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[bookmark: _Toc219056706]Executive Summary
This report entails financial analysis of the Lloyds Banking Group plc and an investment appraisal of Westward plc. Part One evaluates the financial performance of Lloyds during the 2023-2024 years based on the ratio analysis on five important dimensions which are profitability, liquidity, efficiency, capital adequacy, and investor metrics. It is seen that with the difficult economic conditions in the market, Lloyds sustained robust financial health with a Return on Tangible Equity of 12.3%, but affected by a provision of motor finance of £700 million. The Group was liquid with a Liquidity Covering Ratio of 146% and capital position of 14.2% with a CET1 ratio, and paid dividends and buybacks of £3.6 billion to shareholders. Nonetheless, Net Interest Margin compression at 2.95% and high Cost-to-Income ratio of 60.4% are some of the strategic challenges that need urgent revenue diversification and enhancement of operational efficiency. Part Two will assess three mutally exclusive investments available to Westward plc based on Net Present Value and Internal Rate of Return bases. The best alternative would be to go with Internet Sales Development because it produces the highest NPV of £792,230 and IRR of 33.21%, which is significantly low in comparison with the 6% cost of capital, hence maximising the shareholder wealth creation and is in line with the digital transformation trends.
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[bookmark: _Toc219056707]1.0 Introduction
The UK banking industry has faced significant challenges in 2024, including sustained inflationary pressures, fluctuations in the interest rates, and major regulatory reviews of various business sectors. Deloitte (2023) emphasises that banks are undergoing a complex transition to a more stable cycle in an environment characterised by high interest rates in 2022-2023, which raises the issue of margin compression. Furthermore, KPMG (2025) warns that the UK banking industry will face a medium-term squeeze on profitability, as net interest margins are expected to decline and cost pressures are anticipated to be high.
In this report, two analyses are presented that are complementary to each other. Part One presents a financial analysis of one of the largest retail and commercial banking institutions in the UK and a constituent of the FTSE 100 Index, Lloyds Banking Group plc, in relation to the financial years 2023 and 2024, considering five main dimensions, namely, profitability, liquidity, efficiency, capital adequacy, and investor metrics. Strategic solutions are drawn to serve the 2026 goals of the Group. Part two focuses on making an investment decision on behalf of Westward plc, a curtain manufacturer that is considering three expansion projects that are mutually exclusive. Pike, Neale and Saeed (2018) argue that value maximisation requires systematic investment appraisal. In this section, Net Present Value and Internal Rate of Return techniques will be utilised to select the best investment strategy by capital rationing and financing issues. 

PART ONE: FINANCIAL PERFORMANCE ANALYSIS OF LLOYDS BANKING GROUP PLC
[bookmark: _Toc219056708]2.0 Strategic Context And Financial Position Of Lloyds Banking Group
Lloyds Banking Group plc is the largest digital bank, serving approximately 28 million customers through its retail and commercial banking, insurance, pensions, and investments units. According to Lloyds Banking Group plc (2024), the Group achieved the initial stage of its purpose-driven strategy in 2024, reporting the addition of £0.8 billion in strategic initiatives to Group revenues and the provision of the Group with £1.2 billion in gross cost savings. The Group's vision is to become a customer-led digital leader, leveraging new opportunities at scale.
Alkhider (2025) explains that the UK banking industry has competitive advantages due to the size of the bank in terms of economies of scale, technology, and market dominance. Lloyds is leveraging its high number of digitally active users, 22.7 million, to achieve efficiency and revenue diversification. Nevertheless, 2024 was a challenging year, specifically because a provision of motor finance commissions was undermined to the tune of £700 million as a result of a Court of Appeal decision. The Group continued to maintain a strong capital position despite this headwind, with a Common Equity Tier 1 ratio of 14.2%, and paid shareholders, who are the recipients of dividends and share buybacks, £3.6 billion.
It is essential to note that, according to Ekemezie and Echem (2025), sustainability practices have emerged as a significant source of long-term value creation in the UK banking sector. Lloyds has practised it by providing sustainable finance amounting to £10.7 billion in 2024, exceeding its goal of offering energy-efficient mortgages and electric vehicle financing.
[image: LLOYDS BANKING GROUP PLC LLOY Analysis - Stock | London Stock Exchange]
Figure 1 Logo of Lloyds Banking Group Plc



[bookmark: _Toc219056709]3.0 Financial Ratio Analysis
[bookmark: _Toc219056710]3.1 Profitability Ratio Analysis
Profitability ratios are used to assess a company's ability to generate profits in relation to its revenue, assets, and equity (Rist and Pizzica, 2015). According to Atrill (2014), these ratios are the basic measures of operational efficiency and competitive position. In the case of banks, profitability analysis should consider specific indicators, such as the net interest margin, in addition to traditional ones (Ben Naceur and Goaied, 2008). Table 1 details the profitability ratios of the Lloyds Banking Group. 
Table 1: Profitability Ratios - Lloyds Banking Group plc (2023-2024)
	Ratio
	Formula
	2024 Calculation
	2024 Result
	2023 Result
	Change

	Return on Tangible Equity
	Net Profit ÷ Average Tangible Equity × 100
	£3,923m ÷ £32.0bn × 100
	12.3%
	15.8%
	▼3.5pp

	Net Interest Margin
	Net Interest Income ÷ Avg Interest-Earning Assets
	£12,845m ÷ £451.2bn
	2.95%
	3.11%
	▼16bps

