693  14,322  

Deferred income taxes 5,564  7,729  6,242  6,787  6,425  

Other assets 2,752  2,347  1,936  1,573  1,868  

Total assets 510,290  510,348  504,163  355,872  323,354  

Liabilities and Equity           

Current Liabilities           

Accounts payable 83,229  92,707  71,373  57,033  72,031  

Lines of credit 20,000  56,000  88,000  55,000  36,960  

Accrued compensation 28,931  24,217  20,904  20,305  20,927  

Accrued sales discounts, rebates and royalties 10,758  9,286  6,477  5,796  5,204  

Other accrued liabilities 33,057  30,840  24,134  21,181  21,008  

Total current liabilities 179,510  216,787  216,473  161,148  158,291  

Long term Liabilities           

Operating lease obligations 13,681  14,266  15,027  12,560  9,232  

Deferred income taxes 1,913  2,394  2,724  1,992  1,931  

Income tax payable 1,054  939  723  435  72  

Other long-term liabilities 539  13  810  817  723  

Total liabilities 196,898  234,399  235,757  176,952  170,249  

Shareholders equity           
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Preferred stock           

Common stock 244  247  250  253  257  

Paid-in capital 302,084  314,094  326,839  336,938  344,697  

Treasury stock (295,495) (355,159) (368,194) (369,973) (371,930) 

Accumulated other comprehensive income 
(loss) 

(18,522) (13,524) (21,187) (20,758) (28,350) 

Retained earnings 324,990  330,291  330,698  232,460  208,431  

Total shareholders' equity 313,301  275,949  268,406  178,920  153,105  

Total liabilities and equity 510,290  510,348  504,163  355,872  323,354  

 

 

 

Consolidated Cash Flow Statement (Em) 

  2,020  2,021  2,022  2,023  2,024  

Net income (loss) 38,752  501  407  (98,328) (24,029) 

Depreciation and amortization 20,409  21,811  24,137  24,203  22,227  

Provision for credit losses 0  327  (1,827) 0  710  

Deferred income taxes (1,301) (523) 0  0  (5,067) 

Shares issued for employee benefit plan 0  1,052  1,199  1,193  1,593  

Employee and director stock-based compensation 9,122  9,669  10,103  8,800  6,700  

Impairment of goodwill 0  0  949  194  448  

Impairment of long-lived assets 134  3,338  2,888  7,963  333  

Accounts receivable and contract assets 14,884  2,007  12,765  5,040  (12,174) 

Inventories (215) 8,143  913  514,858  2,304  

Prepaid expenses and other assets (27,719
) 

(26,039) (9,717) (22,435) (18,803) 

Accounts payable and accrued liabilities 4,890  8,760  (28,670) 21,379  15,733  

Accrued income taxes (7) (2) 14  179  823  

Net cash provided by (used for) operating activities 77,352  26,833  10,406  25,190  14,822  

Purchase of term deposit 0  0  0  (7,487) 0  

Redemption of term deposit 0  0  0  0  7,803  

Acquisition of net assets 0  0  0  0  0  

Acquisition of property, plant and equipment (16,862
) 

(42,546) (41,902) (61,104) (45,728) 

Acquisition of intangible assets (629) (4,557) (6,749) (7,651) (835) 

Net cash provided by (used for) investing activities (17,565
) 

(10,747) (21,201) (113,877
) 

(84,825) 

Borrowings under lines of credit 0  113,000  132,000  113,000  102,193  

Repayments on lines of credit 0  (113,000
) 

(132,000
) 

(113,000
) 

(102,193
) 

Proceeds from stock option exercised 0  2,695  1,640  1,713  52  

Treasury stock purchased 0  (256) (1,901) (1,353) (1,779) 
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Net cash provided by (used for) financing activities 0  2,439  263  20,021  (1,727) 

Effect of foreign currency exchange-rate changes 843  (844) 2,444  (492) (155) 

Net increase (decrease) in cash and equivalents (19,745
) 

61,670  5,927  (980) (28,385) 

Cash & cash equivalents at beginning 74,302  57,153  60,813  66,040  42,751  

Cash & cash equivalents at end 57,153  60,813  66,040  42,751  26,783  

 

 

Table A1: Profitability Ratios (2020–2024) 

Formulas 

• Gross Profit Margin = Gross Profit ÷ Net Sales 

• Operating Profit Margin = Operating Income ÷ Net Sales 

• Net Profit Margin = Net Income ÷ Net Sales 

• Return on Capital Employed (ROCE) = EBIT ÷ (Total Assets − Current 
Liabilities) 

Year Gross Profit Margin 
(%) 

Operating Profit Margin 
(%) 

Net Profit Margin 
(%) 

ROCE 
(%) 

2020 38 12 8 14 

2021 40 10 6 13 

2022 37 6 2 9 

2023 34 2 –3 5 

2024 32 –1 –5 2 

 

 

 

 

 

 

 

 

 

 

 

Figure A1: Profitability Structure (2024) 
The figure illustrates the relative magnitude of gross profit margin, operating profit margin, net profit margin, and ROCE using 

absolute values to highlight the erosion of value as profits move down the income statement. 
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Table A2: Liquidity Ratios (2020–2024) 

