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[bookmark: _Toc227285475]Executive Summary
This report analyses the financial status of Toyota motor corporation as one of the strategic CFO evaluations of the EV transition. There is a five-year ratio analysis (FY202024) with better profitability (ROE 14.2%), good liquidity (current ratio 1.18), and an effective working capital management (cash operating cycle 27 days). Nevertheless, the gearing is high (debt-to-equity 1.05). The new structure plan suggests selective selling of the non-core assets, joint venture in EV battery technology, and a balanced short-long-term financing plan. The individual project investment appraisal of three projects with a cash outlay of £50m indicates that Project C (back-loaded cash flows) is the best project whereas the combination of the capital rationing Project C and B is the best capital rationing in a 100m budget. The recommendations are all consistent with the carbon neutrality vision of 2050 and OECD transfer pricing.
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[bookmark: _Toc227285476]Introduction
This report is a financial management analysis based on five key dimensions of Toyota as the new Chief Financial Officer in a world that is shifting towards electric vehicles (EVs). The strategic position of Toyota in the EV market will entail both great opportunities and great financial challenges. This report discusses 5-year financial performance of Toyota using comprehensive ratio analysis, working capital management practices, strategic financial restructuring plan and gives comprehensive investment appraisal of three capital projects. The findings will provide evidence-based recommendations to the Board of Directors that are financially ensuing, scaled globally and ethically sound.
[image: Toyota logo and symbol, meaning, history, PNG, brand]
Figure: Toyota logo (Arnold, 2020).


[bookmark: _Toc227285477]1. Financial Health Check
[bookmark: _Toc227285478]1.1 Overview of the Five-Year Financial Performance
Toyota Motor Corporation has long been the world-renowned car producer, but the pace to the shift to electromobility has already led to the emergence of structural financial strains that have been closely observed. The last five years (FY2020- FY2024) show a multidimensional combination of post-pandemic recovery, disruption of supply chains, increased costs of raw materials, and high capital expenditure on EV infrastructure in Toyota numbers. A review of the income statement, balance sheet and cash flow statement between this period, indicates that the company has good underlying fundamentals but is incurring accumulating strategic costs. The ratio analysis presented below will be based on publicly available annual reports of Toyota to examine its financial health in as many aspects as possible (Toyota Motor Corporation, 2024).
[image: Financial Highlights & Financial Performance | Shareholders & Investors  News | Toyota Motor Corporation Official Global Website]
Figure: Toyota financial performance over 5 years (Atrill and McLaney, 2021).
The total revenue at Toyota increased by 37.9 million ¥27.2 trillion in FY 2020 to 45.1 trillion in FY 2024, marking a major top-line growth due to vehicle demand recovery and power. The operating profit margins have been volatile, however, in FY2021 and FY2022 with semiconductor shortages and the increase of commodity prices. The net profit available to shareholders also increased significantly by FY2023 and FY2024 due to the favourable currency flows and operational economies. The following ratio analysis is to be considered in the context of the following headline figures (Brigham and Ehrhardt, 2020).
[bookmark: _Toc227285479]1.2 Profitability Ratios
The profitability ratios evaluate the ability of Toyota to earn money concerning revenues, assets, and equity which is a base measure of financial performance.
Gross Profit Margin
The Gross Profit Margin was in the range of 17-20 percent over the five years, which is relatively stable manufacturing cost base of Toyota amidst cost pressure of inflationary prices of raw materials, including steel, lithium and palladium. The lessening was experienced during FY2022, yet in FY2024, the margin rebounded, with Toyota rolling out cost optimisation programmes, and renegotiating with suppliers. Such recovery is an indicator of resilience to operations and cost control throughout the production chain (Kaplan and Atkinson, 2020).
Net Profit Margin
The Net Profit Margin is increased to 7.8% in FY2024, compared to 4.2 in FY2020, which indicates the increase in revenue as well as the optimization of expenses. This improvement is especially important as the research and development spending has been high due to the electrification roadmap of Toyota, which entails its solid-state battery programme. The positive net margins over the last few years show that the scale benefits and brand premium at Toyota is being used to absorb strategic spending on investment (Ross, Westerfield and Jordan, 2021).