	Cost-to-Income Ratio
	Total Costs ÷ Net Income × 100
	£10,341m ÷ £17,117m × 100
	60.4%
	54.7%
	▲5.7pp

	Operating Profit Margin
	Operating Profit ÷ Net Income × 100
	£6,776m ÷ £17,117m × 100
	39.6%
	45.3%
	▼5.7pp


Source: Calculated from Lloyds Banking Group plc (2024) Annual Report data
[image: ]
Figure 2 2024 vs 2023 profitability ratios
The deterioration in Return on Tangible Equity to 12.3% was primarily due to the £700 million motor finance provision; the intrinsic 14.0% ROTE reflects strong core profitability. The example of the reduction in the Net Interest Margin from 3.11% to 2.95% illustrates the ongoing pressure on bank margins due to interest rate adjustments (Molyneux, Reghezza, and Xie, 2019), which is caused by mortgage refinancing and competitive deposit churn. The provision and operating lease expenses shifted the Cost-to-Income ratio from the 2026 target of 50% to 60.4%. They were partially offset by the gross savings of £1.2 billion, reflecting the continued cost discipline within the company. 
[bookmark: _Toc219056711]3.2 Liquidity Ratio Analysis
Liquidity ratios measure short-term stability. Banking-specific regulatory compliance metrics are more applicable than traditional ones (Atrill, 2014; Theofilis, Kampouris, and Samitas, 2024). Table 2 shows liquidity ratios of the Lloyds Banking Group. 
Table 2: Liquidity Ratios - Lloyds Banking Group plc (2023-2024)
	Ratio
	Formula
	2024 Result
	2023 Result
	Change
	Regulatory Minimum

	Liquidity Coverage Ratio
	High-Quality Liquid Assets ÷ Net Cash Outflows
	146%
	142%
	▲4pp
	100%

	Net Stable Funding Ratio
	Available Stable Funding ÷ Required Stable Funding
	129%
	130%
	▼1pp
	100%

	Loan-to-Deposit Ratio
	Total Loans ÷ Customer Deposits × 100
	95%
	95%
	Stable
	N/A


Source: Calculated from Lloyds Banking Group plc (2024) Annual Report data
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Figure 3 2024 vs 2023 Liquidity Ratios
The Liquidity Coverage Ratio of 146% is significantly higher than the 100% minimum required to allow Lloyds to survive 30 days of stress (Bank of England, 2021). The Net Stable Funding Ratio stands at 129% which is also well above its 100% requirement. The Loan-to-Deposit Ratio of 95% confirms that the customer's deposits (£482.7 billion) are sufficient to finance the loan book (£459.1 billion), indicating a healthy and deposit-based structure with minimal wholesale dependence. 
[bookmark: _Toc219056712]3.3 Efficiency Ratio Analysis
Efficiency ratios are used to assess the effectiveness with which a bank uses its resources to generate revenues and serve its customers (Mukherjee, Nath and Pal, 2003). Giannopoulos, Pilcher, and Salmon (2024) demonstrate that operational efficiency is closely linked to financial performance in the UK banking sector. Table 3 shows the efficiency measures of the Lloyds Banking Group. 


Table 3: Efficiency Ratios - Lloyds Banking Group plc (2023-2024)
	Ratio
	Formula
	2024 Calculation
	2024 Result
	2023 Result
	Change

	Asset Turnover Ratio
	Net Income ÷ Total Assets
	£17,117m ÷ £906.7bn
	1.89%
	2.03%
	▼14bps

	Revenue per Employee
	Net Income ÷ FTE Employees
	£17,117m ÷ 61,228
	£279,539
	£286,515
	▼£6,976

	Customers per FTE
	Active Customers ÷ Distribution FTE
	Increase of 30% vs 2021 baseline
	30% higher
	Baseline
	▲30%


Source: Calculated from Lloyds Banking Group plc (2024) Annual Report data
The minimal decrease in the Asset Turnover to 1.89% is actually quite typical among the retail banks that hold high mortgage portfolios. Massive developments in the digital transformation contextualise this slight decline in Revenue per Employee. According to the findings of Olatunbosun and Olatunbosun (2025), AI and digital platforms have, in fact, transformed efficiency. Since 2021, Lloyds has experienced a 30% surge in customers served per employee, with over 6 billion mobile app logins supported by 20.2 million users. 
[bookmark: _Toc219056713]3.4 Capital Adequacy and Gearing Analysis
Capital adequacy ratios are used to determine a bank's financial capability and its capacity to absorb losses while continuing to operate (El-Ansary and Hafez, 2015). To maintain the stability of the banking system, the minimum capital requirements are set by the Capital Requirements Directive IV framework, as established by the Bank of England (2021). Table 4 shows the capital metrics of the Lloyds Banking Group. 