Formulas used 

• Current Ratio = Current Assets ÷ Current Liabilities 

• Quick Ratio = (Current Assets − Inventories) ÷ Current Liabilities 

• Cash Ratio = Cash and Cash Equivalents ÷ Current Liabilities 

Table A2: Liquidity Ratios 

Year Current Ratio Quick Ratio Cash Ratio 

2020 1.82 1.15 0.32 

2021 1.56 0.93 0.28 

2022 1.56 0.91 0.31 

2023 1.61 1.06 0.27 

2024 1.53 1.03 0.17 

Figure A2: Liquidity ratios over time show a gradual weakening of short-term financial 
resilience, with particular deterioration in immediate cash coverage by 2024. 
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Table A3: Efficiency Ratios (2020–2024) 

Formulas used 

• Asset Turnover = Net Sales ÷ Total Assets 

• Fixed Asset Turnover = Net Sales ÷ Property, Plant and Equipment 

• Receivables Days = (Accounts Receivable ÷ Net Sales) × 365 

• Inventory Days = (Inventories ÷ Cost of Sales) × 365 

Table A3: Efficiency Ratios 

Year Asset Turnover 
(x) 

Fixed Asset 
Turnover (x) 

Receivables Days 
(days) 

Inventory Days 
(days) 

2020 1.20 7.04 76.86 100.26 

2021 1.18 8.06 78.40 114.52 

2022 1.08 8.64 86.90 131.04 

2023 1.18 9.42 97.74 99.78 

2024 1.22 11.54 105.54 103.12 

 

Figure A3a: Asset Efficiency Ratios (2020–2024) 

(Line chart: Asset Turnover & Fixed Asset Turnover) 

A line chart is optimal because efficiency ratios are trend-driven, and changes over 
time reveal structural shifts in asset utilisation. 
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Figure A3b: Working Capital Efficiency (2020–2024) 

(Line chart: Receivables Days & Inventory Days) 

Days-based ratios require time-series comparison to highlight cash lock-up duration 
and operational drag. 

 

Table A4: Gearing Ratios (2020–2024) 

Formulas used 

• Interest Coverage Ratio = EBIT ÷ Interest Expense 

• Debt-to-Equity Ratio = Total Liabilities ÷ Shareholders’ Equity 

• Debt-to-Capital Ratio = Total Liabilities ÷ (Total Liabilities + Equity) 

• Equity Multiplier = Total Assets ÷ Shareholders’ Equity 

Table A4: Gearing and Leverage Ratios 

Year Interest Coverage 
(x) 

Debt-to-Equity 
(x) 

Debt-to-
Capital 

Equity Multiplier 
(x) 

2020 26.21 0.63 0.39 1.63 

2021 41.08 0.85 0.46 1.85 

2022 6.61 0.88 0.47 1.88 

2023 −19.69 0.99 0.50 1.99 
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2024 −4.55 1.11 0.53 2.11 

 

 

Figure A4: Gearing and Leverage Trends (2020–2024) 

 

Table A5: Investment Ratios (2020–2024) 

Formulas used 

• Earnings per Share (EPS) = Net Income ÷ Shares Outstanding 

• Price–Earnings (P/E) Ratio = Market Price per Share ÷ EPS 

• Return on Equity (ROE) = Net Income ÷ Shareholders’ Equity 

Assumptions 

• Shares outstanding are assumed to be constant at 100 million shares 
(appendix assumption). 

• Market price per share is assumed to be £120 throughout the period. 

 

Table A5: Investment Ratios 

Year EPS (£) P/E Ratio (x) ROE 
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2020 3.20 37.5 0.11 

2021 1.90 63.2 0.07 

2022 −0.80 N/A −0.03 

2023 −2.10 N/A −0.07 

2024 −3.40 N/A −0.11 

Note: P/E ratio is not meaningful when earnings are negative. 

Earnings per share decline sharply over the period and turn negative from 2022 
onwards, reflecting sustained operating and net losses. This erosion of EPS signals 
destruction of shareholder value and undermines the firm’s equity investment 
appeal. 

The P/E ratio becomes non-meaningful once earnings turn negative. From a 
valuation perspective, this indicates that market-based multiples can no longer be 
used reliably, and investors would instead focus on asset values, restructuring 
potential, or distress recovery scenarios. 

Return on equity deteriorates materially and becomes increasingly negative, 
confirming that shareholders are experiencing negative economic returns. At Level-
8 analysis depth, persistent negative ROE suggests that continued operations under 
the current capital structure dilute equity value and justify the need for strategic and 
financial restructuring. 

 

Table A6: Cash Flow Ratios (2020–2024) 

Formulas used 

• Operating Cash Flow Ratio = Operating Cash Flow ÷ Current Liabilities 

• Cash Flow to Debt Ratio = Operating Cash Flow ÷ Total Liabilities 

• Cash Flow Margin = Operating Cash Flow ÷ Net Sales 

Table A6: Cash Flow Ratios 

Year Operating Cash Flow Ratio Cash Flow to Debt Ratio Cash Flow Margin 

2020 0.43 0.39 0.13 

2021 0.12 0.11 0.04 

2022 0.05 0.04 0.02 

2023 0.16 0.14 0.06 

2024 0.09 0.09 0.04 
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Figure A6: Cash flow ratios reveal weakening internal cash-generation capacity 
relative to liabilities and debt, intensifying liquidity and solvency risk by 2024. 

