[image: University of Wales Trinity Saint David, UK | Application, Courses, Fee,  Ranking | Standyou]
	Student Name:
	Neetkumar Bajariya
	Student ID:
	2520872

	Programme:
	Master of Business Administration

	Module:
	Financial Management

	Module Code:
	LCMB7002

	Assignment Title:
	Assessment component: Financial performance and management

	Lecturer Name:
	MD Kalam
Shengfeng Mei 
Patrick Yeboah

	Word Count:
	5277(Excluding References, )
	Submission Date:
	24th April 2026





Table of Contents
1. Introduction	1
2. Financial Health Check: Volkswagen AG	1
2.1 Revenue and Profitability Analysis	1
2.2 Liquidity Analysis	2
2.3 Efficiency Analysis	3
2.4 Gearing	3
2.5 Investment Ratios	4
2.6 Cash Flow Analysis	4
3. Working Capital Management: Volkswagen AG	5
3.1 Cash Conversion Cycle (CCC)	5
3.2 Issues Identified	6
3.3 Recommendations	7
3.4 Financing Options	7
4. Strategic Financial Restructuring: Volkswagen AG	8
4.1 Key Problems	8
4.2 Restructuring Options	9
4.3 Evaluation of Restructuring Options	10
4.4 Global and Ethical considerations	10
5. Investment Appraisal	11
5.1 Techniques Used	11
5.2 Evaluation of Projects	12
5.3 Recommendation	14
6. Conclusion	15
References	16





	
[bookmark: _Toc226997849]1. Introduction
Volkswagen AG is among the largest global car producers, having a diversified portfolio of brands such as Audi, Porsche, and Skoda, and a huge presence on the world market. In the last ten years, the company has been redefining its core strategy to shift off of traditional internal combustion engines (ICE) vehicles and into electric mobility, digitalisation, and sustainable transport solutions. This is not a voluntary shift, but caused by regulatory pressure, environmental obligations, and accelerating competition by companies like Tesla and BYD, which have re-established cost regimes and pace of innovation in the automotive industry (IEA, 2023; McKinsey, 2023).
But this change brings about a paradox in finance that is of critical nature. Although electrification can improve the long-term competitiveness and compliance with international sustainability goals, it puts significant financial pressure in the short term, in the form of high investments in capital investment, increased research and development, and reduced margins (Volkswagen, 2023a). It therefore follows that a review of the financial performance of Volkswagen will need more than a ratio analysis but also a strategic understanding of the way financial trends can give insight into the structural changes underlying that financial trend.
This report is thus meant to critically evaluate the financial health of Volkswagen in the last five years, its working capital performance and to suggest financially viable strategic restructuring recommendations. Moreover, the report uses investment appraisal methods to make the best decisions in capital allocation decisions subject to financial constraints. This combined methodology can be used to make sure that financial analysis is not a stand-alone procedure but rather tied to strategic decision-making and investment potential.
The report is organized in the following way: Section 1 analyses financial performance in terms of key ratios and cash flow analysis; Section 2 analyses working capital management and liquidity optimisation; Section 3 suggests strategic financial restructuring; and Section 4 uses techniques of investment appraisal to justify capital budgeting choices. This organization will provide a logical flow through diagnosis to strategic recommendation.

[bookmark: _Toc226997850]2. Financial Health Check: Volkswagen AG
[bookmark: _Toc226997851]2.1 Revenue and Profitability Analysis
Volkswagen AG has demonstrated significant revenue growth over the period 2020–2023, increasing from €222.9 billion in 2020 to €250.2 billion in 2021, €279.2 billion in 2022, and €322.3 billion in 2023 (Volkswagen AG, 2021; 2022; 2023; 2024). This represents a recovery of pandemic-related disruptions, better deliveries of vehicles, and price power across the premium brands.
But this increase does not correspond to equal increases in profitability. Operating profit increased from €9.7 billion in 2020 to €20.0 billion in 2021 and €22.0 billion in 2022, peaking at €22.5 billion in 2023, before declining to €19.1 billion in 2024 (Volkswagen AG, 2025). Therefore, the operating margins dropped to 5.9% in 2024, a compression of the margins.
The trend in net income was also volatile, as it increased to 17.9 billion in 2023 as a result of non-recurring valuation effects, whereas in 2020, it was 8.8 billion and in 2021, it was 15.4 billion and in 2022, it was 15.8 billion (Volkswagen AG, 202
Theoretically, this is an investment stage of the resource-based perspective as companies spend large initial amounts of money to establish long-term competitive advantages (Barney, 2021). Heavy investment in electrification, battery, and software solutions by Volkswagen is an additional cost to operating expenses and EV margins are structurally lower (Deloitte, 2022).
In comparison with Tesla Inc. (operating margin is between 9 and 11) and BYD Company Ltd. (between 5 and 7), Volkswagen faces pressure on the margin because of the old cost structure and slower EV scaled (Tesla, 2024; BYD, 2024).
More importantly, the difference between revenue and profitability shows that Volkswagen is growing at a high cost and not because of efficiency. This decreases the quality of earnings and internal financing capacity, and provides a direct correlation to reliance on external financing and connection to liquidity and gearing constraints.
Table 1: Volkswagen Financial Performance Summary (2020–2024)
	Year
	Revenue (€bn)
	Operating Profit (€bn)
	Operating Margin (%)
	Net Income (€bn)
	Automotive Net Cash Flow (€bn)

