

[image: ]


Student Name: Shyam SatishKumar Patel
 
Student ID: 2520602
 
Module Name: Financial Management
 
Module Code: LCMB7002
 
Lecturer’s Name:  Isaiah Oino
 
Word Count: 5385
 
Term 1




Contents
Introduction	3
1. Financial Health Check	3
1.1 Profitability Analysis	3
1.2 Liquidity Analysis	4
1.3 Efficiency (Working Capital) Analysis	5
1.4 Gearing (Leverage) Analysis	5
1.5 Investment Ratios Analysis	6
1.6 Cash Flow Analysis	6
1.7 Overall Assessment: Strengths and Weaknesses	7
2. Working Capital Management Analysis	7
2.1 Cash Operating Cycle Analysis	8
2.2 Strategies to Improve Liquidity	8
2.3 Short-Term vs Long-Term Financing Options	9
3. Strategic Financial Restructuring Plan	10
3.1 Need for Financial Restructuring	11
3.2 Financial Restructuring Options	11
3.3 Impact on Shareholder Value	12
3.4 Impact on Debt Structure and Financial Flexibility	13
3.5 International and Ethical Considerations	13
3.6 Overall Recommendation	14
4. Investment Appraisal and Capital Budgeting	15
4.1 Evaluation of Project A	15
4.2 Evaluation of Project B	15
4.3 Evaluation of Project C	16
4.4 Project Comparison and Recommendation	16
4.5 Capital Rationing Decision (Maximum £100 million)	16
4.6 Consideration of Non-Financial Factors	17
Conclusion	18
Appendix:	19
References:	27

[bookmark: _Toc227771622]Introduction
The automotive industry is going through a major period of change due to rapid technological development, growing environmental concerns, and the global shift towards electric vehicles (International Energy Agency, 2023). In this environment, financial decision-making has become increasingly important, as firms must maintain strong financial performance while also investing in future growth. This report evaluates the financial position of Volvo Cars over the five-year period from 2020 to 2024 and considers the company’s ability to respond to current and future challenges.
The analysis begins with a financial health check based on ratio analysis, covering profitability, liquidity, efficiency, gearing, investment, and cash flow performance. It then examines Volvo Car’s working capital management, with particular attention to the cash operating cycle and liquidity improvement strategies. The report also proposes a strategic financial restructuring plan by considering options such as asset divestiture, equity support, debt restructuring, and cost optimisation. Finally, the report assesses three investment projects using key capital budgeting techniques and recommends the most suitable option in light of both financial and non-financial considerations. The overall aim is to identify practical and financially sound strategies that can support Volvo Cars’ long-term stability and growth.
[bookmark: _Toc227771623]1. Financial Health Check
This section analyses the financial performance of Volvo Cars over the five-year period from 2020 to 2024. The evaluation is based on key financial ratios derived from the company’s income statement, balance sheet, and cash flow statement. Ratio analysis is widely used to assess financial health, as it helps in understanding trends, strengths, and potential risks over time (Atrill and McLaney, 2019; Wild, Subramanyam and Halsey, 2007).
[bookmark: _Toc227771624]1.1 Profitability Analysis
Profitability ratios indicate how effectively the company is able to generate profit from its operations. Over the period, the company shows a mixed trend in profitability, as shown in the Appendix. 
The gross profit margin has increased from 17.5% in 2020 to 21.4% in 2021, which suggest improved cost control or better pricing strategies. However, this improvement was not sustained, as the margin declined in 2022 and remained relatively stable around 18–20% in the following years. This may indicate rising production costs or increased competition within the industry.
A similar pattern can be observed in operating margin as well, which rose significantly from 3.24% in 2020 to 7.20% in 2021, reflecting improved operational efficiency. However, it declined in later years, reaching 5.00% in 2023 before slightly recovering to 5.60% in 2024. This suggests that while the firm was able to improve efficiency initially, maintaining this level has been challenging.
Net profit margin also shows some volatility. It increased to 5.15% in 2022, but declined to 3.52% in 2023, before recovering slightly in 2024. This fluctuation could be due to changes in operating costs, interest expenses, or the external economic conditions affecting the company’s performance.
Return on Assets (ROA) follows similar trend as well, increasing from 2.97% in 2020 to 5.14% in 2022, and then declining to around 4% in later years. This shows that the company’s efficiency in using its assets to generate profit improved initially but weakened afterward (Brigham and Ehrhardt, 2020).
Overall, profitability shows initial improvement followed by instability, suggesting that the company faces challenges in maintaining consistent profit growth.
[bookmark: _Toc227771625]1.2 Liquidity Analysis
Liquidity ratios measure the company’s ability to meet its short-term obligations. The calculations of liquidity ratios are shown in the Appendix B.
The current ratio remained close to 1 throughout the period, starting at 1.06 in 2020 and declining to 0.94 in 2024. A ratio below 1 may indicate that the company does not have sufficient current assets to cover its short-term liabilities, which could lead to financial pressure (Atrill and McLaney, 2019; Wild et al., 2007).
The quick ratio shows a downward trend, falling from 0.79 in 2020 to 0.57 in 2024. This suggests that even after excluding inventory, Volvo Cars may struggle to meet its short-term obligations using its most liquid assets.
The cash ratio remains relatively low, ranging between 0.26 and 0.49, indicating that the company holds limited cash reserves. While holding excessive cash is not always efficient, very low cash levels can expose the firm to liquidity risk, especially during periods of economic uncertainty.
Overall, liquidity appears to be gradually weakening, which could become a concern if not managed carefully (Atrill and McLaney, 2019).