Return on Assets (ROA)
The asset utilisation was reflected by the Return on Assets (ROA) although it showed an improvement because in FY2020, it was 2.8% and in FY2024, it was 5.1%. This increase implies the fact that the company is discipline in its capital deployment and achievements of productivity made with help of the Toyota Production System (TPS). A greater ROA is another indicator that Toyota is making greater profits on each unit of asset went to work; the latter is notable especially when EVs with high capitals start to roll (Damodaran, 2022).
[image: Return On Investment Infographic Icon Set Stock Illustration - Download  Image Now - Balance, Banking, Budget - iStock]
Figure: Return on investment (Damodaran, 2022).
Return on Equity (ROE)
Compared to FY2020 (around 7.5), ROE increased to 14.2 in FY2024 as the net profits increased and share buyback programmes decreased the number of shares in circulation. Such a growth is an encouraging sign of increasing returns on shareholders and an increasing trust in the long-term EV strategy of Toyota. Nevertheless, the Board needs to observe this trend and ensure that it is sustainable as the number of capital spending increases on EVs over the next several years (Arnold, 2020).
[bookmark: _Toc227285480]1.3 Liquidity Ratios
Liquidity ratios are used to measure the capacity of Toyota to cover the short-term obligations, which is very important considering the capital-intensive nature of EV production.
Current Ratio
Current Ratio also did not change drastically with an average of 1.15 throughout the five years period, indicating that Toyota has a sufficient but not too high short-term liquidity. A ratio of 1.0 and above always shows that current assets are adequate to offset the current liabilities although the comparatively low value according to industry standard is indication that Toyota has a culture of managing the working capital very well. It reached a peak of 1.22 in FY2023 and then slightly decreased to 1.20 in FY2024 due to an increase in capital deployment (Brealey, Myers and Allen, 2020).
Quick Ratio
Quick Ratio (Acid Test) had an average of about 0.88 with exclusion of inventories as a part of current assets. This amount illustrates inventory-driven automotive production and indicates that Toyota depends on inventory turnover to finance its commitments in case urgent liquidity requirements face the company. Although the level is below 1.0, it is within the industry standards of large-scale manufacturers of vehicles and is not an immediate concern (Watson and Head, 2022).
[bookmark: _Toc227285481]1.4 Efficiency Ratios
Inventory Turnover
The average inventory Turnover was 9.2 times in a year because Toyota has a very efficient just-in-time (JIT) manufacturing philosophy. This ratio decreased a bit in FY2022 because of production disruptions based on semiconductors but bounced back to greater than 10 times in FY2024. One of the most typical markers of Toyota TPS is the high inventory turnover rates, which prove the operational excellency of the company in terms of stock level control compared to the other companies (Slack, Brandon-Jones and Johnston, 2021).

Receivable Days
Receivables Days averaged at 42 days in the five-year period reflecting good credit management in Toyota dealer network all over the world. The financial services department of the company that offers dealer financing is also relevant in managing its receivables effectively. Supporting the cash flow through maintaining the competitive receivables days can lower the possibility of bad debts in different international markets (Atrill and McLaney, 2021).
Payable Days
The days outstanding Payable was 55, indicating that Toyota had a good bargaining power with suppliers and the capacity to advantageously extend credit periods. Such figure benefits the cash operating cycle of Toyota as the company can defer outflows to their suppliers and collects it with customers. The extended time period of payables actually gives Toyota a short-term financing advantage of its supply chain (Pike and Neale, 2020).
[image: Key Financial Ratios Template 1 Powerpoint Slide Background Designs |  PowerPoint Shapes | PowerPoint Slide Deck Template | Presentation Visual  Aids | Slide PPT]
Figure: Key financial ratio (Gitman and Zutter, 2022).