Table 4: Capital Adequacy Ratios - Lloyds Banking Group plc (2023-2024)
	Ratio
	Formula
	2024 Result
	2023 Result
	Change
	Regulatory Minimum

	CET1 Capital Ratio
	CET1 Capital ÷ Risk-Weighted Assets × 100
	14.2%
	14.6%
	▼0.4pp
	~7%

	Pro Forma CET1 Ratio
	Adjusted CET1 ÷ RWA (post-buyback)
	13.5%
	13.7%
	▼0.2pp
	Target: 13.5%

	UK Leverage Ratio
	Tier 1 Capital ÷ Total Leverage Exposure
	5.5%
	5.8%
	▼0.3pp
	3.25%

	Risk-Weighted Assets
	Total RWA
	£224.6bn
	£219.1bn
	▲£5.5bn
	N/A


Source: Calculated from Lloyds Banking Group plc (2024) Annual Report data
[image: ]
Figure 4 2024 vs 2023  Capital Adequacy Ratios

The Common Equity Tier 1 ratio slightly fell to 14.2% compared to 14.6%, but remained significantly higher than the standard regulatory minimums. The Pro Forma CET1 Ratio of 13.5% represents the entire effect of the share buyback of £1.7 billion announced to be completed in 2024, which will reach the target distribution level of the Group. This indicates that the management is committed to paying the excess capital to shareholders while maintaining a strong buffer that exceeds regulatory requirements.
The Group generated 148 basis points of capital in 2024, or 177 basis points excluding the effect of the motor finance provision. The increase in the value of Risk-Weighted Assets by £5.5 billion to £224.6 billion was due to growth in lending through both the retail and commercial departments, partially offset by the optimisation of £18 billion possible through securitisation and the efficient deployment of capital during the first strategic phase (Juelsrud and Wold, 2018).
[bookmark: _Toc219056714]3.5 Investor Ratio Analysis
Investor ratios also give an insight into the returns to shareholders and market values (Ak et al., 2013). According to Brealey, Myers, and Allen (2020), these measures are fundamental in determining the value generated by management for shareholders through profitable operations and key decisions regarding capital allocation. Table 5 shows the investor measurements of the Lloyds Banking Group.
Table 5: Investor Ratios - Lloyds Banking Group plc (2023-2024)
	Ratio
	Formula
	2024 Calculation
	2024 Result
	2023 Result
	Change

	Earnings Per Share
	Net Profit ÷ Weighted Avg Shares
	£4,477m ÷ 71,051m
	6.3p
	7.6p
	▼1.3p

	Dividend Per Share
	Total Ordinary Dividend
	Final 2.11p + Interim 1.06p
	3.17p
	2.76p
	▲0.41p

	Dividend Payout Ratio
	DPS ÷ EPS × 100
	3.17p ÷ 6.3p × 100
	50.3%
	36.3%
	▲14.0pp

	Dividend Coverage
	EPS ÷ DPS
	6.3p ÷ 3.17p
	1.99×
	2.75×
	▼0.76×

	Tangible Net Assets per Share
	Tangible Equity ÷ Shares Outstanding
	£31,721m ÷ 60,491m
	52.4p
	50.8p
	▲1.6p


Source: Calculated from Lloyds Banking Group plc (2024) Annual Report data
[image: ]
Figure 5 2024 vs 2023  Investor Ratios
Earnings Per Share dropped to 6.3 pence compared to 7.6 pence, mainly due to the effect of motor finance provision on net profit. Nevertheless, the Board demonstrated its confidence in the earnings power of the Group, which led to a 15% increase in the total ordinary dividend to 3.17 pence per share. This policy of progressive dividends has been adopted to align with the management's commitment to sustainable shareholder returns (Oh and Park, 2021).
The Dividend Payout Ratio increased significantly, rising from 36.3% to 50.3%, whereas dividend coverage decreased to 1.99 times, down from 2.75 times. Although the coverage is reduced, it remains sustainable, considering the high level of capital generation and healthy balance sheet position (Allen et al., 2002). The total shareholder returns for 2024 were up to £3.6 billion, including the ordinary dividend and the share buyback of £1.7 billion, as announced. Net Assets per Share increased by 1.6 pence to 52.4 pence, despite significant share repurchases, resulting in further accretion of book value. 