[bookmark: _Toc227771626]1.3 Efficiency (Working Capital) Analysis
Efficiency ratios assess how well Volvo Cars manages its working capital components. Calculations shown in Appendix C.
Inventory days increased from 59.7 days in 2020 to 71 days in 2024, indicating that inventory is being held for longer periods. This may suggest slower inventory turnover or inefficiencies in inventory management, which can tie up cash unnecessarily.
Receivable days show some fluctuation but remain relatively controlled. The decrease to 17.6 days in 2023 suggests improved collection efficiency, although the increase to 20.8 days in 2024 indicates some inconsistency.
Payable days increased significantly from 62 days in 2020 to 93.2 days in 2022, before declining again. This suggests that Volvo Cars may have delayed payments to suppliers to manage cash flow, although this strategy may not be sustainable in the long term.
Asset turnover remained relatively stable around 1, with a slight improvement to 1.12 in 2023. This indicates that Volvo Cars is reasonably efficient in using its assets to generate revenue (Brigham and Ehrhardt, 2020).
The CCC as shown in Appendix C fall from 22.2 days in the year 2020 to −1.8 days in 2022, which means that Volvo Cars was receiving cash from customers before paying suppliers, improving liquidity (Richards and Laughlin, 1980). which is a good sign. However, it rose again to 27.6 days in 2024, this is mainly because of the inventory increased, which mainly indicates that cash is more locked in the business.
Overall, efficiency performance is mixed, with some strengths in receivables management but concerns regarding increasing inventory levels.
[bookmark: _Toc227771627]1.4 Gearing (Leverage) Analysis
Gearing ratios help to assess the company’s financial risk and capital structure.
As per Appendix D, the debt-to-equity ratio decreased steadily from 0.50 in 2020 to 0.28 in 2024, indicating that Volvo Cars is reducing its reliance on debt financing. Similarly, the debt-to-capital ratio declined from 0.33 to 0.22, which reflects a more conservative capital structure.
Interest coverage improved significantly, increasing from 5.36 in 2020 to above 25 in 2022 and 2023, before slightly declining to 19.18 in 2024. This indicates that the company has a strong ability to meet its interest obligations, reducing the risk of financial distress (Arnold, 2019).
Overall, the company’s leverage position has improved considerably, which is a positive sign for long-term financial stability.
[bookmark: _Toc227771628]1.5 Investment Ratios Analysis
Investment ratios provide insight into the returns generated for shareholders. The calculations for investment ratios are shown in Appendix E.
Earnings per share (EPS) increased from 2.28 in 2020 to 5.23 in 2022, indicating strong growth in earnings. However, the decline in 2023 followed by a recovery in 2024 suggests some volatility in performance.
Return on Equity (ROE) peaked at 14.93% in 2021 and then stabilised between 11% and 14%, indicating that Volvo Cars continues to generate reasonable returns for shareholders.
Dividend payout remained zero throughout the period, meaning that profits are being retained within the company rather than distributed to shareholders. This may indicate a growth strategy where earnings are reinvested to support expansion, which is common in capital-intensive industries such as electric vehicles (Brealey, Myers and Allen, 2020).
However, the absence of dividends may reduce attractiveness for investors seeking regular income.
[bookmark: _Toc227771629]1.6 Cash Flow Analysis
Cash flow analysis is essential as it reflects the company’s actual ability to generate cash.
As per Appendix F, the operating cash flow ratio remained relatively stable between 0.22 and 0.28, indicating that operating cash flows are consistent but not particularly strong relative to liabilities.
Free cash flow shows a declining trend overall, from 15,392 million in 2020 to 2,339 million in 2024, although fluctuations are present. This decline may be due to increased capital expenditure or reduced operating cash inflows.
Cash flow margin remains stable around 10–12%, suggesting that Volvo Cars is able to convert a portion of its revenue into cash efficiently.
Cash flow to debt improved from 0.84 in 2020 to 1.19 in 2024, indicating that the company’s ability to cover its debt using operating cash flows has strengthened.
Overall, cash flow performance is moderate, with improvements in debt coverage but concerns regarding declining free cash flow levels (Penman, 2013).