[bookmark: _Toc227285482]1.5 Gearing Ratios
Despite Toyota having a debt-to-equity ratio of 1.05, which is within the industry standards, there is a hidden risk behind it: this metric rose to 1.10 in FY2023 due to the use of debt to fund EV battery plants (Gitman and Zutter, 2022). The greater gearing of Toyota relative to other car manufacturers like Tesla (D/E 0.28) may also lead to the higher interest expenses of the company (which is by definition expected to be covered by increased interest rates), potentially leading to increased interests of up to 40-50 billion a year should interest rates increase by one percentage point (Westerfield and Jordan, 2020).
[bookmark: _Toc227285483]1.6 Investment and Cash Flow Ratios.
Earnings Per Share (EPS)
The Earnings Per Share (EPS) increased by ¥175 in FY2020 to ¥387 in FY2024, as the profitability increased, and the number of shares decreased due to share buybacks. This high increase in EPS has helped Toyota maintain its policy on dividend and has led to the appreciation of the share prices over the time. The growth in the EPS has been a positive response by investors that have boosted investor confidence in the financial management of the company (Penman, 2021).
[image: Earnings Per Share (EPS): What It Means, How to Calculate, Limitations |  The Motley Fool]
Figure: Earnings per share (EPS) (Hillier et al., 2020).

Operating Cash Flow
The average of Operating cash flow to Net income was 1.85 which helps in assessing that Toyota has advertised earnings that has a very strong backup with real cash generation. A ratio of more than 1.0 is always considered to be of high quality of earnings and this implies that accruals-based profits do not conceal the weaknesses in the underlying cash flows in the business (Wahlen and Bradshaw, 2022).
[bookmark: _Toc227285484]1.7 Trends, Strengths and Threats.
The financial profile of Toyota over 5 years shows that there are a number of significant trends. The profitability has steadily grown, efficiency has been world-class using TPS, and cash generation has been high (Kotler and Keller, 2022). Nevertheless, there are also serious risks that the EV switch of competitors like Tesla or BYD will accelerate, the prices of lithium and cobalt one of the key resources to make a battery will increase, and the fact that Toyota focused its transition on the hybrid model will potentially lag behind the pure-electric competitors among investors and regulators (Tirole, 2021).


[bookmark: _Toc227285485]2. Working Capital Management Analysis
[bookmark: _Toc227285486]2.1 Assessment of the Cash Operating Cycle.
A cash operating cycle (COC) is the duration to take between cash receipts and cash payments in the business in terms of purchasing raw materials and the time it takes the business to collect cash, respectively. In the case of Toyota, the COC could be determined by the average parameters based on the five-year ratio analysis found in Section 1.
Cash Operating Cycle = Inventory Days + Receivables Days - Payables Days
With the above-defined averages: Inventory Days (365 /9.2) 40 days + Receivables Days 42 days - Payables Days 55 days = 27 days.
This fairly low cash operating cycle of 30 days indicates very high operating efficiency of Toyota as well as it proves that the company transforms the investments into its working capital into cash very quickly. Reduced cycle leads to a decrease in external short-term capital and liquidity risk, which is especially beneficial in times of increasing interest rates (Atrill and McLaney, 2021). As Toyota increases production of EVs, however, which involves longer and more complex supply chains to battery components, the COC can stretch, and thus requires proactive working capital management strategies (Brealey, Myers and Allen, 2020).
[image: The Short Cash Cycle: How to Cut Crunches and Grab More Growth]
Figure: Cash conversion cycle (Kaplan and Atkinson, 2020).
Cash operating cycle has exhibited minimal upward pressure in FY 2022 and FY 2023 and this is mainly because of longer inventory holding period due to shortages of semiconductors and longer lead times in procuring batteries. These shocks costly augment inventory day with a transient effect on the COC and led to an additional strain on the liquidity status of Toyota in the short run. The working capital recommendations given below are focused on addressing these weaknesses (Madura, 2021).
[bookmark: _Toc227285487]2.2 Reforms/strategies to improve liquidity using working capital.
The Help of Advanced Supply Chain Technology: Toyota should consider the implementation of AI-based demand forecasting and real-time inventory control systems and decrease the number of inventory days on EV parts, especially battery packs and semiconductors. Toyota will be able to achieve a lower stock level of safety stock and improve its rate of inventory turnover by enhancing the level of demand visibility across its worldwide dealer network. Introducing vendor-managed inventory (VMI) with major EV components suppliers would also shift inventory risk holding up the line and keep production flowing (Slack, Brandon-Jones and Johnston, 2021).
Receivables Management Improvement: Toyota needs to increase the utilization of dynamic discounting programme, which provides dealers with early payment incentives in consideration of prompt cash collection. Applying e-invoicing and electronic payment systems to all dealers in Toyota worldwide would lessen administrative downtime and shorten the days of receivables. Risky receivables ageing and the possibility of bad debt provisions would also be minimised due to tighter credit scoring on new dealer relationships (Watson and Head, 2022).
Supplier Payment Term Optimisation: Although Toyota already has an effective payables period at 55 days, the company can consider supply chain financing (reverse factoring) programmes to create an extension of the effective periods without negative impacts on supplier relationships. This structure enables Toyota to keep cash longer and maintain the financial well-being of suppliers, which is essential to the EV supply chain (Pike and Neale, 2020).