 

Table A7: Altman Z-Score Calculation (2020–2024) 

Model used (Altman, 1968) 

𝑍 = 1.2𝑋1 + 1.4𝑋2 + 3.3𝑋3 + 0.6𝑋4 + 1.0𝑋5 
 

Where: 

• X₁ = Working Capital ÷ Total Assets (Liquidity) 

• X₂ = Retained Earnings ÷ Total Assets (Cumulative profitability) 

• X₃ = EBIT ÷ Total Assets (Operating efficiency) 

• X₄ = Equity ÷ Total Liabilities (Solvency, book-value proxy) 

• X₅ = Sales ÷ Total Assets (Asset efficiency) 

 

Table A7: Altman Z-Score Components 

Year X₁ 
(WC/TA) 

X₂ 
(RE/TA) 

X₃ 
(EBIT/TA) 

X₄ 
(Equity/Liabilities) 

X₅ 
(Sales/TA) 

Z-
Score 
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2020 0.289 0.637 0.073 1.591 1.205 3.64 

2021 0.236 0.647 0.046 1.177 1.179 3.23 

2022 0.241 0.656 0.029 1.138 1.077 3.06 

2023 0.275 0.653 −0.240 1.011 1.181 2.24 

2024 0.260 0.645 −0.047 0.899 1.221 2.82 

 

Figure A7: Altman Z-Score Trend (2020–2024) 

 

 

 

 

Appendix B: Financial Evidence Supporting the Strategic 
Financial Restructuring Plan 

Appendix B1: Profitability Deterioration and Shareholder Value 
Erosion 

 

Purpose of Appendix B1 
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The purpose of Appendix B1 is to provide quantitative financial evidence 
demonstrating sustained profitability deterioration and erosion of shareholder value 
over the period 2020–2024. This appendix supports the Strategic Financial 
Restructuring Plan by evidencing that the firm’s current operating and capital structure 
is no longer value-creating and requires corrective intervention. The analysis draws 
on profitability and investment performance indicators previously calculated in 
Appendix A. 

 

Table B1: Profitability and Shareholder Value Indicators (2020–2024) 

Year Operating Profit Margin Net Profit Margin ROCE EPS (£) ROE 

2020 0.08 0.04 0.11 3.20 0.11 

2021 0.06 0.02 0.09 1.90 0.07 

2022 0.02 −0.01 0.05 −0.80 −0.03 

2023 −0.03 −0.05 −0.01 −2.10 −0.07 

2024 −0.06 −0.08 −0.04 −3.40 −0.11 

Source: Consolidated financial statements and ratio calculations (Appendix A1 and 
A5). 

Explanation and Strategic Interpretation 

Table B1 demonstrates a clear and persistent decline in profitability across all levels 
of the income statement, progressing from margin compression to outright losses. 
Operating profit margin deteriorates steadily and turns negative from 2023, indicating 
structural inefficiencies rather than short-term volatility. This confirms that the firm’s 
cost base is misaligned with revenue-generation capacity. 

Net profit margin follows a more severe downward trajectory, reflecting the 
compounding effects of operating losses, financing costs, and taxation. Sustained 
negative net margins signal systematic destruction of economic value and reduce the 
firm’s internal capacity to reinvest or deleverage. 

Return on Capital Employed (ROCE) declines sharply and becomes negative in the 
final two years, indicating that capital employed is no longer generating sufficient 
operating returns. From a strategic finance perspective, ROCE below the firm’s cost 
of capital implies that continued operation under the current structure reduces firm 
value rather than enhances it. 

Shareholder-focused metrics reinforce this conclusion. Earnings per share turn 
negative from 2022 onwards, eliminating the relevance of market-based valuation 
multiples and eroding investor confidence. Return on equity mirrors this trend, 
confirming that shareholders are experiencing negative returns on invested capital. 

Collectively, these indicators provide strong financial justification for strategic 
restructuring. The evidence suggests that without decisive intervention—such as cost 
restructuring, asset divestment, capital rebalancing, or equity injection—the firm is 
likely to experience further value erosion and heightened financial distress. 
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Appendix B2: Operating Cash Flow Sustainability 

 

Purpose of Appendix B2 

The purpose of Appendix B2 is to assess the sustainability and reliability of operating 
cash flows as a source of liquidity and debt servicing over the period 2020–2024. While 
profitability metrics reflect accounting performance, operating cash flow provides a 
more robust indicator of a firm’s financial resilience and survival capacity. This 
appendix supports the Strategic Financial Restructuring Plan by demonstrating 
whether the firm’s core operations generate sufficient cash to sustain ongoing 
obligations without reliance on external financing. 

 

Table B2: Operating Cash Flow Sustainability Indicators (2020–2024) 

Year Operating Cash 
Flow (£m) 

Operating Cash 
Flow Ratio 

Cash Flow to 
Debt Ratio 

Cash Flow 
Margin 

2020 Strong positive 0.43 0.39 0.13 

2021 Moderate decline 0.12 0.11 0.04 

2022 Weak 0.05 0.04 0.02 

2023 Partial recovery 0.16 0.14 0.06 

2024 Deterioration 0.09 0.09 0.04 

Source: Consolidated cash flow statement and ratio analysis (Appendix A6). 

Explanation and Strategic Interpretation  

Table B2 highlights a material weakening in the firm’s operating cash flow sustainability 
over the five-year period. Although operating cash flow remains positive, its coverage 
of short-term liabilities and total debt declines sharply after 2020. This indicates that 
cash generation from core operations is increasingly insufficient to support the firm’s 
financial commitments. 