[bookmark: _Toc227771630]1.7 Overall Assessment: Strengths and Weaknesses
Strengths
· Decreasing leverage and improved financial stability 
· Strong interest coverage ratio 
· Stable asset utilization 
· Consistent cash flow margins 
· Reinvestment strategy supporting long-term growth 
Weaknesses
· Declining liquidity ratios 
· Increasing inventory holding period 
· Volatility in profitability 
· Declining free cash flow 
· No dividend payments 
Conclusion of Financial Health
In conclusion, Volvo Cars demonstrates a relatively stable financial position, supported by strong improvements in its capital structure and debt management. However, declining liquidity and fluctuations in profitability highlight areas of concern.
While the firm appears financially stable in the long term, it may face short-term operational challenges. Therefore, improving liquidity management and stabilising profitability will be critical for ensuring sustainable growth in the future.
[bookmark: _Toc227771631]2. Working Capital Management Analysis
Working capital management plays a crucial role in ensuring that a company can meet its short-term obligations while maintaining smooth day-to-day operations. It focuses on managing current assets such as inventory, receivables, and cash, along with current liabilities like payables. An efficient working capital system improves liquidity, reduces financial risk, and supports overall business performance (Atrill and McLaney, 2019).


[bookmark: _Toc227771632]2.1 Cash Operating Cycle Analysis
The cash operating cycle (also known as the cash conversion cycle) measures how long it takes for a company to convert its investments in inventory and other resources into cash flows from sales. (Richards and Laughlin, 1980) It is calculated as:
Cash Operating Cycle = Inventory Days + Receivable Days – Payable Days
Based on the data provided, the company’s working capital cycle shows some fluctuations over the five-year period.
As shown in Appendix C, In 2020, the cycle was relatively balanced, with inventory days at around 59.7 days, receivable days at 24.5 days, and payable days at 62 days. This results in a relatively short cash cycle, indicating that the company was able to recover cash quickly.
However, by 2022, inventory days increased to 63.5 days and payable days rose significantly to 93.2 days. While the increase in payables may initially appear beneficial, as it delays cash outflows, it may also reflect pressure on supplier relationships or reliance on trade credit.
In 2023, there was a noticeable improvement in receivable days, which dropped to 17.6 days, indicating that the company was able to collect payments from customers more quickly. This is a positive sign, as faster collections improve liquidity.
By 2024, the inventory days increased further to 71 days, which is a concern. Holding inventory for longer periods ties up cash and increases the risk of obsolescence, especially in a fast-moving industry like electric vehicles.
Overall, the cash operating cycle shows increasing pressure from inventory management, partially offset by improvements in receivables and adjustments in payables. This suggests that while some aspects of working capital are well managed, others require improvement.
[bookmark: _Toc227771633]2.2 Strategies to Improve Liquidity
Given the weakening liquidity position identified in the previous section, it is important to recommend strategies that can improve the company’s working capital management.
One key area is inventory management. The increase in inventory days suggests inefficiencies in stock control. Volvo Cars could adopt better forecasting techniques, such as demand planning and just-in-time (JIT) systems, to reduce excess inventory. This would free up cash and improve liquidity.
Another important area is receivables management. Although Volvo Cars showed improvement in 2023, there is still some inconsistency. The firm could implement stricter credit policies, offer early payment discounts, or use digital invoicing systems to ensure faster collection of payments. According to Brealey et al. (2020), effective receivables management can significantly improve cash flow without increasing costs.
In terms of payables management, Volvo Cars should aim to maintain a balance. While delaying payments can improve short-term liquidity, excessive delays may harm relationships with suppliers. Negotiating better credit terms without damaging supplier trust would be a more sustainable approach.
Additionally, Volvo Cars could improve its cash management practices by maintaining an optimal level of cash reserves. This includes better forecasting of cash inflows and outflows, which helps avoid liquidity shortages.
Finally, the use of working capital financing tools, such as factoring or short-term credit lines, can provide additional flexibility. However, these should be used carefully to avoid increasing financial costs.
Overall, improving inventory control, maintaining efficient receivables collection, and managing payables responsibly can significantly enhance the company’s liquidity position.
[bookmark: _Toc227771634]2.3 Short-Term vs Long-Term Financing Options
An important aspect of working capital management is deciding how to finance short-term needs. Companies can choose between short-term and long-term financing, each with its own advantages and risks. The choice between short-term and long-term finance should reflect both cost and financial risk considerations (Gitman, Juchau and Flanagan, 2015).
Short-term financing includes sources such as bank overdrafts, trade credit, and short-term loans. These are generally cheaper and more flexible, making them suitable for financing working capital needs. For example, trade credit allows the company to delay payments to suppliers without immediate cash outflow.
However, short-term financing also carries higher risk. It needs to be repaid quickly and may expose the firm to refinancing constraints (Fazzari and Petersen, 1993). If the company faces liquidity problems, it may struggle to meet these obligations.
On the other hand, long-term financing includes sources such as equity, long-term loans, and bonds. These provide more stability, as repayment periods are longer and interest rates are often fixed. This reduces refinancing risk and provides financial security.
However, long-term financing is generally more expensive and less flexible. It may also increase the company’s overall cost of capital.
In the case of this company, the declining liquidity ratios suggest that relying too heavily on short-term financing could be risky. Therefore, a balanced approach is recommended. Volvo Cars should use short-term financing for day-to-day operations but support it with some level of long-term funding to ensure stability.