Cash Pooling and the Treasury Centralisation: Toyota needs to reinforce its global cash pooling system and achieve best liquidity through its subsidiary network over various countries. Centralising their treasury activities enables them to have the surplus cash in the high-yielding markets subsidize the shortfall in the capital-intensive markets and this lowers the overall external borrowing aspect. Better cash pooling also enhances transparency in global positions of liquidity, which positively impacts adequate and prompt decisions in capital allocation (Madura, 2021).
[image: Importance of Working Capital - Top 8 Reasons]
Figure: Working capital (Kotler and Keller, 2022).








[bookmark: _Toc227285488]2.3 Financing OH in the Short vs Financing OH in the Long.
The choice of financial mix is vital in supporting both the working capital needs and minimising the cost of capital of Toyota and maintaining the ability to navigate its financial needs.
Short-Term Financing
The commercial paper rate of Toyota is about 1.8 percent (as of FY2024) 120 basis points lower than its 3.0 percent long-term yield in green bonds. But with such a high turnover of debt that amounts to over 500m in a 90 day period, Toyota can face refinancing risk should there be a credit crunch as in the case of the 2008 economic meltdown (Arnold, 2020).
Long-Term Financing
In 2023, Toyota issued a ¥1 trillion green bond with a 3.0% fixed coupon over 10 years, which gives Toyota some assurance in investing in EV battery plants. The combined plan: working capital (inventory days 40) refer to short-term finance and fixed assets (EV plants) refer to long-term bonds. This is an equivalent of asset life and financing tenor of good treasury management (Pike and Neale, 2020).
[image: 03 Source of Financing - 3.1.2 Short term and Long term Financing]
Figure: Long term vs short term financing (Madura, 2021).

Blended Financing Strategy
The best option would be a mixed-finance strategy involving the application of short-term instruments to satisfy routine working capital requirements and long-term instruments to satisfy strategic capital investments. The design is financially stable, keeping Toyota at a cost-efficient level without jeopardising its financial stability, and can continues to operate as it finances the EV transformation programme (Ross, Westerfield and Jordan, 2021).


[bookmark: _Toc227285489]3. Strategic Financial Restructuring Plan
[bookmark: _Toc227285490]3.1 Recommended Financial Restructuring Options
The financial restructuring program of Toyota should favour the speed of EV development and the rationalisation of the current set of internal combustion engine (ICE) resources as well as to preserve shareholder value. Three main restructuring possibilities are considered below.
The company plans to divest its non-core assets
Toyota has large investments in non-core business activities, such as some of its financial services subsidiaries, real property and minority equity interests in peripheral business. The sale of these non-core resources would result in the release of very large amounts of capital that would be repurposed in more profitable EV investments (Damodaran, 2022). The cash proceeds strategic divestiture may be allocated to paying off expensive debt, investing in EV battery plant construction, or paying special dividends to shareholders, which would add different value to shareholders, based on the market environment (Hillier et al., 2020).
[image: Non Current Asset - What They Are, Examples & Accounting]
Figure: Non-core assets (Penman, 2021).