	2020
	222.9
	9.7
	4.3
	8.8
	4.6

	2021
	250.2
	20.0
	8.0
	15.4
	8.6

	2022
	279.2
	22.0
	7.9
	15.8
	4.8

	2023
	322.3
	22.5
	7.0
	17.9
	10.7

	2024
	322.3
	19.1
	5.9
	12.4
	5.0


Source: Volkswagen AG Annual Reports (2020–2024)

[bookmark: _Toc226997852]2.2 Liquidity Analysis
In the context of the liquidity position of Volkswagen, the company has a stable liquidity position as measured by the conventional ratios, but an in-depth analysis shows that the company is faced with structural restraints. The company has rather low current ratios (nearly 1), which means that current assets are slightly higher than current liabilities (Volkswagen AG, 2023).
Although this indicates that Volkswagen is able to pay off the short-term liabilities, it also indicates low liquidity buffers. The rise or maintenance of the liquidity ratios is a good sign of better solvency, although it can be a sign of poor asset utilisation, especially when inventory is high.
More to the point, liquidity should be dynamically evaluated based on the performance of cash flows. Table 1 indicates that the automotive net cash flow decreased by a wide margin in 2024 as compared to 2023 (cash flow declined from €10.7 billion to €5.0 billion). This implies a loss of strength to produce liquid cash even though revenues remain stable.
Based on the liquidity preference theory, companies should have adequate liquid resources to deal with uncertainty (Keynes, 1936). The decreasing cash flow of Volkswagen indicates growing liquidity pressure, especially with its energy-consuming EV investments.
The liquidity of Volkswagen is structurally limited compared to Tesla, which has high operating cash flow and large cash reserves. This poses a threat of a lack of financial flexibility, thus preventing its opportunities to react to economic shocks or invest opportunistically.

[bookmark: _Toc226997853]2.3 Efficiency Analysis
The efficiency performance of Volkswagen brings to the fore operational structural challenges. The cost of sales in 2022 saw a considerable increase, at a higher rate than revenue, as a result of increased costs of raw materials, especially batteries (Volkswagen AG, 2023).
This shows a decrease in production efficiency, with the rising costs not completely balanced by pricing measures. The level of inventory has also grown considerably, with 34.4 billion in 2020 and 44.8 and 46.5 billion in 2023 and 2024, respectively, as turnover and supply chain disruptions are slower.
Theoretically, the working capital theory holds that poor inventory management decreases the value of the firm by clogging capital and raising holding costs (Deloof, 2003). As Volkswagen increases its inventory, it has a direct negative impact on liquidity and operational risk.
The globalized production process at Volkswagen is more complex in comparison to Tesla and its lean model of production and the vertically integrated supply chain at BYD that introduces inefficiencies that add costs and decrease flexibility.
Critically, inefficiency has a cascading effect:
· Increased inventory → reduced liquidity 
· Higher costs → margin compression 
· Slower turnover → increased financing needs 
This demonstrates that operational inefficiency is a key driver of financial performance, not merely a supporting factor.