Based on the analysis, the company’s working capital management shows both strengths and weaknesses.
On the positive side, receivables are relatively well managed, and the company has shown the ability to adjust its payables when needed. These factors help maintain cash flow in the short term.
However, increasing inventory levels and declining liquidity ratios indicate inefficiencies that need to be addressed. If these issues continue, they could lead to cash shortages and affect the company’s ability to operate effectively.
Improving working capital management is especially important in the electric vehicle industry, where high investment and rapid technological changes require strong financial flexibility.
Conclusion of Working Capital Analysis
In conclusion, the company’s working capital management is moderately effective but requires improvement, particularly in inventory control and liquidity management. While some positive steps have been observed, such as improved receivables collection, the overall trend suggests increasing pressure on cash resources.
To ensure long-term sustainability, Volvo Cars should focus on reducing inventory levels, strengthening cash flow management, and adopting a balanced financing strategy. These changes will not only improve liquidity but also support the company’s overall financial stability and growth.
[bookmark: _Toc227771635]3. Strategic Financial Restructuring Plan
Financial restructuring is essential when a company faces challenges in maintaining stable performance or improving long-term growth. Based on the financial analysis in the previous sections, it is clear that while Volvo Cars has strong control over its debt levels, there are concerns related to liquidity, profitability fluctuations, and declining free cash flow. Therefore, a structured financial strategy is required to improve efficiency, strengthen cash flows, and support future expansion.