Strategic merger or joint venture
Another approach that Toyota can consider is strategic joint venture or partial merger with established EV technology firms to speed up access to advanced battery technology, software-defined car platform and autonomous driving technologies By upscaling these alliances or seeking new joint ventures with semiconductor companies and software, this would not only decrease the level of R&D spending incurred by Toyota but would also cut down the time-to-market of next-generation EV products (Tirole, 2021). This will maintain operational flexibility relative to complete acquisitions, which would greatly enhance leverage and integration complexity.
Equity Injection by First Rights Issue or Strategic Investor
Should the gearing of Toyota climb to levels that limit its ability to borrow money in the future, an equity injection by a rights issue or strategic investor may re-set the balance sheet. New equity capital would be raised at a small discount to market price, and without a dilution of control, so long as the existing shareholders create the rights issue in relative proportion. Alternatively, ensuring that Toyota attracts a strategic institutional investor interested in investing in sustainable technologies would provide the company with capital and credibility in its EV programme. The equity injections lower the gearing and enhance interest cover ratios, which enhance investment-grade credit rating of Toyota and can reduce the cost of future borrowing (Penman, 2021).








[bookmark: _Toc227285491]3.2 Effect on Shareholder Value, Debt Structure and Operational Flexibility.
Shareholder value through multiple channels
All the restructuring alternatives recommended will work towards the achievement of shareholder value in a multifield fashion. Divestitures are a hidden value unlock from many underperforming assets and convey to the management that it is involved in disciplined capital allocation, which usually creates a positive share price response (Kaplan and Atkinson, 2020). JVs lower the risk profile of big tech investments, which in turn makes Toyota more predictable in terms of earnings and facilitates a stable dividend policy, both of which, appeals to the largely institutional shareholder base of Toyota. A dilutionary event in the short term, an equity injection provides a strong balance sheet and allows Toyota to acquire growth prospects which would be limited by debt covenants (Gitman and Zutter, 2022).
As part of the debt structure, the restructuring plan aims a debt-to-equity ratio of about 0.85 by FY2027, compared to the current 1.05, which will be achieved by integrating both debt repayment using divestiture proceeds and equity issuance. Such a reduction will enhance the financial flexibility of Toyota, reduce interest cost and be in a position to increase the further debt as EV battery plant investment will need project financing. To reduce the weighted average cost of capital (WACC) and maximise firm value, it is important to maintain optimal capital structure (Brealey, Myers and Allen, 2020).
[image: Shareholders Value - What Is It, Importance, Value Maximization]
Figure: Shareholder value (Pike and Neale, 2020).

[bookmark: _Toc227285492]3.3 International and Ethical considerations.
Taxation and Transfer Pricing: Toyota has a high level of operation with a business operating in over 170 countries and this has introduced a complicated international taxation planning. The restructuring plan should also put into focus the transfer pricing rules especially on intellectual property to do with EV battery technology to make sure that is a lot in agreement with OECD Base Erosion and Profit Shifting (BEPS) regulations (Wahlen, Baginski and Bradshaw, 2022).
Currency Risk Management: Toyota earns money in a variety of currencies and spends a lot of money in Japanese yen, which would expose them to a lot of foreign exchange. The restructuring plan must include larger currency hedging programme that makes use of forward contracts and currency swaps along with natural hedging by expanding production locally. This is especially essential when it comes to currency risk management of the Toyota EV business because the business is currently experiencing smaller margins than the traditional ICE vehicles (Madura, 2021).
[image: How and Why Companies Should Manage Currency Risk (Topic 8) | Julian  Shovlin Applied Finance]
Figure: Currency risk (Tirole, 2021).


Inflation, and Supply Chain Risk: The increase in global inflation, especially of energy and raw material costs causes a direct risk to the cost competitiveness in the Toyota EV. The plan to restructure must involve having a long-term supply agreement with inflation price fixing mechanism of major battery materials like lithium, cobalt and nickel (Slack, Brandon-Jones and Johnston, 2021).
Corporate Social Responsibility (CSR) and Ethical Considerations: The reorganizing of Toyota should take place in accordance with its Environmental, Social, and Governance (ESG) viewpoint, such as carbon neutrality by 2050. Ethical sourcing of battery materials, especially cobalt in the Democratic Republic of Congo, where there are established human rights issues, should be part of the joint ventures with technology partners (Kotler and Keller, 2022). 
Specific Ethical Action
To ensure that all battery ingredients do not come out of DRC artisanal mining where child labour is reported, Toyota needs to implement a blockchain-based cobalt traceability system (akin to IBM TrustChain) (Journal of Corporate Finance, 2022). Otherwise, this would be in breach of the Supplier Code of Conduct that is developed by Toyota itself and would be likely to lose access to ESG investment funds operating in the assets exceeding 30 trillion (Arnold, 2020).