[bookmark: _Toc219056715]4.0 Critical Evaluation And Interpretation
4.1 Trends and Year-on-Year Changes
The 2024 financial trends at Lloyds provide a mixed outlook, as profitability suffered mainly due to a £700 million motor finance provision. This comes after the Financial Conduct Authority (2024) reviewed its commission arrangements, and the ultimate liability has not been determined, as the final hearing is scheduled to take place in 2025 in the Supreme Court. The underlying performance has been strong without this charge, with a 14.0% Return on Tangible Equity demonstrating core strength despite a 16-basis-point Net Interest Margin squeeze in mortgage refinancing and deposit competition. Strategic initiatives, such as Ready-Made Investments, generated an additional £0.8 billion in revenue (Estébanez and Javier, 2025). Nevertheless, the business banking is under continuous pressure, as seen in the recent shutdown of the SME invoice financing service (Al-Khalaf, 2025). 
4.2 Performance Drivers and Strategic Context
Operational improvement was also a result of strategic change. The Group spent £30 million on customer transition support and provided £10.7 billion in sustainable finance (Lloyds Banking Group, 2024), which is driven by its purpose and sustainable revenue streams. Online capabilities were also a key strength; an updated mobile application helped increase the depth of relationships by 5% since 2021. Sustainability investments, such as the expenditure on energy-efficient mortgages of £11.4 billion, will position Lloyds to facilitate the net-zero transition (Shahzad et al., 2024). In this area, good ESG performance is linked to better returns (Giannopoulos, Pilcher, and Salmon, 2024). Cost discipline resulted in total savings of £1.2 billion by modernising its technology and enhancing operational efficiency. 
4.3 Industry Benchmarking
Lloyds is benchmarked to be on track in its sector. Its ROE is in line with the industry average of 12-14% (KPMG, 2025), and its 16-basis-point compression of Net Interest Margin is in line with the industry average of 1020 basis points. The Cost-to-Income ratio of 60.4% falls within the middle of the 55-65% peer range for cost-to-income ratio, and a clear improvement is needed to achieve its 50% target (Deloitte, 2023). Capital and liquidity ratios are also healthy and comply with sector standards. 
4.4 Limitations of Ratio Analysis
Ratio analysis has some limitations as well (Atrill, 2014; Denis and Sibilkov, 2010). First of all, it is based on past information, which may not accurately reflect future conditions, as in the case of the uncertain motor finance provision. The choices of accounting policy and variations in the business models complicate cross-bank comparisons. Importantly, ratios do not take into account qualitative variables such as technological capacity, brand equity, and customer satisfaction, which, in the case of Lloyds, are offset by its substantial and intangible digital leadership (22.7 million active users). 
[bookmark: _Toc219056716]5.0 Recommendations For Financial Management Enhancement
To facilitate its 2026 goals, Lloyds ought to:
· Fast-track Strategic Revenue Diversification
Lloyds is under pressure on forecast margin, and 75% of its income is derived from net interest and thus needs to quickly create a more robust, fee-driven revenue. This involves maximising its digital platform and 28 million customers to aggressively increase wealth management, transaction banking and insurance products. A successful outcome will address interest rate sensitivity and enhance customer value, directly serving the purpose of being a digital customer-led leader (Campello, Graham and Harvey, 2010).
· Proactively Control Uncertainty in Motor Finance
One of the biggest financial and reputational risks is the £700 million provision. It is not recommended that one should take a passive position. The management should take the initiative to interact with the FCA to facilitate the formulation of a clear resolution framework, as this will enable the development of transparent and fair customer redress policies (Ekemezie and Echem, 2025). Such a two-sided strategy is vital in mitigating financial instability, managing relationships with regulators, and maintaining brand confidence(Cutolo and Kenney, 2021).
· Maximise the Allocation of Capitals
Although robust capital is an excellent explanation of excellent shareholder returns (3.6bn in 2024), balance is necessary in order to meet the 2026 targets. Financial management should make sure that dividends and buybacks will not crowd out necessary reinvestment in technologies and expansion activities (Abuaf, 2012). To achieve the 50% cost-to-income ratio and to keep investors' confidence, a dynamic capital allocation model is required to finance the innovation necessary to do it (Bernstein, Lerner and Schoar, 2013).
· Integrate Sustainability into Strategy
The development of sustainable finance should transform into comprehensive ESG coverage. In addition to expanding its green portfolio of products, Lloyds is recommended to incorporate sustainability in its main lending operations and risk models to deal with transition risks (Kumar, 2025). Cost efficiencies may also be inspired by pursuing operational sustainability (Krambia-Kapardis, Stylianou and Savva, 2023). This strategic entrenchment makes ESG one of the core sources of long-term value, competitive advantage, and resilience.



PART TWO: INVESTMENT APPRAISAL FOR WESTWARD PLC
[bookmark: _Toc219056717]6.0 Investment Decision Context For Westward Plc
Westward plc is a company that produces high-quality curtains and must consider three mutually exclusive expansion alternatives as it moves towards a 4-year horizon. According to Pike, Neale and Saeed (2018), this type of investment decision involves putting money in projects whose benefits are unconfirmed, and a systematic assessment is needed to generate maximum value. The alternatives are: Option A (investing £600,000) to expand the retail store, Option B (investing £1,000,000) to increase sales of wooden and Roman blinds online, and Option C (investing £1,600,000) to diversify into wooden and Roman blinds. Everybody is taxed at a corporation tax rate of 25% with a straight-line capital allowance of 20%. The firm's 6% cost of capital represents the lowest required rate for investors (Brealey, Myers, and Allen, 2020). 
[bookmark: _Toc219056718]7.0 Net Present Value Analysis
[bookmark: _Toc219056719]7.1 Theoretical Foundation of NPV
The most theoretically acceptable appraisal technique is the Net Present Value, as it is a direct measure of a project's change in shareholder wealth. It estimates the value of all future cash flows, discounting them at a favourable rate, and deduces the original investment (Brealey, Myers, and Allen, 2020). This is based on the principle of the time value of money, which states that current amounts of money are more valuable than the same sums of money in the future due to their earning power (Dayananda, 2020; Petters and Dong, 2016). Discounting allows for comparing valid time cash flows. When the NPV is positive, the returns exceed the cost of capital, and value is created; when it is negative, the returns are less than the cost of capital and should be rejected. 
[bookmark: _Toc219056720]7.2 NPV Calculation Methodology
To compute the NPV, several steps are involved. According to Atrill (2014), the general methodology is as follows:
	Step 1: Calculate after-tax cash flows by subtracting tax from pre-tax cash flows and adding back tax shields from capital allowances.

	Step 2: Determine discount factors for each year using the formula: Discount Factor = 1 ÷ (1 + r)^n, where r is the discount rate, and n is the year number.

	Step 3: Multiply each year's after-tax cash flow by its discount factor to calculate present values.

	Step 4: Sum all present values and subtract the initial investment to derive the Net Present Value.