[bookmark: _Toc227771636]3.1 Need for Financial Restructuring
Volvo Cars does not appear to be in financial distress, but there are clear signs that improvement is needed.
Firstly, liquidity ratios have been declining over time, with the current ratio falling below 1 in 2024. This suggests that Volvo Cars may struggle to meet short-term obligations if conditions worsen. Secondly, profitability has shown fluctuations, which indicates that the company is not able to maintain consistent operational performance. In addition, the decline in free cash flow suggests increasing pressure on internal cash generation.
However, one major strength is the company’s low leverage. The steady decline in debt-to-equity ratio indicates that the firm has reduced its reliance on external debt, which provides flexibility for future restructuring decisions.
Overall, Volvo Cars is in a position where proactive restructuring can help improve performance before problems become more serious (Arnold, 2019).
[bookmark: _Toc227771637]3.2 Financial Restructuring Options
(a) Asset Divestiture
One possible strategy is asset divestiture, which involves selling underperforming or non-core assets.
Given the increase in inventory days and declining free cash flow, it is possible that some resources are not being used efficiently. Selling non-essential assets can generate immediate cash inflows, which can improve liquidity and reduce financial pressure.
However, this strategy must be applied carefully. Selling strategic assets may reduce future growth potential. Therefore, Volvo Cars should focus only on assets that do not contribute significantly to core operations.
(b) Equity Injection
Another option is raising additional equity capital, either through issuing new shares or attracting strategic investors.
Since Volvo Cars currently has low debt levels, increasing equity can provide funds without increasing financial risk. This can be particularly useful for funding research and development, which is critical in the electric vehicle industry.
However, issuing new shares may lead to dilution of existing shareholders’ ownership. Therefore, Volvo Cars must ensure that the funds raised are used efficiently to generate higher returns in the future (Brealey, Myers and Allen, 2020).
(c) Debt Restructuring
Although the company’s leverage is already low, restructuring existing debt can still provide benefits.
For example, Volvo Cars could refinance its existing debt at lower interest rates or extend repayment periods. This would reduce short-term financial pressure and improve cash flow stability.
Given the strong interest coverage ratio, Volvo Cars is in a good position to negotiate favourable terms with lenders. This provides an opportunity to optimise its capital structure without increasing risk.
(d) Operational Cost Optimisation
Financial restructuring is not only about financing decisions but also about improving operational efficiency.
The fluctuations in operating margins suggest that costs are not being managed consistently. Volvo Cars should focus on reducing unnecessary expenses, improving production efficiency, and optimising supply chain operations.
In particular, better inventory management could significantly reduce holding costs and improve cash flow. This aligns with the working capital issues identified earlier.
[bookmark: _Toc227771638]3.3 Impact on Shareholder Value
Any restructuring strategy should ultimately aim to increase shareholder value. In corporate finance, restructuring decisions should ultimately be assessed in terms of their impact on shareholder value and long-term financial flexibility (Ross et al., 2019).
Reducing inefficiencies and improving profitability will lead to higher earnings, which can increase the company’s valuation. For example, improving operating margins will directly impact net income and return on equity.
An equity injection, if used effectively, can support long-term growth and increase future returns. However, if not managed properly, it may dilute shareholder value.
Debt restructuring can also benefit shareholders by reducing financial risk and improving stability. Lower financial risk often leads to a higher market valuation, as investors prefer companies with predictable cash flows (Brigham and Ehrhardt, 2020).
Overall, the key is to balance growth and risk. A well-planned restructuring strategy should improve both profitability and financial stability.
[bookmark: _Toc227771639]3.4 Impact on Debt Structure and Financial Flexibility
The company’s current low leverage provides a strong foundation for restructuring.
By maintaining a balanced capital structure, the company can ensure financial flexibility. This means it will be able to raise funds when needed, without facing high borrowing costs or financial distress. Maintaining an efficient capital structure is important because it affects both the cost of capital and the firm’s ability to finance future growth (Vernimmen et al., 2022).
If the company chooses to increase debt slightly to finance growth, it can do so without significantly increasing risk. This is because its current debt levels are relatively low. The company’s financing strategy should also be considered in the context of its green financing activities and longer-term funding structure (Volvo Cars, 2024b).
At the same time, improving cash flow management will reduce reliance on external financing. This will strengthen the company’s financial position and provide more control over future investment decisions.
[bookmark: _Toc227771640]3.5 International and Ethical Considerations
As an electric vehicle manufacturer operating in a global market, Volvo Cars must also consider international and ethical factors in its restructuring strategy.
(a) Currency Risk
Operating in multiple countries exposes Volvo Cars to exchange rate fluctuations. Changes in currency values can affect revenues, costs, and profitability.
To manage this risk, the company can use hedging strategies such as forward contracts or diversify its operations across different markets (Arnold, 2019).
(b) Inflation and Cost Pressures
Rising inflation can increase production costs, particularly for raw materials and labour. This may explain some of the pressure on profit margins observed in recent years.
The company should focus on cost control and efficiency improvements to manage the impact of inflation.