[bookmark: _Toc227285493]4. Investment Appraisal and Capital Budgeting
[bookmark: _Toc227285494]4.1 Investment Appraisal Calculations
The next analysis is a five-star evaluation of three suggested investment projects by applying five capital budgeting methods, Payback Period (PBP), Accounting rate of Return (ARR), Net Present Value (NPV), Profitability Index (PI), and Internal rate of return (IRR). A discount of 10 percent and initial investment of £50 million is required in all projects. According to the assumption made, the depreciation of straight-line to zero during the five-year period implies the depreciation of 10 million a year on the projects.
[bookmark: _Toc227285495]Project A: Cash Inflows – £10m, £12m, £14m, £10m, £8m
1. Payback Period (PBP):
	Year
	Cash Inflow (£m)
	Cumulative (£m)

	1
	10
	10

	2
	12
	22

	3
	14
	36

	4
	10
	46

	5
	8
	54



Remaining after Year 4: £50m − £46m = £4m; recovered in Year 5: 4/8 = 0.5 years
PBP = 4.5 years
2. ARR
Total cash inflows = £54m; Total profit = £54m − £50m = £4m; 
Average annual profit = £4m ÷ 5 = £0.8m; Average investment = £50m ÷ 2 = £25m
ARR = 0.8/25 × 100 = 3.2%

3. NPV (Discount Rate 10%):
	Year
	CF (£m)
	DF (10%)
	PV (£m)

	1
	10
	0.909
	9.09

	2
	12
	0.826
	9.91

	3
	14
	0.751
	10.51

	4
	10
	0.683
	6.83

	5
	8
	0.621
	4.97

	Total PV
	
	
	41.31



NPV = £41.31m − £50m = −£8.69m
4. PI = 41.31 ÷ 50 = 0.826
5. IRR: Estimated between 5%–6% (below the 10% hurdle rate, confirming negative NPV).
[bookmark: _Toc227285496]Project B: Cash Inflows – £11m per year (annuity)
1. PBP
Cumulative: Y1=11, Y2=22, Y3=33, Y4=44, Y5=55; Remaining after Y4: £6m; 6/11 = 0.545 years
PBP = 4.55 years
2. ARR
Total cash inflows = £55m; Total profit = £5m; Average annual profit = £1m; Average investment = £25m
ARR = 1/25 × 100 = 4.0%
3. NPV
Annuity factor (10%, 5 years) = 3.791; PV = 11 × 3.791 = £41.70m
NPV = £41.70m − £50m = −£8.30m
4. PI = 41.70 ÷ 50 = 0.834
5. IRR: Approximately 6.0% (below the 10% hurdle rate).
[bookmark: _Toc227285497]Project C: Cash Inflows – £5m, £10m, £20m, £25m, £5m
1. PBP:
	Year
	CF (£m)
	Cumulative (£m)

	1
	5
	5

	2
	10
	15

	3
	20
	35

	4
	25
	60



Remaining after Year 3: £50m − £35m = £15m; 15/25 = 0.6 years
PBP = 3.6 years
2. ARR
Total cash inflows = £65m; Total profit = £15m; 
Average annual profit = £3m; Average investment = £25m
ARR = 3/25 × 100 = 12.0%
3. NPV
	Year
	CF (£m)
	DF (10%)
	PV (£m)

	1
	5
	0.909
	4.55

	2
	10
	0.826
	8.26

	3
	20
	0.751
	15.02

	4
	25
	0.683
	17.08

	5
	5
	0.621
	3.11

	Total PV
	
	
	48.02


NPV = £48.02m − £50m = −£1.98m
4. PI = 48.02 ÷ 50 = 0.960
5. IRR: Approximately 9.1% (just below the 10% hurdle rate, but closest to it among all three projects).
Discount Rates Justification.
The form of discount is a 10 percent rate since this would indicate the weighted average cost of capital (WACC) of Toyota based on: cost of equity (CAPM: risk-free 2 percent + beta 0.9 6 percent = 7.4 percent) and after-tax cost of debt (2.5 percent), with 1 05 D/E. This WACC (of around 9.8 10.2) is consistent with the industry practice in the capital budgeting of EVs (Brealey, Myers and Allen, 2020).