[bookmark: _Toc226997854]2.4 Gearing
The leverage of Volkswagen is high, as it is a capital-intensive company with a sizeable financial services department. Although this allows massive investment, it brings about more financial risk.
Operating profit decreased, as indicated in Table 1, between 2023 and 2024, to €19.1 billion, lowering the interest coverage capacity. Meanwhile, an increase in global interest rates leads to higher borrowing costs (IMF, 2023).
The trade-off theory of capital structure argues that companies trade-off the advantages of debt with the risk of financial distress (Kraus and Litzenberger, 1973). The example of Volkswagen shows that the decrease in profitability predisposes financial risk, moving the balance towards the risk of distress.
Wolfs Volkswagen is more susceptible to margin compression as compared to Tesla that operates with a lower leverage. BYD has a moderate leverage with cost-efficiency.
Most importantly, Volkswagen is experiencing an imbalance between short and long-term debt to long-term EV investment returns. This adds pressure to the finances and decreases strategic flexibility.

[bookmark: _Toc226997855]2.5 Investment Ratios
The performance of Volkswagen in investments shows that its shareholders value is on a downward trend, even though its revenues have been increasing. The net income fell in 2024 to €12.4 billion, 2022 was €15.8 billion, lowering the earnings per share (EPS) and the return on equity (ROE) (Volkswagen AG, 2025).
Shareholder value theory further argues that companies are required to make returns that are higher than their cost of capital (Rappaport, 1986). The decreasing profitability of Volkswagen implies that returns are being watered down by the high cost of investment.
The investment performance of Volkswagen compared to Tesla, which generates high returns to shareholders, and BYD, which demonstrates a rising profitability indicates transitional difficulties.
Importantly, this is an act of strategic trade-off that exists between the short-term returns and long-term transformation. Nonetheless, inability to produce returns in the future would lead to the eventual loss of value.

[bookmark: _Toc226997856]2.6 Cash Flow Analysis
The cash flow analysis is the best indicator of the financial health of Volkswagen. Although the cash flow is still high, the free cash flow has decreased substantially.
Table 1 indicates that automotive net cash flow declined in 2023 to 2024 due to rising capital expenditure on EV infrastructure, as it dropped to €5.0 billion in 2024.
The free cash flow theory implies that the firms have to strike a balance between reinvestment and financial discipline (Jensen, 1986). The Volkswagen strategy focuses on the long-term growth and minimises the short-term financial flexibility.
The decreasing cash flow of Volkswagen is making it more dependent on external financing as compared to Tesla which is generating good free cash flows. This increases financial risk amidst a high-interest rate environment.
Nevertheless, good operating cash flow means stability in fundamental operations. The major issue is to make certain that the investments will yield high returns in the future.
In general, the financial health of Volkswagen indicators are those of a structurally limited but strategically developing organisation. The growth in revenue indicates a good market positioning, but with decreasing margins, limited liquidity, operational inefficiencies, and high leverage.
These liquidity constraints have a direct effect on the efficiency of working capital since an increase in inventory and a decrease in cash flow would augment the liquidity pressure. Thus, the working capital management of Volkswagen is critically assessed in the following section to determine the strategies that can be used to enhance the liquidity and investment capacity in the future.

[bookmark: _Toc226997857]3. Working Capital Management: Volkswagen AG
[bookmark: _Toc226997858]3.1 Cash Conversion Cycle (CCC)
At Volkswagen AG, the working capital efficiency is analyzed on the basis of cash conversion cycle (CCC), which assesses how long it takes to turn inventory and receivables into cash with consideration given to supplier financing. The CCC can be defined as:
CCC = Inventory Days + Receivable Days- Payable Days.
Based on the reported financial information of Volkswagen the following working capital elements are obtained:
Table 2: Volkswagen Working Capital Components (2020–2024)
	Year
	Inventories (€bn)
	Trade Receivables (€bn)
	Trade Payables (€bn)
	Revenue (€bn)
	Cost of Sales (€bn)

	2020
	34.4
	31.1
	63.4
	222.9
	188.5

	2021
	36.0
	33.0
	68.5
	250.2
	210.2

	2022
	43.0
	38.1
	75.6
	279.2
	248.4

	2023
	44.8
	41.5
	79.2
	322.3
	283.5

	2024
	46.5
	43.2
	82.0
	322.3
	285.0


Source: Volkswagen AG Annual Reports (2020–2024)

Table 3: Volkswagen Cash Conversion Cycle (Derived Values)
	Year
	Inventory Days
	Receivable Days
	Payable Days
	CCC (Days)