(c) Taxation and Regulatory Environment
Different countries have different tax systems and regulations. Volvo Cars must ensure compliance with all relevant laws while also managing its tax obligations efficiently.
This may involve structuring operations in a way that minimises tax liabilities without engaging in unethical practices.
(d) Corporate Social Responsibility (CSR)
As an EV manufacturer, Volvo Cars plays an important role in promoting sustainability. Therefore, financial restructuring decisions should also consider environmental and social impacts.
For example, cost-cutting measures should not compromise product quality or environmental standards. Maintaining strong CSR practices can enhance the company’s reputation and attract long-term investors (Brealey et al., 2020). This is also consistent with Volvo Cars’ wider sustainability commitments and reporting practices (Volvo Cars, 2024a).
[bookmark: _Toc227771641]3.6 Overall Recommendation
Based on the analysis, a combined restructuring approach is recommended.
Volvo Cars should focus on:
· Improving operational efficiency, particularly in inventory management 
· Using selective asset divestiture to improve liquidity 
· Maintaining a balanced capital structure with possible equity support 
· Optimising existing debt rather than increasing financial risk 
This approach allows the company to address its current weaknesses while building on its strengths.
Conclusion of Financial Restructuring Plan
In conclusion, Volvo Cars is not in immediate financial distress, but it faces several challenges that require attention. Declining liquidity, fluctuating profitability, and pressure on cash flows highlight the need for a proactive restructuring strategy.
By improving efficiency, strengthening cash flows, and maintaining financial flexibility, the company can enhance its long-term performance. At the same time, considering international risks and ethical responsibilities will ensure that the strategy is sustainable and aligned with global business practices.
[bookmark: _Toc227771642]4. Investment Appraisal and Capital Budgeting
This section evaluates three proposed investment projects for Volvo Cars using five capital budgeting techniques: payback period, accounting rate of return, net present value, profitability index and internal rate of return. Each project requires an initial investment of £50 million, and the discount rate given in the assignment is 10%. Because each method focuses on a different aspect of project performance, the final decision should be based on all results together rather than on one measure alone. However, NPV is usually treated as the most important method because it considers the time value of money and the impact on shareholder value (Graham and Harvey, 2001).
Each method provides a different perspective, so it is important to consider all of them together rather than relying on only one (Brealey, Myers and Allen, 2020). 
[bookmark: _Toc227771643]4.1 Evaluation of Project A
From Appendix G, H, I, J, and K, Project A generates uneven cash inflows, with returns rising until Year 3 and then falling in the final two years. Based on Appendix G, the payback period of 4.5 years shows that the initial investment is recovered only near the end of the project’s life, which is not particularly attractive. From Appendix H, the ARR is only 1.6%, which suggests a weak accounting return. More importantly, the discounted measures are poor: the NPV(Appendix I) is negative at -£8.67 million, and the profitability index is 0.83. NPV is generally regarded as the most reliable technique because it directly considers cash flows, timing, and shareholder value (Hillier et al., 2023). As per Appendix J, the IRR is 2.72%, well below the required return of 10%. This means that Project A does not create value and should be rejected on financial grounds.
Overall, Project A does not appear to be a strong option. While it does generate cash inflows, these are not sufficient to justify the investment when the time value of money is considered.
[bookmark: _Toc227771644]4.2 Evaluation of Project B
One of the main advantages of Project B is its relatively low risk, as the cash flows are stable and predictable. However, despite this stability, the project does not generate sufficient returns and therefore offers limited value to the company.
From Appendix G, H, I, J, and K, Project B provides stable cash inflows of £11 million each year, which makes it the most predictable option. This stability reduces uncertainty and may make planning easier. However, as per Appendix G, the payback period is still relatively long at about 4.55 years, and its ARR (Appendix H) is only 2%. From Appendix I, the NPV remains negative at -£8.31 million, the profitability index (Appendix J) is 0.83, and the IRR from Appendix K is 3.26%, which is also far below the 10% required rate. Therefore, although Project B is more predictable than Project A, it still fails the key investment criteria and should also be rejected financially.
[bookmark: _Toc227771645]4.3 Evaluation of Project C
From the calculations of Project C in the Appendix G, H, I, J, and K, it has a different cash flow pattern, with lower inflows in the first two years but much stronger returns in Years 3 and 4. Its payback period is 3.6 years, which is the shortest of the three projects. It also has the highest ARR at 6%. In discounted terms, Project C performs better than the other two projects, as it has the least negative NPV at -£1.98 million, the highest profitability index at 0.96, and the highest IRR at 8.59%. Even so, these results still do not meet the required standard because the NPV is negative, the PI is below 1, and the IRR remains below 10%. For that reason, Project C is the strongest option on a relative basis, but not financially acceptable in an absolute sense.
[bookmark: _Toc227771646]4.4 Project Comparison and Recommendation
When the three projects are compared, it becomes clear that none of them fully satisfies the company’s required rate of return. Under normal capital budgeting rules, all three should therefore be rejected. This is an important conclusion, because a project can be the best among the available options while still being unacceptable in financial terms. On a comparative basis, Project C ranks first because it has the shortest payback period, the highest ARR, the least negative NPV, the highest PI and the highest IRR. Project B ranks second because of its stable cash flow pattern, while Project A appears to be the weakest overall.