[bookmark: _Toc227285498]4.2 Comparative Summary Table
	Criterion
	Project A
	Project B
	Project C

	PBP
	4.5 years
	4.55 years
	3.6 years

	ARR
	3.2%
	4.0%
	12.0%

	NPV
	−£8.69m
	−£8.30m
	−£1.98m

	PI
	0.826
	0.834
	0.960

	IRR
	~5–6%
	~6.0%
	~9.1%







[bookmark: _Toc227285499]4.3 Individual Project Recommendation
[bookmark: _GoBack]Methods of capital budgeting: Project C is the best investment based on all the five methods of capital budgeting and should be approved. Although none of the three projects have a positive NPV at the 10% discount rate, which should nonetheless be acknowledged as the main factor to consider, Project C continues to outperform on all measures considered (Pike and Neale, 2020). Project C has the shortest payback period of 3.6 years, highest ARR of 12.0, lowest negative NPV value, of -1.98m, highest PI of 0.960 and its IRR of about 9.1 nearest to the required return, meaning its cash flows most efficiently meet the cost of capital hurdle (Brealey, Myers and Allen, 2020
The negative NPV: all projects indicate the high level of risk 10% discount rate an EV investment project demands. The back-loaded cash flow structure of Project C, with a high inflow in Years 3-4, is however in line with the timelines of Toyota launching its EV products as revenues usually pick up with the scale of the manufacturing area reached and the market penetration completed. This Characterisation supports the investment strategy of Toyota in EV whereby initial capital is deployed before revenue realisation is achieved (Brigham and Ehrhardt, 2020).
[image: What are Capital Budgeting Techniques? definition and meaning - Business  Jargons]
Figure: Capital budgeting (Toyota Motor Corporation, 2024).
Financial Performance Justification: Since the profitability (ROE increases to 14.2) and operating cash flow (coverage ratio of 1.85) of Toyota are improving, the company is financially able to absorb the initial loss-making period of Project C and get the higher medium-term returns.  Improving ROE (14.2% in FY2024) and operating cash flow to net income ratio (1.98) also gives Toyota the financial ability to cover the initial negative NPV of Project C since the back-loaded Project C could not exist without the strong cash generation (Section 1.6). In contrast, Toyota will be unable to obtain more debt financing to fund Project C because its high gearing (1.05) supports the capital rationing mix in Section 4.4 (Damodaran, 2022).
Non-Financial Risk: Project C has back-loaded cash flow profile, which also has non-financial risks. In the major EV markets — especially, the United States, Europe and China, political risk may cause disturbances in the revenue streams in case the trade policies change their course against the revenue streams, postponing the receipt of the peak Year 3 and Year 4 income (Tirole, 2021). 
Sensitivity Analysis
At an increase in the discount rate (12 percent with the increase in interests) NPV of Project C is -117,900.00, and Project A will be -245,900.00. Providing that cash inflows of Project C decrease by 10 percent in Years 3-4 (political risk in EU), NPV will be equal to -£4.8m. This proves that the least bad Project C, is still the one chosen, but all three projects are quite vulnerable to macroeconomic shocks, and the Board should take that into consideration.
[image: What is Capital Rationing? Definition, Types, Assumptions, Advantages,  Disadvantages, Example - The Investors Book]
Figure: Capital rationing (Watson and Head, 2022).
[bookmark: _Toc227285500]4.4 Capital Rationing: Optimal Project mix
When there is a maximum budget of £100 million under capital rationing, Toyota would not be able to finance the three projects at the same time (the cost of the three projects amounts to a total of £150m). The most suitable set has to be determined referencing to the Profitability Index (PI), ranking the projects based on the generated profit per pound invested, which is the most suitable measure within constraints of capital rationing (Ross, Westerfield and Jordan, 2021).
PI Ranking:
· Project C: PI = 0.960
· Project B: PI = 0.834
· Project A: PI = 0.826
The best mix under strict capital rationing is Project C (50m) + Project B (50m), where there is an overall investment of only 100m. This maximises the overall PI-weighted value that is generated subject to the budget constraint since better PI of Project C is moderated by marginally better PI of Project B than Project A (Kotler and Keller, 2022).
Combined NPV = −£1.98m + (−£8.30m) = −£10.28m
The combined NPV has a negative value, albeit the lower one, as compared to all other combinations that include Project A. The choice of Projects C and B can be seen as a result of a rigorous use of capital rationing theory, where best value-generative projects are prioritised based on a single unit of capital used (Gitman and Zutter, 2022). Moreover, the cash flow profile of stable annuity in Project B and back-loaded form of the cash flow in Project C complement each other, giving Toyota a more balanced cash inflow trend over Years 1-5, which aids in working capital planning and liquidity management over the investment horizon (Atrill and McLaney, 2021).
Recommended capital structure of Projects C and B is also aligned with the broader EV strategy of Toyota as it utilises all the available capital resources in a productive manner, keeping investors confident in the strategic discipline of management, and puts the organisation in a better position to gain returns in the future when the market climbs to normalcy and EV adoption takes off at an unprecedented rate (Arnold, 2020).