	2020
	66.6
	50.9
	122.8
	-5.3

	2021
	62.6
	48.1
	118.9
	-8.2

	2022
	63.2
	49.8
	111.1
	1.9

	2023
	57.8
	47.0
	102.0
	2.8

	2024
	59.5
	48.9
	105.0
	3.4



According to Table 3, Volkswagen traditionally worked with a negative or close to zero CCC, especially in 2020 (−5.3 days) and 2021 (−8.2 days), which means that the company actually financed its operations with the help of supplier credit. This is indicative of high bargaining power with suppliers, which is associated with manufacturing companies with a large scale.
Nevertheless, a notable structural change can be observed since 2022 when the CCC is positive, attaining 3.4 days in 2024. Though this might be minor in real terms, it is a decline in the efficiency of working capital because the company is no longer relying on its suppliers to fund the operations but rather on internal or external source.
Theoretically, the working capital theory proposes that a rising CCC decreases liquidity and leads to a rise in financing requirements (Deloof, 2003). This directly supports what was found in Section 2, where a drop in free cash flow and an increase in financial pressure were detected.

[bookmark: _Toc226997859]3.2 Issues Identified
The main concern is that the inventory volumes are rising consistently, as in 2020 they were at €34.4 billion, and in 2024 at 46.5 billion (Table 2). This indicates reduced inventory turnover due to supply chain disruptions, semiconductor shortages, and more complexity related to EV production (OECD, 2022).
High inventory creates multiple financial implications First, it causes capital to be tied up which could be invested or reduced debt. Second, it raises holding costs, such as storage and logistics. Third, it puts the firm at risk of obsolescence, especially in a market where the EV is fast changing.
It has also improved the receivables as it has now gone up to 43.2 billion as compared to the past 31.1 billion with the extension of the receivable days to 48.9 days (Table 3). This is still relatively stable, but it does postpone cash inflows and adds to the positive CCC.
Despite the fact that payables are high (€82.0 billion in 2024) and offer the company an edge in financing, the payable days have decreased by 122.8 to 105.0 days, which weakened the effect of the payables on the company. This shows diminishing power of suppliers financing, perhaps because of the supply chain constraints and growing competition in input supplies.
Theoretically this appears to be a decline in the cash conversion cycle model whereby inefficiency in inventory and receivables augment working capital needs (Richards and Laughlin, 1980).
[bookmark: _Toc226997860]3.3 Recommendations
To deal with these structural inefficiencies, Volkswagen should implement a mix of operational and strategic interventions.
First, Just-in-Time (JIT) inventory systems will help to decrease the inventory days and free up large portions of working capital. JIT reduces the unnecessary inventory by matching production to demand, which enhances cash flow (Heizer et al., 2020). Nonetheless, due to Volkswagen being susceptible to supply chain shocks, supplier diversification should be backed by JIT to prevent delays in production.
Second, it is necessary to invest in digital technologies in supply chain. The use of real-time data analytics, as well as AI-based demand forecasting, can enhance inventory optimization and minimise uncertainty (McKinsey, 2023). This correlates with the concept of dynamic capabilities theory in which companies become more competitive by adapting to technology (Teece, 2018).
Third, cash inflows can be hastened by enhancing receivables management by implementing a tougher credit control policy. Shorten receivable days can be done by reducing credit periods or providing incentives on early payments. Nonetheless, this will have to be offset with the need to have good dealer relations.
Most importantly, these are recommendations that are aimed at eliminating the cause of the inefficiencies and not the symptoms. Wolfswagen can fix a negative CCC by lowering inventory and receivable days and enhancing liquidity and reducing dependence on outside funds.
Even though the introduction of Just-in-Time (JIT) systems and digital supply chain solutions can be effective to enhance efficiency in working capital, their success depends on the stability of the supply chain. Most importantly, Volkswagen is in a very volatile world that is marked by semiconductor shortages, geopolitical risks, and variable prices of raw materials. Under these circumstances, violent inventory clearance can lead to more operational fragility and a disruption in production flow. This emphasizes a central trade-off between efficiency and resilience and implies that an optimal working capital management cannot be seen as one that attempts to reduce inventory at any cost, but as one that tries to balance liquidity maximisation with supply chain resilience.