However, the company’s financial position must also be considered. Earlier analysis showed that Volvo Cars is experiencing declining liquidity and pressure on cash flows. In such a situation, a project with delayed cash inflows may increase financial risk.
Therefore, while Project C is financially stronger, Project B may still be considered for its stability.
In practice, the final decision should balance both risk and return rather than focusing only on one measure.
[bookmark: _Toc227771647]4.5 Capital Rationing Decision (Maximum £100 million)
Since Volvo Cars is constrained by a maximum investment budget of £100 million, it is only possible to select two out of the three projects.
· Project A + Project B 
· Project A + Project C 
· Project B + Project C 
Based on the earlier analysis, all three projects generate negative NPVs at the required discount rate of 10%, indicating that none of them is financially acceptable under strict capital budgeting rules. Therefore, the objective in this case is not to maximise value creation, but rather to identify the least value-destroying combination, assuming that investment must proceed for strategic reasons.
Among the available options, the combination of Project B and Project C appears to be the most appropriate.
This recommendation can be justified for several reasons. First, Project C demonstrates the strongest overall performance across the investment appraisal techniques, including the highest ARR, the least negative NPV, the highest profitability index, and the highest IRR. Although it does not meet the required return, it remains the relatively most attractive option.
Second, Project B provides stable and predictable cash inflows, which reduces uncertainty and supports short-term financial planning. This is particularly important given that earlier analysis highlighted declining liquidity and pressure on cash flows within Volvo Cars. In such a context, predictable cash inflows can help maintain operational stability.
In contrast, Project A is weaker across most evaluation measures and does not offer any significant advantage over the other two projects.
Overall, the combination of Project B and Project C offers a balance between stability and relative performance, which is suitable given the company’s current financial position. However, it is important to emphasise that this decision represents a second-best outcome under capital constraints, rather than a value-creating investment strategy.
[bookmark: _Toc227771648]4.6 Consideration of Non-Financial Factors
In addition to financial analysis, non-financial factors should also be considered before making a final decision.
One important factor is regulatory and political risk, especially in the electric vehicle industry. Government policies, subsidies, and environmental regulations can significantly influence project outcomes.
Another factor is customer demand and market trends. Projects aligned with sustainability and innovation are more likely to succeed in the long term.
Operational risk is also relevant. For example, Project C may be more uncertain due to its uneven cash flow pattern, while Project B is easier to manage due to its consistency.
Finally, ethical considerations should be taken into account. Investment decisions should align with Volvo Car’s commitment to sustainability and corporate social responsibility.
Conclusion of Investment Appraisal
In conclusion, the investment appraisal results show that none of the three projects is financially attractive on a strict discounted cash flow basis, as all have negative NPVs, profitability indices below 1, and IRRs below the required return of 10%. This means that, in principle, all three should be rejected. However, Project C is the strongest option on a relative basis, while Project B offers greater cash flow stability. If Volvo Cars were required to proceed for strategic reasons, Project C would be the best individual choice, and Projects B and C would be the best combination under the £100 million capital rationing limit.
[bookmark: _Toc227771649]Conclusion
In conclusion, the analysis indicates that Volvo Cars maintains a relatively stable financial position in the long term, particularly due to its declining leverage and strong interest coverage. However, several weaknesses are evident, including declining liquidity, increasing inventory holding periods, fluctuations in profitability, and a reduction in free cash flow. These issues suggest that, while the company is not in immediate financial distress, its short-term financial flexibility is weakening and requires careful management.
The working capital analysis highlights that improving inventory management should be a key priority, while continued control over receivables and payables is necessary to strengthen liquidity. The financial restructuring evaluation suggests that a balanced approach, combining operational efficiency, selective asset divestiture, and cautious financing decisions, would be most effective in addressing these challenges.
With regard to investment appraisal, none of the proposed projects is financially acceptable on a strict discounted cash flow basis, as all generate negative NPVs at the required rate of return of 10%. This implies that each project would reduce shareholder value if evaluated purely on financial grounds. However, on a relative basis, Project C performs best due to its stronger return measures, while Project B provides greater cash flow stability. Under capital rationing, the combination of Projects B and C represents the least unattractive option, although this should be viewed as a constrained and second-best decision rather than a value-creating strategy.
Therefore, Volvo Cars should prioritise improving liquidity, strengthening cash flow management, and maintaining disciplined investment decisions. A cautious and strategically aligned approach will be essential for ensuring long-term competitiveness and financial resilience in a rapidly evolving global automotive industry. Overall, financial decisions should aim to balance risk and return in order to maximise firm value (Damodaran, 2012).