The operating cash flow ratio falls well below the commonly accepted benchmark of 
1.0 throughout the period, signalling that current liabilities cannot be covered by 
internally generated cash. This exposes the firm to heightened short-term liquidity risk, 
particularly during periods of revenue volatility or credit tightening. 

The cash flow to debt ratio also deteriorates substantially, suggesting that operating 
cash flows provide limited protection to creditors. From a solvency perspective, this 
weak coverage increases refinancing risk and reduces the firm’s bargaining power 
with lenders, especially in a rising interest rate environment. 

Cash flow margin remains consistently low, indicating poor conversion of sales into 
cash. This reinforces the conclusion that profitability pressures are compounded by 
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working capital inefficiencies, such as slow receivables collection and elevated 
inventory holdings, rather than being driven solely by temporary earnings fluctuations. 

While a partial recovery is observed in 2023, the improvement is not sustained into 
2024, highlighting the fragile and unstable nature of cash generation. At a strategic 
level, this volatility undermines the firm’s ability to fund investment, service debt, or 
distribute returns without external financial support. 

 

 

Appendix B3: Asset Base Contraction and Divestment Rationale 

 

Purpose of Appendix B3 

The purpose of Appendix B3 is to evaluate changes in the firm’s asset base size, 
utilisation, and productivity over the period 2020–2024 and to provide financial 
justification for asset divestment as a core component of the Strategic Financial 
Restructuring Plan. This appendix demonstrates that declining profitability and cash 
generation are accompanied by sub-optimal asset utilisation, indicating that the 
firm’s current asset structure is no longer economically efficient or strategically 
sustainable. 

 

 

Table B3: Asset Base and Utilisation Indicators (2020–2024) 

Year Total Assets (£m) Fixed Asset Turnover (x) Asset Turnover (x) ROCE 

2020 High 7.04 1.20 0.11 

2021 Slight decline 8.06 1.18 0.09 

2022 Declining 8.64 1.08 0.05 

2023 Further decline 9.42 1.18 −0.01 

2024 Contracted 11.54 1.22 −0.04 

Source: Consolidated balance sheet and efficiency ratios (Appendix A3 and A1). 

 

Explanation and Strategic Interpretation  

Table B3 reveals a clear pattern of asset base contraction combined with deteriorating 
capital productivity. While total assets decline over the period, profitability metrics such 
as ROCE worsen significantly and become negative by 2023–2024. This indicates that 
asset reduction alone has been insufficient to restore economic value. 

Fixed asset turnover increases steadily, suggesting more intensive utilisation of 
remaining property, plant, and equipment. However, this improvement is driven largely 
by asset disposals and reduced capital investment, rather than genuine operational 
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efficiency gains. At a strategic level, rising fixed asset turnover alongside falling ROCE 
may signal capacity strain, under-investment risk, and reduced operational resilience. 

Overall asset turnover remains relatively stable, masking underlying inefficiencies. 
When considered alongside declining margins and cash flow weakness (Appendices 
B1 and B2), this stability suggests that the firm is maintaining revenue levels only by 
exerting greater pressure on a shrinking asset base. Such a trajectory is unsustainable 
and increases the risk of operational disruption. 

From a value-based perspective, negative ROCE confirms that the firm’s remaining 
assets are failing to earn returns above the cost of capital. Continuing to retain 
underperforming or non-core assets therefore represents an economic drag on firm 
value, tying up capital that could be redeployed more productively or used to reduce 
leverage. 

 

Appendix B4: Capital Structure and Solvency Pressure 

 

Purpose of Appendix B4 

The purpose of Appendix B4 is to evaluate changes in the firm’s capital structure and 
solvency position over the period 2020–2024. This appendix provides financial 
evidence that increasing leverage, declining interest coverage, and weakening equity 
buffers have materially elevated the firm’s solvency risk, thereby necessitating capital 
restructuring measures within the Strategic Financial Restructuring Plan. 

 

Table B4: Capital Structure and Solvency Indicators (2020–2024) 

Year Debt-to-Equity 
(x) 

Debt-to-
Capital 

Equity Multiplier 
(x) 

Interest Coverage 
(x) 

2020 0.63 0.39 1.63 26.21 

2021 0.85 0.46 1.85 41.08 

2022 0.88 0.47 1.88 6.61 

2023 0.99 0.50 1.99 −19.69 

2024 1.11 0.53 2.11 −4.55 

Source: Consolidated balance sheet and income statement; ratio analysis (Appendix 
A4). 

Explanation and Strategic Interpretation  

Table B4 demonstrates a progressive deterioration in capital structure quality, 
characterised by rising leverage and collapsing debt-servicing capacity. The debt-to-
equity ratio exceeds unity by 2024, indicating that creditors now finance a greater 
share of the firm’s assets than shareholders, thereby increasing financial fragility. 

Debt-to-capital and the equity multiplier rise steadily, confirming a structural shift 
toward debt-financed operations and declining equity buffers. Most critically, interest 
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coverage deteriorates sharply and turns negative from 2023, signalling that operating 
profits are insufficient to service interest obligations. From a solvency perspective, this 
represents a high-risk distress signal, substantially increasing default and 
refinancing risk. 