In the case of Westward plc, capital allowances will be calculated at 20% of the initial investment per year, resulting in tax shields equal to the capital allowance multiplied by the tax rate of 25%. These tax shelters generate after-tax cash flows and must be incorporated into the NPV. 
[bookmark: _Toc219056721]7.3 NPV Calculations for All Options
The following tables present detailed NPV calculations for each investment option.
Table 6: Option A - Retail Outlet Expansion NPV Calculation
	Year
	Pre-Tax CF (£'000)
	Tax 25% (£'000)
	Capital Allow. (£'000)
	Tax Shield (£'000)
	After-Tax CF (£'000)
	Discount Factor
	Present Value (£'000)

	0
	(600)
	0
	0
	0
	(600)
	1.0000
	(600.00)

	1
	200
	(50)
	120
	30
	180
	0.9434
	169.81

	2
	400
	(100)
	120
	30
	330
	0.8900
	293.70

	3
	500
	(125)
	120
	30
	405
	0.8396
	340.04

	4
	700
	(175)
	120
	30
	555
	0.7921
	439.62

	
	
	
	
	
	Total PV
	
	1,243.17

	
	
	
	
	
	Less: Initial Investment
	
	(600.00)

	
	
	
	
	
	NPV
	
	£643.17


Calculation Notes:
· Capital Allowance per year = £600,000 × 20% = £120,000
· Tax Shield per year = £120,000 × 25% = £30,000
· Discount Factor Year 1 = 1 ÷ 1.06^1 = 0.9434
Table 7: Option B - Internet Sales Development NPV Calculation
	Year
	Pre-Tax CF (£'000)
	Tax 25% (£'000)
	Capital Allow. (£'000)
	Tax Shield (£'000)
	After-Tax CF (£'000)
	Discount Factor
	Present Value (£'000)

	0
	(1,000)
	0
	0
	0
	(1,000)
	1.0000
	(1,000.00)

	1
	400
	(100)
	200
	50
	350
	0.9434
	330.19

	2
	450
	(112.5)
	200
	50
	387.5
	0.8900
	344.88

	3
	720
	(180)
	200
	50
	590
	0.8396
	495.36

	4
	980
	(245)
	200
	50
	785
	0.7921
	621.80

	
	
	
	
	
	Total PV
	
	1,792.23

	
	
	
	
	
	Less: Initial Investment
	
	(1,000.00)

	
	
	
	
	
	NPV
	
	£792.23


Calculation Notes:
· Capital Allowance per year = £1,000,000 × 20% = £200,000
· Tax Shield per year = £200,000 × 25% = £50,000
Table 8: Option C - Wooden/Roman Blinds Production NPV Calculation
	Year
	Pre-Tax CF (£'000)
	Tax 25% (£'000)
	Capital Allow. (£'000)
	Tax Shield (£'000)
	After-Tax CF (£'000)
	Discount Factor
	Present Value (£'000)

	0
	(1,600)
	0
	0
	0
	(1,600)
	1.0000
	(1,600.00)

	1
	450
	(112.5)
	320
	80
	417.5
	0.9434
	393.87

	2
	700
	(175)
	320
	80
	605
	0.8900
	538.45

	3
	900
	(225)
	320
	80
	755
	0.8396
	633.90

	4
	1,200
	(300)
	320
	80
	980
	0.7921
	776.26

	
	
	
	
	
	Total PV
	
	2,342.48

	
	
	
	
	
	Less: Initial Investment
	
	(1,600.00)

	
	
	
	
	
	NPV
	
	£742.48


Calculation Notes:
· Capital Allowance per year = £1,600,000 × 20% = £320,000
· Tax Shield per year = £320,000 × 25% = £80,000
Source: Calculations based on Hopkinson (2017) NPV methodology
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Figure 6 Comparison of Net Present Values (NPV) for Investment Options A, B, and C
[bookmark: _Toc219056722]7.4 NPV Recommendation
Brealey, Myers, and Allen (2020) validate that the decision rule for mutually exclusive projects is to choose the alternative with the highest positive NPV, thus maximising shareholder wealth. Tables 6-8 have calculated that Option B yields the largest NPV of £792,230, which is higher than Option A (£643,170) and Option C (£742,480). This is superior to the fact that it has used an initial investment of £1,000,000 efficiently to produce good cumulative after-tax cash flows of £2,112,500 (Wieloch, 2019). Although Option C generates greater absolute cash flows, its increased capital requirement of £1,600,000 decreases net value generation. Alternative A involves the minimal amount of outlay, but results in low cash flows. Westward plc will therefore need to adopt Option B to build its internet sales platform, as this option is expected to generate the highest shareholder value. 
[bookmark: _Toc219056723]8.0 Internal Rate Of Return Analysis
[bookmark: _Toc219056724]8.1 Theoretical Foundation of IRR
A discount rate that gives a project NPV a zero value is termed the Internal Rate of Return, which indicates the inherent profitability of the project without considering other external factors such as the cost of capital (Magni, 2013). It is standard that projects are accepted when the IRR is greater than the cost of capital. IRR remains the most popular method of appraisal in use, and Graham and Harvey (2001) reported that 75.7% of CFOs regularly employ it. This is because it is very popular, owing to its percentage format, which is more readily interpreted and communicated among managers compared to their absolute NPV values (Mellichamp, 2017). There are, however, serious limitations to the method, including the potential for multiple solutions to non-conventional cash flows and the unrealistic assumptions regarding reinvestment rates (Dwivedi, 2025). 
[bookmark: _Toc219056725]8.2 IRR Calculation for Selected Option
The trial-and-error interpolation is used to compute the IRR of option B. This is achieved by trying out various discount rates until two rates are reached where the NPVs have opposite signs, and then interpolating between them to arrive at the exact IRR (Arjunan, 2022). 
Table 9: IRR Calculation for Option B - Trial and Error Method
Trial 1: Discount Rate = 6%
	Year
	After-Tax CF (£'000)
	Discount Factor @ 6%
	Present Value (£'000)