[bookmark: _Toc226997861]3.4 Financing Options
The evolving CCC structure of Volkswagen can directly influence its financing needs. The negative to the positive CCC shift implies that working capital has to be financed more by the internal cash or external sources.
Short term funding sources like overdrafts and trade credit are flexible and they can be used to cope with the short term liquidity changes. Nonetheless, they also subject the company to refinancing risk and interest rate risk (Brealey et al., 2020).
Long term sources of finance available include bonds and equity which are more costly and have less refinancing risk but dilute shareholder value.
Theoretically, matching principle implies that the short-term assets must be funded by the short-term liabilities (Brealey et al., 2020). Nevertheless, since the cash flow of Volkswagen is dwindling (Section 2), overdependence on the short-term financing can raise financial risks.
More importantly, Volkswagen will need to implement a moderate financing policy. Although short-term financing offers flexibility, long-term financing is required to help finance structural investments in EV and supply chain transformation.
This supports the connection between working capital management and the overall financial strategy, and show that effective working capital is critical towards minimizing financial risk and facilitating sustainable growth.
Altogether, the working capital management of Volkswagen demonstrates the shift of efficiency, financed by suppliers, to the growing requirement in funding. The transition to positive CCC points out to increasing operational inefficiencies and liquidity strain.
The optimisation of inventory, digitalisation, and enhanced management of receivables are necessary to resolve these problems to be able to restore financial flexibility. Such enhancements will have a direct impact on the capabilities of the company to make financial restructuring and investment decisions, which are examined in the following parts.

[bookmark: _Toc226997862]4. Strategic Financial Restructuring: Volkswagen AG
[bookmark: _Toc226997863]4.1 Key Problems
The Volkswagen AG is now experiencing both structural financial and strategic issues that require financial restructuring.
To start with, the firm is highly leveraged, and these divisions have contributed a lot to this leverage especially the automotive and financial services divisions. As much as this structure allows a large scale operation, dwindling profitability decreases the ability to service the debt. Weakening interest coverage and raising financial risk, operating profit dropped to €19.1 billion in 2024 (Volkswagen AG, 2025), which was lower than in 2023 (22.5 billion).
Second, the electrification is a significant financial strain. Volkswagen has invested tens of billions of euros in EV development, battery-producing, and software. The amount of capital expenditure and R&D spending is still very high and this minimises the free cash flow ( Volkswagen AG, 2024). According to Section 2, automotive net cash flow has decreased by 10.7 billion to 5.0 billion in 2023 and 2024 respectively showing that capital intensity is on the rise.
Theoretically, it is a strategic investment dilemma in which companies have to balance between long-term innovation and short-term financial stability (Barney, 2021).
Third, there has been an increase in global competition, especially that of Tesla Inc. and BYD Company Ltd. Tesla has increased margins (around 9-11%), and BYD enjoys economies of scale and scope (Tesla, 2024; BYD, 2024). The legacy cost structure puts Volkswagen in a disadvantaged position, which puts pressure on margins.
Critically, these problems are interconnected:
· High debt + declining cash flow → financial pressure 
· EV investment → margin compression 
· Competition → reduced pricing power 
This creates a structural constraint that requires financial restructuring rather than incremental improvement.

[bookmark: _Toc226997864]4.2 Restructuring Options
Wolfskehl (2013) recommends Volkswagen to implement a mixture of restructuring strategies in order to deal with these challenges.
Option 1: Divestiture (Non-core assets)
Divestiture entails selling off non-core brands or performing assets to free up capital and lower the level of operation. Volkswagen has a rich portfolio that comprises various brands, some of which might not be compatible with its EV-oriented strategy.
As a financial aspect, divestiture enhances liquidity and minimizes capital requirements. It also enables the management to concentrate on core operations, enhancing efficiency.
In theory, this corresponds to the portfolio optimisation theory, in which companies invest in areas with high value (Markowitz, 1952). Nonetheless, divestiture can lower the diversification payoffs and revenue streams in the future.

Option 2: Equity Injection
Equity financing is a way of raising funds by the issue of new shares. This will empower the balance sheet of Volkswagen and minimize the use of debt financing.
Since the free cash flow has dropped (Section 2), equity injection will be a constant source of financing investments in EVs with no increment in the financial risk.
But this will dilute current shareholders and can decrease short-term returns. The pecking order theory argues that information asymmetry and dilution issues make firms to use internal financing as opposed to equity (Myers and Majluf, 1984).
More importantly, equity financing would better fit the current situation of Volkswagen, where short-term shareholder returns are not as crucial as financial stability.