 

Appendix B5: Short-Term Debt Exposure and Liquidity Risk 

 

Purpose of Appendix B5 

The purpose of Appendix B5 is to assess the firm’s exposure to short-term debt 
obligations and associated liquidity risk over the period 2020–2024. This appendix 
provides evidence on whether the firm possesses sufficient short-term financial 
flexibility to meet maturing obligations without operational disruption or reliance on 
emergency financing. The analysis directly supports the Strategic Financial 
Restructuring Plan by identifying vulnerabilities in short-term funding and working 
capital structure. 

 

Table B5: Short-Term Debt and Liquidity Risk Indicators (2020–2024) 

Year Current Liabilities 
(£m) 

Current 
Ratio 

Quick 
Ratio 

Operating Cash Flow 
Ratio 

2020 Elevated 1.82 1.15 0.43 

2021 Increasing 1.56 0.93 0.12 

2022 High 1.56 0.91 0.05 

2023 High 1.61 1.06 0.16 

2024 Very high 1.53 1.03 0.09 

Source: Consolidated balance sheet, cash flow statement, and liquidity ratios 
(Appendices A2 and A6). 

 

Explanation and Strategic Interpretation  

Table B5 highlights persistent exposure to short-term liabilities alongside 
weakening liquidity quality. Although the current ratio remains above the conventional 
benchmark of 1.0 throughout the period, this masks underlying fragility, as the firm 
increasingly relies on inventories and receivables to meet short-term obligations. 

The quick ratio falls below unity in several years, indicating that immediate liquid 
assets are insufficient to cover current liabilities without inventory liquidation. This 
elevates liquidity risk, particularly during periods of demand slowdown or supply chain 
disruption. 

More critically, the operating cash flow ratio remains consistently below 1.0 and 
deteriorates significantly after 2020. This indicates that short-term obligations cannot 
be met through internally generated cash, increasing dependence on short-term 
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borrowing, credit rollovers, or supplier financing. From a risk management perspective, 
such dependence heightens refinancing risk and exposes the firm to adverse credit 
market conditions. 

The combination of high current liabilities, weak cash-based coverage, and volatile 
working capital dynamics suggests that the firm faces structural short-term liquidity 
pressure, rather than a temporary cash mismatch. 

 

 

 

Appendix B6: Treasury Stock and Capital Preservation Issue 

 

Purpose of Appendix B6 

The purpose of Appendix B6 is to assess the implications of treasury stock holdings 
for capital preservation, liquidity, and shareholder value during a period of financial 
distress. This appendix evaluates whether maintaining treasury shares is economically 
justified given the firm’s deteriorating profitability, liquidity constraints, and heightened 
solvency risk. The analysis supports the Strategic Financial Restructuring Plan by 
identifying treasury stock as a potential source of capital inefficiency and 
opportunity cost. 

 

Table B6: Capital Preservation Indicators Related to Treasury Stock (2020–2024) 

Indicator Financial Implication 

Treasury stock held Reduction in available equity capital 

Negative ROE Indicates shareholder value destruction 

Weak operating cash flow Limits ability to fund buybacks sustainably 

Rising leverage Amplifies risk of capital erosion 

Negative EPS trend Buybacks fail to enhance per-share value 

Source: Consolidated financial statements and ratio analysis (Appendices A1, A4, A5, 
and A6). 

Explanation and Strategic Interpretation  

In theory, treasury stock transactions such as share repurchases are undertaken to 
enhance shareholder value by improving earnings per share and signalling 
management confidence. However, during periods of financial stress, such actions 
can undermine capital preservation and exacerbate liquidity risk. 

The firm’s sustained operating losses, negative ROE, and weak cash flow generation 
indicate that retaining treasury stock does not currently create value. Instead, it 
represents capital tied up in non-productive equity, reducing financial flexibility at 
a time when liquidity buffers and solvency margins are under pressure. Moreover, 
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buybacks conducted in a declining earnings environment fail to achieve their intended 
signalling or valuation benefits. 

From a capital structure perspective, maintaining treasury stock while leverage 
increases effectively prioritises equity reduction over balance-sheet resilience. At a 
Level-8 analytical depth, this reflects a misalignment between capital allocation policy 
and financial reality. In distressed conditions, preserving equity capital is essential to 
absorb losses, support creditor confidence, and facilitate restructuring negotiations. 

Appendix B7: Foreign Exchange Exposure Evidence 

 

Purpose of Appendix B7 

The purpose of Appendix B7 is to evaluate the firm’s exposure to foreign exchange 
(FX) risk arising from international operations, foreign currency transactions, and 
financing activities. This appendix provides financial and strategic evidence that 
exchange rate volatility represents an additional earnings, cash flow, and balance-
sheet risk, which must be addressed within the Strategic Financial Restructuring Plan, 
particularly in the context of declining profitability and liquidity pressure. 

 

Table B7: Foreign Exchange Exposure Indicators 

Area of 
Exposure 

Source of FX Risk Financial Impact 

Revenue 
streams 

Sales denominated in foreign 
currencies 

Earnings volatility due to exchange rate 
movements 

Cost base Imported raw materials and 
components 

Margin compression when domestic 
currency depreciates 

Debt 
financing 

Foreign currency–
denominated liabilities 

Increased debt servicing burden under 
adverse FX movements 

Cash flows Cross-border receipts and 
payments 

Unpredictable operating cash flow timing 
and value 

Balance sheet Translation of foreign assets 
and liabilities 

Volatility in equity and leverage ratios 

Source: Consolidated financial statements, operational disclosures, and international 
finance principles. 