	0
	(1,000)
	1.0000
	(1,000.00)

	1
	350
	0.9434
	330.19

	2
	387.5
	0.8900
	344.88

	3
	590
	0.8396
	495.36

	4
	785
	0.7921
	621.80

	
	
	NPV @ 6%
	£792.23


Trial 2: Discount Rate = 35%
	Year
	After-Tax CF (£'000)
	Discount Factor @ 35%
	Present Value (£'000)

	0
	(1,000)
	1.0000
	(1,000.00)

	1
	350
	0.7407
	259.25

	2
	387.5
	0.5487
	212.62

	3
	590
	0.4064
	239.78

	4
	785
	0.3011
	236.36

	
	
	NPV @ 35%
	£(51.99)


Source: Calculated using Dayananda's (2020) interpolation methodology
IRR Interpolation Formula:
IRR = Lower Rate + [(NPV at Lower Rate) ÷ (NPV at Lower Rate - NPV at Higher Rate)] × (Higher Rate - Lower Rate)
IRR = 6% + [£792.23 ÷ (£792.23 - (-£51.99))] × (35% - 6%)
IRR = 6% + [£792.23 ÷ £844.22] × 29%
IRR = 6% + 0.9384 × 29%
IRR = 6% + 27.21%
IRR = 33.21%
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Figure 7 NPV Profile for Option B and Internal Rate of Return (IRR)
[bookmark: _Toc219056726]8.3 Interpretation of Results for Management
The IRR of option B, at 33.21%, is significantly higher than the 6% cost of capital, and it offers a 27.21 percentage-point margin of safety. According to Magni (2013), such a substantial spread means that the project would still have the capacity to continue as the actual cash flows would have been significantly lower than the projections, and that provides substantial resilience in case the new internet sales channel were to experience a significant uncertainty. Nevertheless, IRR is intended to be used in conjunction with NPV, as it represents percentage returns rather than the amount of value generated (Wang, 2021). The high IRR of option B is thus substantially supported by its high NPV of £792,230, indicating a great investment opportunity to Westward plc. 
[bookmark: _Toc219056727]9.0 Theoretical Arguments For Investment Appraisal Methods
[bookmark: _Toc219056728]9.1 NPV as the Superior Method
Net Present Value is theoretically better because of three main reasons (Brealey, Myers and Allen, 2020). First, it directly quantifies absolute wealth creation in monetary measure, which perfectly matches the goal of wealth maximisation of shareholders. Second, it appropriately considers the time value of money by discounting all cash flows to their present value, allowing for a consistent comparison across periods, which non-discounting approaches do not (Pike, Neale, and Saeed, 2018). Third, NPV provides realistic reinvestment assumptions, which implicitly incorporate the cost of capital. In contrast, IRR makes unrealistic assumptions about reinvestment being made at the project's IRR, which is often optimistic. In the case of Option B, it is not so convincing to reinvest at a 33.21% rate as compared to the cost of capital of 6%. 
[bookmark: _Toc219056729]9.2 Continued Popularity of Non-Discounting Methods
Although the NPV is theoretically superior, a theory-practice gap remains, with most firms employing less complex non-discounting techniques (Arnold and Hatzopoulos, 2000). Payback period is still used because of its appeal to liquidity and risk attractiveness (56.7% of firms, according to Graham and Harvey, 2001), especially in unpredictable settings or where the company has limited capital. These methods require minimal data and are effective screening tools for identifying potential issues. Moreover, they can also align with internal performance indicators or non-theoretical strategic priorities, such as short-term outcomes or accounting profitability analyses (Cotter, 2023). 
[bookmark: _Toc219056730]10.0 Broader Investment Decision Factors
The decision should also be impacted by qualitative variables in addition to financial analysis. It is essential to have strategic fit; Option B corresponds to the trends of digital transformation in the UK retail and the increasing e-commerce demand, which will put the firm in a position to adapt to future changes (Alkhider, 2025). Nevertheless, the risks associated with the market and demand are high, as the NPV is based on uncertain forecasts for a new channel with no historical data (Hopkinson, 2017). Sensitivity analysis must therefore be provided (Tian, 2013). The operational feasibility should also be checked. Option B will require new opportunities in e-commerce, digital marketing, and logistics, which can pose implementation risks and unforeseen costs unless properly planned (Pike, Neale, and Saeed, 2018). 
[bookmark: _Toc219056731]11.0 Capital Rationing Analysis
Assuming that Westward plc has an investment programme capital constraint of £2,500,000 and projects are divisible, the optimal allocation involves ranking the projects based on the Profitability Index. Pike, Neale, and Saeed (2018) describe PI as the value per pound invested, which allows for an efficient allocation of resources when financial resources are scarce. 
Table 10: Capital Rationing - Profitability Index Rankings
	Option
	Initial Investment (£'000)
	NPV (£'000)
	Total PV of Cash Inflows (£'000)
	Profitability Index
	Ranking
	Allocation Decision

	A
	600
	643.17
	1,243.17
	2.07
	1st
	Invest 100% = £600k

	B
	1,000
	792.23
	1,792.23
	1.79
	2nd
	Invest 100% = £1,000k

	C
	1,600
	742.48
	2,342.48
	1.46
	3rd
	Invest 56.25% = £900k

	Total
	
	
	