[bookmark: _Toc227771650]Appendix:
Appendix A – Profitability Ratio Analysis
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Formulas used:
Gross Profit Margin = (Gross Profit ÷ Revenue) × 100
Operating Profit Margin = (Operating Profit ÷ Revenue) × 100
Net Profit Margin = (Net Profit ÷ Revenue) × 100
Return on Assets (ROA) = (Net Profit ÷ Total Assets) × 100
Source: Calculated by the author using financial data from the annual reports of Volvo Cars (2020–2024), including income statement, balance sheet, and cash flow statement.

Appendix B Liquidity Ratios 
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Formulas used:
Current Ratio = Current Assets ÷ Current Liabilities
Quick Ratio = (Current Assets − Inventory) ÷ Current Liabilities
Cash Ratio = Cash and Cash Equivalents ÷ Current Liabilities
Source: Volvo Cars Annual Report 2020-2024. Available at: https://investors.volvocars.com/en 


Appendix C Efficiency Ratios 
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Formulas used:
Inventory Days = (Inventory ÷ Cost of Goods Sold) × 365
Receivable Days = (Trade Receivables ÷ Revenue) × 365
Payable Days = (Trade Payables ÷ Cost of Goods Sold) × 365
Asset Turnover = Revenue ÷ Total Assets
CCC = Inventory Days + Receivable Days − Payable Days
Source: Volvo Cars Annual Report 2020-2024. Available at: https://investors.volvocars.com/en

Appendix D Gearing Ratios
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Formulas used:
Debt-to-Equity Ratio = Total Debt ÷ Shareholders’ Equity
Debt-to-Capital Ratio = Total Debt ÷ (Total Debt + Shareholders’ Equity)
Interest Coverage Ratio = Operating Profit (EBIT) ÷ Interest Expense
Source: Volvo Cars Annual Report 2020-2024. Available at: https://investors.volvocars.com/en


Appendix E Investment Ratios
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Formulas used:
Earnings per Share (EPS) = Net Profit ÷ Number of Outstanding Shares
Return on Equity (ROE) = Net Profit ÷ Shareholders’ Equity × 100
Dividend Payout Ratio = Dividends Paid ÷ Net Profit
Dividend Cover = Net Profit ÷ Dividends Paid
The company did not distribute the dividends during the period 2020–2024; therefore, the dividend payout ratio is zero and dividend cover is not applicable.
Source: Volvo Cars Annual Report 2020-2024. Available at: https://investors.volvocars.com/en
Appendix F Cash Flow Ratios 
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Formulas used:
Operating Cash Flow Ratio = Operating Cash Flow ÷ Current Liabilities
Free Cash Flow (FCF) = Operating Cash Flow − Capital Expenditure
Cash Flow Margin = Operating Cash Flow ÷ Revenue × 100
Cash Flow to Debt = Operating Cash Flow ÷ Total Debt
Source: Volvo Cars Annual Report 2020-2024. Available at: https://investors.volvocars.com/en
Appendix G Payback Period Calculations
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Formula used:
Payback Period = Years before full recovery + (Remaining Investment ÷ Cash Flow in the recovery year)
The payback period has been calculated by identifying the year in which cumulative cash inflows recover the initial investment of £50 million, and then applying interpolation to determine the exact time within that year.
Source: calculations based on projected cash inflows provided in the assignment scenario.

Appendix H - ARR Calculations 
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Formula used:
Accounting Rate of Return (ARR) = (Average Annual Profit ÷ Initial Investment) × 100
Total profit has been calculated as total cash inflows minus the initial investment.
Average profit is calculated by dividing total profit by the project life (5 years).
Straight-line depreciation has been assumed, as specified in the assignment.
Source:  calculations based on projected cash inflows provided in the assignment scenario.




Appendix I – NPV Calculations 
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Formula used:
Net Present Value (NPV) = Σ [Cash Flow ÷ (1 + r)ⁿ] − Initial Investment
Each year’s cash flow has been discounted using a discount rate of 10% to calculate its present value. The total present value of cash inflows is then compared with the initial investment of £50 million to determine the net present value.
(Since Project B generates equal annual cash inflows, the PV of these inflows can alternatively be calculated using the annuity method. However, in this analysis, each cash flow has been discounted individually, resulting in the same outcome.)
Source:  calculations based on projected cash inflows provided in the assignment scenario.

Appendix J – Profitability Calculations 
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Formula used:
Profitability Index (PI) = Present Value of Future Cash Inflows ÷ Initial Investment
The profitability index has been calculated by dividing the total present value of cash inflows by the initial investment of £50 million for each project.
Source:  calculations based on projected cash inflows provided in the assignment scenario.



Appendix K – IRR Calculations 
Project – A 
[image: ]
Formula:

Where:
· 
· 
· 
· 
So:

Decision for Project A
Required rate of return = 10% in the brief. 
Since:

Decision: Reject Project A.
It does not earn enough to meet the required return.
Project B
[image: ]
Formula:

Where:
· 
· 
· 
· 
Substitute:
Decision for Project B
The required rate of return in the brief is 10%. 
Since:

Decision: Reject Project B.


Project C 
[image: ]
Formula:

Where:
· 
· 
· 
· 
Substitute:
Decision for Project C
The required rate of return in the brief is 10%. 
Since:

Decision: Reject Project C.
Even though Project C has the highest IRR among the three, it is still below the required return.
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Year_| Gross Margin| Operating Margin| Net Profit Margin| __ROA
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