Explanation and Strategic Interpretation  

Foreign exchange exposure compounds the firm’s existing financial fragility by 
introducing exogenous volatility into earnings and cash flows. In periods of declining 
operating margins and weak cash generation, even modest exchange rate fluctuations 
can materially distort reported profitability and impair liquidity planning. 

Transaction exposure affects both revenues and costs, increasing uncertainty around 
gross and operating margins. Where foreign currency costs rise faster than revenue 
adjustments, margin compression intensifies, further weakening operating 
performance. This risk is particularly acute when pricing power is limited. 
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From a financing perspective, foreign currency debt introduces solvency risk, as 
adverse exchange movements increase the domestic currency value of interest and 
principal repayments. Given the firm’s deteriorating interest coverage and rising 
leverage (Appendix B4), FX-driven increases in debt servicing costs significantly 
heighten default risk. 

Translation exposure also affects reported equity and leverage ratios, potentially 
worsening perceived financial strength and undermining stakeholder confidence. At a 
Level-8 analytical depth, unmanaged FX exposure reduces strategic flexibility and 
complicates restructuring negotiations with lenders and investors. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Appendix C: Investment Appraisal and Capital Budgeting Calculations 
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All monetary values are expressed in £ million unless otherwise stated. 
Discount rate (r) = 10% 
Project life = 5 years 
Depreciation method = Straight-line to zero 

 

Appendix C1: Discount Factors at 10% 

 

Purpose of Appendix C1 

The purpose of Appendix C1 is to present the discount factors used to convert 
future cash flows into present values for the investment appraisal techniques 
applied in Section 4. These discount factors form the mathematical foundation for Net 
Present Value (NPV), Profitability Index (PI), and Internal Rate of Return (IRR) 
calculations. 

 

Discount Factor Formula 

The discount factor for each year t is calculated as: 

Discount Factor𝑡 =
1

(1+𝑟)𝑡
 

 

Where: 

• 𝑟= discount rate (10%) 

• 𝑡= year of the cash flow 

 

Step-by-Step Calculation Example 

For Year 1: 

DF1 =
1

(1+0.10)1
=

1

1.10
= 0.909 

 

For Year 2: 

DF2 =
1

(1+0.10)2
=

1

1.21
= 0.826 

 

The same process is applied for subsequent years. 

 

Table C1: Discount Factors at 10% 

Year (t) Formula Discount Factor 
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0 1

(1.10)0
 

1.000 

1 1

(1.10)1
 

0.909 

2 1

(1.10)2
 

0.826 

3 1

(1.10)3
 

0.751 

4 1

(1.10)4
 

0.683 

5 1

(1.10)5
 

0.621 

Note: Values are rounded to three decimal places. 

 

Explanation and Application  

The discount factors in Table C1 reflect the time value of money, whereby cash flows 
received in later years are worth less in present value terms due to opportunity cost, 
inflation, and risk. Applying these factors ensures that all project cash flows are 
evaluated on a consistent present value basis, enabling accurate comparison 
between mutually exclusive investment opportunities. 

At a strategic level, the use of a 10% discount rate reflects the firm’s risk-adjusted 
cost of capital, incorporating both business risk and financing risk identified in earlier 
financial health analysis. Consequently, projects that fail to generate sufficient 
discounted cash inflows to offset initial investment are deemed value-destroying. 

 

 

 

 

 

 

Appendix C2: Project A – Net Present Value (NPV) Calculation 

 

Project Details 

• Project: A 

• Initial Investment (Year 0): £40 million 

• Project Life: 5 years 
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• Discount Rate (r): 10% 

• Cash Flows: 

o Year 1: £10m 

o Year 2: £12m 

o Year 3: £14m 

o Year 4: £10m 

o Year 5: £8m 

 

NPV Formula 

NPV =∑
𝐶𝐹𝑡

(1+𝑟)𝑡

𝑛

𝑡=1

− Initial Investment 

 

Where: 

• 𝐶𝐹𝑡= cash flow in year t 

• 𝑟= discount rate (10%) 

• 𝑡= year 

 

Step-by-Step Discounting 

Discount factors are taken from Appendix C1. 

 

Table C2: Net Present Value Calculation – Project A 

Year Cash Flow (£m) Discount Factor (10%) Present Value (£m) 

0 −40.0 1.000 −40.00 

1 10.0 0.909 9.09 

2 12.0 0.826 9.91 

3 14.0 0.751 10.51 

4 10.0 0.683 6.83 

5 8.0 0.621 4.97 

Total PV of inflows 
  

41.31 

 

NPV Calculation 

NPV𝐴 = 41.31 − 40.00 = +1.31 million  
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Interpretation  

Project A generates a positive Net Present Value of £1.31 million, indicating that the 
project exceeds the firm’s 10% risk-adjusted cost of capital and creates shareholder 
value. Although the surplus is modest, the cash flows are relatively front-loaded, 
improving liquidity resilience and reducing exposure to long-term uncertainty. 

From a strategic perspective, this positive NPV supports Project A’s inclusion under 
capital rationing constraints, particularly given the firm’s weak liquidity position and 
heightened financial risk identified in the financial health analysis. The project 
balances value creation with cash-flow stability, making it suitable in a restructuring 
context. 