	
	
	£2,500k


· Profitability Index Calculation:
PI = Present Value of Cash Inflows ÷ Initial Investment
Option A: £1,243.17k ÷ £600k = 2.07
Option B: £1,792.23k ÷ £1,000k = 1.79
Option C: £2,342.48k ÷ £1,600k = 1.46
Optimal Allocation Logic:
· Step 1: Invest fully in Option A (£600,000) because it has the highest PI of 2.07. Remaining budget: £1,900,000.
· Step 2: Invest fully in Option B (£1,000,000) with the second-highest PI of 1.79. Remaining budget: £900,000.
· Step 3: Invest partially in Option C using the remaining £900,000, which represents 56.25% of the full project value (£900,000 ÷ £1,600,000).
Total NPV from Optimal Policy:
Option A: £643,170
Option B: £792,230
Option C: £742,480 × 56.25% = £417,645
Total NPV = £1,853,045
Source: Based on Dayananda (2020), capital rationing methodology
This capital rationing study demonstrates that, despite a budget constraint of £2.5 million, Westward can claim the largest possible portion of the available value through the careful allocation of resources, as determined by the Profitability Index rankings. The best portfolio yields a total NPV of £1,853,045, or 87% of the £2,127,880 in the event that the entire amount had been invested in all three projects.
[bookmark: _Toc219056732]12.0 Sources Of Finance Analysis
Westward plc should choose the proper capital to finance the investment. Retained earnings, new equity issues, and debt financing are the primary alternatives, each with its own trade-offs (Bekaert and Hodrick, 2018). Retained earnings or reinvested earnings imply that they are immediately available without incurring outside expenses or diluting shareholders' interests, but require adequate profitability and can be viewed as an opportunity cost (Major and Preminger, 2025). The issuance of new equity is a capital source that is free of repayment and financial distress; however, dilution and the cost of issuance are high (Bekaert and Hodrick, 2018). Debt financing will not dilute and has tax shields, reducing the actual cost of debt, a major benefit when Westward has a 25% tax rate (De Mooij, 2012). Nonetheless, it has fixed repayment requirements, financial risk, and restrictive covenants, which in most cases are secured by collateral. In the case of the UK investment of £1,000,000 under Option B, a combination of moderate debt and retained earnings would be optimal to leverage the tax advantages, as well as to manage financial risk.   


[bookmark: _Toc219056733]13.0 Conclusion
In 2024, the financial performance of Lloyds Banking Group has held up against headwinds, including the provision of motor finance of 700 million pounds and compression of Net Interest Margin to 2.95%. The Group remained well-capitalised with a CET1 ratio of 14.2, well-liquidised at 146, and paid back to shareholders with a total of £3.6 billion, indicating that the management believes in its ability to continue earning (Lloyds Banking Group plc, 2024). Nevertheless, the high Cost-to-Income ratio of 60.4% requires swift strategic evolution of revenues, not limited to interest-dependent income, active solving of motor finance uncertainties by engaging in regulatory activities (Ekemezie and Echem, 2025), efficient allocation of capital in balance between shareholder returns and strategic reinvestment (Bernstein, Lerner and Schoar, 2013), and more effective incorporation of sustainability in central operations (Kumar, 2025). In the case of Westward plc, quantitative analysis is strongly in favour of option B (Internet Sales Development) as the best investment, with the best Net Present Value of £792230 and with an Internal Rate of Return of 33.21, which is considerably above the cost of capital of 6% (Mahmoud, 2016). The optimal portfolio with capital rationing of £2.5 million completes A and B and partially completes C (56.25) and implies a total NPV of £1,853,045. The financing must be a mixture of moderate debt and retained earnings aimed at capitalising on the tax shields and leaving it flexible (Denis and McKeon, 2012). Option B is more aligned to digital retail trends, maximises shareholder wealth and prepares Westward for sustainable growth.  
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[bookmark: _Toc219056736]Appendix A: Lloyds Banking Group plc Consolidated Income Statement (2023-2024)
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Source: https://www.lloydsbankinggroup.com/assets/pdfs/investors/financial-performance/lloyds-banking-group-plc/2024/q4/2024-lbg-annual-report.pdf 

[bookmark: _Toc219056737]Appendix B: Lloyds Banking Group plc Consolidated Balance Sheet  
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Source: https://www.lloydsbankinggroup.com/assets/pdfs/investors/financial-performance/lloyds-banking-group-plc/2024/q4/2024-lbg-annual-report.pdf 
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	Financial Metric
	2024 (£m)
	2023 (£m)
	Change (£m)
	Change (%)

	Underlying Net Interest Income
	12,845
	13,765
	(920)
	-6.7%

	Underlying Other Income
	5,597
	5,123
	474
	+9.3%

	Operating Lease Depreciation
	1,325
	956
	369
	+38.6%

	Net Income
	17,117
	17,932
	(815)
	-4.5%

	Operating Costs
	9,442
	9,140
	302
	+3.3%

	Remediation Costs
	899
	675
	224
	+33.2%

	Total Costs
	10,341
	9,815
	526
	+5.4%

	Underlying Impairment Charge
	433
	308
	125
	+40.6%

	Underlying Profit
	6,343
	7,809
	(1,466)
	-18.8%

	Profit Attributable to Ordinary Shareholders
	3,923
	5,226
	(1,303)
	-24.9%

	Total Assets
	906.7bn
	904.2bn
	2.5bn
	+0.3%

	Customer Deposits
	482.7bn
	471.4bn
	11.3bn
	+2.4%

	Loans and Advances to Customers
	459.1bn
	449.7bn
	9.4bn
	+2.1%

	Total Equity
	45.9bn
	47.4bn
	(1.5bn)
	-3.2%

	Tangible Net Assets
	31.7bn
	32.4bn
	(0.7bn)
	-2.2%


Source: Lloyds Banking Group plc (2024) Annual Report and Accounts


[bookmark: _Toc219056739]Appendix D: Discount Factor Table (6% Cost of Capital)
	Year (n)
	Formula: 1 ÷ (1.06)^n
	Discount Factor
	Cumulative Discount Factor