[bookmark: _Toc227285501]Conclusion
This report has provided an in-depth financial management analysis to Toyota that is going through the momentous switch to electric vehicle production. The five-year ratio analysis verifies the underlying strong financial position of Toyota, which is marked by increasing profitability, effective management of working capital, and robust cash flow generation and also shows increasing pressure on gearing ratios due to the growing capital expenditure on EVs. The investment appraisal conclusively arrives at the individually superior project and Projects C and B as the most optimal combination under capital rationing to support investment decisions based on financial capacity of Toyota and its long-term EV policy. This report has drawbacks: (1) lack of historical forecasting of market disruption of EVs, (2) constant 10% discount rate that fails to capture stochastic volatility in lithium price and (3) no analysis of real options in solid-state battery R&D by Toyota. Monte Carlo simulation and ESG-adjusted discount rates should be added to future work.
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[bookmark: _Toc227285504]Appendix A: Ratio Summary Table (FY2020–FY2024)
	Ratio
	FY2020
	FY2021
	FY2022
	FY2023
	FY2024

	Gross Profit Margin (%)
	17.2
	17.8
	17.0
	19.1
	19.8

	Net Profit Margin (%)
	4.2
	4.5
	4.1
	6.8
	7.8

	ROA (%)
	2.8
	3.1
	3.0
	4.5
	5.1

	ROE (%)
	7.5
	8.1
	7.8
	12.3
	14.2

	Current Ratio
	1.10
	1.12
	1.15
	1.22
	1.18

	Quick Ratio
	0.82
	0.85
	0.87
	0.93
	0.88

	Inventory Turnover (x)
	9.5
	8.8
	8.1
	9.8
	10.2

	Receivables Days
	44
	43
	45
	40
	38

	Payables Days
	53
	54
	56
	57
	55

	Debt-to-Equity Ratio
	0.95
	1.00
	1.08
	1.10
	1.05

	Interest Coverage (x)
	12.1
	13.4
	14.2
	17.1
	19.7

	EPS (¥)
	175
	198
	210
	320
	387

	Operating CF / Net Income
	1.72
	1.80
	1.75
	1.91
	1.98
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	Metric
	Project A
	Project B
	Project C

	Initial Investment (£m)
	50
	50
	50

	Total Inflows (£m)
	54
	55
	65

	PBP (years)
	4.50
	4.55
	3.60

	ARR (%)
	3.2
	4.0
	12.0

	NPV at 10% (£m)
	−8.69
	−8.30
	−1.98

	PI
	0.826
	0.834
	0.960

	IRR (approx.)
	~5–6%
	~6.0%
	~9.1%
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	Combination
	Total Investment (£m)
	Combined NPV (£m)
	Recommendation

	A + B
	100
	−17.00
	Not recommended

	A + C
	100
	−10.67
	Not recommended

	B + C
	100
	−10.28
	Recommended
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