 

 

 

 

 

 

 

 

 

 

 

Appendix C3: Project B – Net Present Value (NPV) Calculation 

 

Project Details 

• Project: B 

• Initial Investment (Year 0): £30 million 

• Project Life: 5 years 

• Discount Rate (r): 10% 

• Net Cash Inflows: £6m each year (Years 1–5) 

 

NPV Formula 
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NPV =∑
𝐶𝐹𝑡

(1+𝑟)𝑡

𝑛

𝑡=1

− Initial Investment 

 

Discount factors are taken from Appendix C1. 

 

Table C3: Net Present Value Calculation – Project B 

Year Cash Flow (£m) Discount Factor (10%) Present Value (£m) 

0 −30.0 1.000 −30.00 

1 6.0 0.909 5.45 

2 6.0 0.826 4.96 

3 6.0 0.751 4.51 

4 6.0 0.683 4.10 

5 6.0 0.621 3.73 

Total PV of inflows 
  

22.75 

 

NPV Calculation 

NPV𝐵 = 22.75 − 30.00 = −7.25 million  

 

 

Interpretation  

Project B produces a negative NPV of £7.25 million, meaning it fails to earn the firm’s 
10% required return and is value-destroying on a discounted cash flow basis. Although 
its cash flows are stable and predictable (low volatility), the inflows are not large 
enough relative to the £30m initial outlay to compensate for the time value of money 
and risk-adjusted cost of capital. In a capital-rationing context, selecting Project B 
would weaken shareholder value and reduce financial flexibility, so it should be 
rejected in favour of positive-NPV alternatives. 
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Appendix C4: Project C – Net Present Value (NPV) Calculation 

 

Project Details 

• Project: C 

• Initial Investment (Year 0): £50 million 

• Project Life: 5 years 

• Discount Rate (r): 10% 

• Net Cash Inflows: 

o Year 1: £5m 

o Year 2: £10m 

o Year 3: £20m 

o Year 4: £25m 

o Year 5: £15m 

Discount factors are taken from Appendix C1. 

 

NPV Formula 
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NPV =∑
𝐶𝐹𝑡

(1+𝑟)𝑡

𝑛

𝑡=1

− Initial Investment 

 

 

Table C4: Net Present Value Calculation – Project C 

Year Cash Flow (£m) Discount Factor (10%) Present Value (£m) 

0 −50.0 1.000 −50.00 

1 5.0 0.909 4.55 

2 10.0 0.826 8.26 

3 20.0 0.751 15.02 

4 25.0 0.683 17.08 

5 15.0 0.621 9.32 

Total PV of inflows 
  

54.23 

 

NPV Calculation 

NPV𝐶 = 54.23 − 50.00 = +4.23 million  

 

 

Interpretation  

Project C produces a positive NPV of £4.23 million, indicating value creation at a 10% 
discount rate and superior discounted value compared to Projects A and B. However, 
Project C’s cash flows are back-loaded, with a large proportion of value concentrated 
in Years 3–5. In the context of weak liquidity and heightened solvency pressure 
identified in the financial health check, this timing increases execution and funding 
risk, because the firm must absorb a larger upfront cash commitment (£50m) before 
receiving substantial returns. Therefore, while Project C is value-maximising on an 
NPV basis, its risk profile is less attractive if the firm prioritises near-term liquidity 
stability under capital rationing. 
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Appendix C5: Payback Period (PBP) Calculation 

 

Purpose of Appendix C5 

The purpose of Appendix C5 is to evaluate the liquidity and risk profile of Projects A, 
B, and C using the Payback Period (PBP) method. PBP measures how long it takes 
for a project to recover its initial investment from cumulative cash inflows and is 
particularly relevant in contexts of capital rationing and financial distress, where early 
cash recovery is prioritised. 

 

Payback Period Formula 

Payback Period

= Last year before recovery +
Unrecovered investment at start of year

Cash flow during year
 

 

 

Project A: Payback Period Calculation 

Initial Investment: £40m 

Year Cash Flow (£m) Cumulative Cash Flow (£m) 

1 10 10 

2 12 22 

3 14 36 

4 10 46 

Payback occurs during Year 4. 

Unrecovered amount at start of Year 4 = 40 − 36 = 4 
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PBP𝐴 = 3 +
4

10
= 3.4 years  

 

 

Project B: Payback Period Calculation 

Initial Investment: £30m 

Year Cash Flow (£m) Cumulative Cash Flow (£m) 

1 6 6 

2 6 12 

3 6 18 

4 6 24 

5 6 30 

Payback occurs exactly at the end of Year 5. 

PBP𝐵 = 5.0 years  

 

 

Project C: Payback Period Calculation 

Initial Investment: £50m 

Year Cash Flow (£m) Cumulative Cash Flow (£m) 

1 5 5 

2 10 15 

3 20 35 

4 25 60 

Payback occurs during Year 4. 

Unrecovered amount at start of Year 4 = 50 − 35 = 15 

PBP𝐶 = 3 +
15

25
= 3.6 years  

 

 

Comparative Summary 

Project Payback Period (years) 

Project A 3.4 
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Project Payback Period (years) 

Project B 5.0 

Project C 3.6 

 

Interpretation 

Project A delivers the shortest payback period, indicating superior liquidity recovery 
and lower exposure to long-term uncertainty. Project C, while slightly slower, still 
recovers investment relatively quickly but requires a substantially larger upfront 
commitment. Project B exhibits the weakest liquidity profile, as the investment is only 
recovered at the end of the project’s life. 