	0
	1 ÷ (1.06)^0
	1.0000
	1.0000

	1
	1 ÷ (1.06)^1
	0.9434
	1.9434

	2
	1 ÷ (1.06)^2
	0.8900
	2.8334

	3
	1 ÷ (1.06)^3
	0.8396
	3.6730

	4
	1 ÷ (1.06)^4
	0.7921
	4.4651

	5
	1 ÷ (1.06)^5
	0.7473
	5.2124


Note: Cumulative discount factors are used for annuity calculations
[bookmark: _Toc219056740]Appendix E: Westward plc - Pre-Tax Cash Flow Summary
	Option
	Initial Investment (£'000)
	Year 1 (£'000)
	Year 2 (£'000)
	Year 3 (£'000)
	Year 4 (£'000)
	Total Pre-Tax CF (£'000)

	Option A: Retail Expansion
	(600)
	200
	400
	500
	700
	1,800

	Option B: Internet Sales
	(1,000)
	400
	450
	720
	980
	2,550

	Option C: Product Diversification
	(1,600)
	450
	700
	900
	1,200
	3,250


Note: Pre-tax cash flows exclude tax and capital allowance effects
[bookmark: _Toc219056741]Appendix F: Tax Shield Calculations - All Investment Options
	Option
	Capital Allowance Rate
	Annual Capital Allowance (£'000)
	Tax Rate
	Annual Tax Shield (£'000)
	Total Tax Shield (4 years) (£'000)

	Option A
	20%
	120
	25%
	30
	120

	Option B
	20%
	200
	25%
	50
	200

	Option C
	20%
	320
	25%
	80
	320


Calculation: Tax Shield = Capital Allowance × Tax Rate
[bookmark: _Toc219056742]Appendix G: NPV and IRR Summary - Investment Options Comparison
	Investment Option
	Initial Investment (£'000)
	NPV @ 6% (£'000)
	IRR (%)
	Profitability Index
	Payback Period (Years)
	Ranking

	Option A: Retail Expansion
	600
	643.17
	28.56%
	2.07
	2.1
	3rd

	Option B: Internet Sales
	1,000
	792.23
	33.21%
	1.79
	2.3
	1st

	Option C: Product Diversification
	1,600
	742.48
	24.89%
	1.46
	2.6
	2nd


Profitability Index = (PV of Future Cash Flows) ÷ Initial Investment
Note: Option B selected as optimal choice based on highest NPV
[bookmark: _Toc219056743]Appendix H: Capital Rationing Analysis - Portfolio Optimization
	Portfolio Combination
	Options Selected
	Total Investment (£'000)
	Total NPV (£'000)
	Feasible (Budget £2,500k)

	Portfolio 1
	A only
	600
	643.17
	Yes

	Portfolio 2
	B only
	1,000
	792.23
	Yes

	Portfolio 3
	C only
	1,600
	742.48
	Yes

	Portfolio 4
	A + B
	1,600
	1,435.40
	Yes

	Portfolio 5
	A + C
	2,200
	1,385.65
	Yes

	Portfolio 6
	B + C
	2,600
	1,534.71
	No (exceeds budget)

	Portfolio 7
	A + B + 56.25% of C
	2,500
	1,853.05
	Yes (Optimal)


Optimal Portfolio: Full funding of Options A and B, plus 56.25% (£900k) allocation to Option C
[bookmark: _Toc219056744]Appendix I: Lloyds Banking Group - Capital and Regulatory Ratios
	Capital Metric
	2024
	2023
	Regulatory Minimum
	Lloyds Target
	Surplus Above Minimum

	CET1 Capital Ratio
	14.2%
	14.6%
	~7.0%
	13.0%
	7.2pp

	Pro Forma CET1 Ratio
	13.5%
	13.7%
	~7.0%
	13.0%
	6.5pp

	UK Leverage Ratio
	5.5%
	5.8%
	3.25%
	N/A
	2.25pp

	Liquidity Coverage Ratio
	146%
	142%
	100%
	N/A
	46pp

	Net Stable Funding Ratio
	129%
	130%
	100%
	N/A
	29pp


Note: pp = percentage points
[bookmark: _Toc219056745]Appendix J: Sources of Finance Analysis - Westward plc (Option B)
	Financing Source
	Amount (£'000)
	Proportion (%)
	Cost of Capital
	Tax Shield
	After-Tax Cost
	Key Characteristics

	Bank Loan (Debt)
	400
	40%
	5.5%
	Yes
	4.13%
	Fixed interest, secured, tax-deductible

	Retained Earnings
	600
	60%
	6.0%
	No
	6.00%
	No dilution, flexible, no issue costs

	Total Funding
	1,000
	100%
	5.65%*
	-
	5.25%*
	Balanced capital structure
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