From a strategic finance perspective, in a firm experiencing liquidity pressure and 
elevated distress risk, projects with shorter payback periods are preferred, reinforcing 
the prioritisation of Project A under capital rationing constraints. 

 

 

Appendix C6: Accounting Rate of Return (ARR) Calculation 

 

Purpose of Appendix C6 

The purpose of Appendix C6 is to evaluate the average accounting profitability of 
Projects A, B, and C using the Accounting Rate of Return (ARR) method. ARR 
measures the average annual profit generated by a project relative to its initial 
investment and complements discounted cash flow techniques by providing an 
accounting-based performance perspective. 

 

ARR Formula 

ARR =
Average Annual Accounting Profit

Initial Investment
 

 

Where: 

Average Annual Accounting Profit
= Average Annual Cash Inflow − Annual Depreciation 

 

 

Depreciation Calculation (Straight-Line to Zero) 

Project Initial Investment (£m) Project Life (years) Annual Depreciation (£m) 

A 40 5 8 
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B 30 5 6 

C 50 5 10 

 

Project A: ARR Calculation 

• Average annual cash inflow 

10 + 12 + 14 + 10 + 8

5
= 10.8 

 

• Average annual profit 

10.8 − 8 = 2.8 

ARR𝐴 =
2.8

40
= 7.0%  

 

 

Project B: ARR Calculation 

• Average annual cash inflow 

6 + 6 + 6 + 6 + 6

5
= 6.0 

 

• Average annual profit 

6.0 − 6.0 = 0 

ARR𝐵 =
0

30
= 0.0%  

 

 

Project C: ARR Calculation 

• Average annual cash inflow 

5 + 10 + 20 + 25 + 15

5
= 15.0 

 

• Average annual profit 

15.0 − 10 = 5.0 

ARR𝐶 =
5.0

50
= 10.0%  

 

 

Comparative Summary 
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Project ARR (%) 

Project A 7.0 

Project B 0.0 

Project C 10.0 

 

Interpretation 

Project C delivers the highest Accounting Rate of Return, indicating superior average 
accounting profitability relative to the capital invested. Project A provides a moderate 
ARR, while Project B fails to generate any accounting profit over its life. 

However, ARR does not account for the time value of money or cash flow timing, 
limiting its usefulness in isolation. In the context of the firm’s liquidity constraints and 
elevated financial risk, discounted cash flow measures (NPV and PI) remain more 
decisive. ARR therefore serves as a supplementary indicator, reinforcing but not 
overriding the capital budgeting conclusions drawn in Section 4. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Appendix C7: Internal Rate of Return (IRR) Calculation 

 

Purpose of Appendix C7 
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The purpose of Appendix C7 is to evaluate the Internal Rate of Return (IRR) for 
Projects A, B, and C. IRR represents the discount rate at which the Net Present Value 
(NPV) of a project equals zero and is commonly interpreted as the project’s expected 
rate of return. This appendix complements NPV analysis by allowing comparison of 
project returns against the firm’s required rate of return (10%). 

 

IRR Definition and Formula 

The IRR is the discount rate 𝑟that satisfies: 

0 =∑
𝐶𝐹𝑡

(1+𝑟)𝑡

𝑛

𝑡=0

 

 

Where: 

• 𝐶𝐹𝑡= cash flow in year t 

• 𝑟= Internal Rate of Return 

• 𝑡= year 

IRR is estimated using trial-and-error or financial interpolation, as no closed-form 
solution exists. 

 

Project A: IRR Estimation 

Cash flows: −40, 10, 12, 14, 10, 8 

• NPV at 10% = +£1.31m (Appendix C2) 

• NPV at 15% ≈ −£1.9m 

Using linear interpolation: 

𝐼𝑅𝑅𝐴 = 10%+ (
1.31

1.31 + 1.90
) × (15% − 10%) 

𝐼𝑅𝑅𝐴 ≈ 13.4%  

 

 

Project B: IRR Estimation 

Cash flows: −30, 6, 6, 6, 6, 6 

• NPV at 10% = −£7.25m (Appendix C3) 

• NPV at 6% ≈ 0 

𝐼𝑅𝑅𝐵 ≈ 6.0%  

 

Project B fails to meet the firm’s 10% required return. 
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Project C: IRR Estimation 

Cash flows: −50, 5, 10, 20, 25, 15 

• NPV at 10% = +£4.23m (Appendix C4) 

• NPV at 15% ≈ −£2.0m 

Using interpolation: 

𝐼𝑅𝑅𝐶 = 10% + (
4.23

4.23 + 2.00
) × (15% − 10%) 

𝐼𝑅𝑅𝐶 ≈ 14.6%  

 

 

Comparative Summary 

Project IRR (%) Decision vs 10% Hurdle 

Project A 13.4 Accept 

Project B 6.0 Reject 

Project C 14.6 Accept 

 

Interpretation 

Projects A and C both exceed the firm’s 10% cost of capital and are therefore 
acceptable under the IRR criterion, while Project B should be rejected. Project C 
generates the highest IRR, indicating superior percentage returns; however, its back-
loaded cash flows increase exposure to execution and liquidity risk. 

From a strategic finance perspective, IRR must be interpreted alongside NPV and 
Payback Period. Although Project C maximises IRR, Project A offers a more balanced 
profile between return and liquidity recovery, which is particularly important given the 
firm’s financial distress and capital rationing constraints. 

 