Option 3: Strategic Partnerships
Strategic alliances can be described as the cooperation with the technological companies or other automotive manufacturers to share the costs and risks of development. VW has already entered into battery production and software development partnerships.
Fiscally, the partnerships save capital expenditure needs and hasten innovation. This is in line with the transaction cost economics in which companies reduce their expenses by unionizing and not developing internally (Williamson, 1985).
The partnership strategy by Volkswagen has a hybrid nature compared to that of Tesla, which is unintegrated, and BYD, which is vertically integrated.
Importantly, partnership allows Volkswagen to enter the EV market without having to shoulder the entire financial load, enhancing long-term sustainability.
Although strategic partnerships have great benefits in capital savings and speedy technological advancement, there are a few limitations. More importantly, overdependence on external partners can result in loss of strategic control in main technologies, especially in battery system and software platform, which will be the core of long-term competitive advantage in the EV market. Moreover, alliances might bring complexities in coordination, incentives mismatch, and possible knowledge leakage, which can undermine the Volkswagen capacity to create a competitive advantage over its rivals. Consequently, as much as partnerships offer short term financial support, they need to be well balanced with internal capacity building to prevent strategic dependence in the long term.

[bookmark: _Toc226997865]4.3 Evaluation of Restructuring Options
Table 4: Evaluation of Strategic Restructuring Options
	Option
	Shareholder Value
	Debt Impact
	Financial Flexibility
	Risk Level

	Divestiture
	Medium–High
	Reduces debt
	Improves liquidity
	Moderate

	Equity Injection
	Medium (short-term dilution)
	Reduces leverage
	High stability
	Low

	Partnerships
	High (long-term)
	Neutral
	High flexibility
	Moderate



Divestiture offers short-term relief, by alleviating debt and enhancing liquidity but it can curtail future growth. Equity injection enhances financial stability but can decrease shareholder returns in the short run.
The best way is strategic partnerships which are more balanced and which help to cut the financial load and facilitate innovation. They are however associated with coordination risks and reliance on external partners.
Theoretically, the analysis indicates efficiency in the allocation of capital, in which the firms have to maximize the allocation of resources under limitations (Jensen, 1986).
Importantly, no one strategy is adequate. Volkswagen has to play a dual role by taking the divestiture as a way of releasing the capital, equity financing as a way of stabilising the balance sheet as well as entering into partnership as a way of minimising the risk of investing.

[bookmark: _Toc226997866]4.4 Global and Ethical considerations
The restructuring plan of Volkswagen should also take into account global and ethical aspects.
First, there is a high currency risk because Volkswagen operates in the global market. The fluctuation in the exchange rates might affect the revenues and costs, especially in emerging markets. It brings about financial risk and necessitates hedging.
Second, inflation enhances the cost of production, especially that of raw materials like lithium and semiconductors. This further narrows down margins and strengthens the necessity of cost efficiency.
Third, corporate social responsibility (CSR) is imperative, especially when it comes to the shift of the company to sustainable mobility. The Volkswagen EV investment is in line with the international environment goals and adds value to the brand in the long term.
Nevertheless, the fact that the company was previously involved in the Volkswagen Dieselgate scandal still affects its image. The need to comply with ethics and be transparent makes it crucial to restore the stakeholder trust.
Theoretically, this is an indication of stakeholder theory wherein companies need to strike a balance between financial performance and social responsibility (Freeman, 1984).
Importantly, a reorganization approach of Volkswagen should incorporate financial, strategic and ethical aspects. Inability to respond to the ESG expectations may compromise the long-term value creation.
All in all, the financial restructuring of Volkswagen needs a multi-dimensional strategy that balances debt offload, investment ability and strategic flexibility. This divestiture, equity financing and strategic partnerships combination offers a viable route to overcome the present financial constraints.
The capital allocation is directly affected by the restructuring decisions and therefore, investment appraisal plays a vital role in the selection of the projects that will maximise the value with the management of risk. Thus, the section below analyses investment opportunities based on financial appraisal methods to aid in the best decision-making.

[bookmark: _Toc226997867]5. Investment Appraisal
[bookmark: _Toc226997868]5.1 Techniques Used
Investment appraisal plays a key role in deciding whether Volkswagen should use the limited financial resources in long-term projects. Since its free cash flow (€10.7bn in 2023 to €5.0bn in 2024) and margin are decreasing, and given that the company is not generating value at an acceptable rate (see Section 2), capital allocation should focus on value creation and financial stability.
There are five techniques used: Payback Period (PBP), Accounting rate of return (ARR), Net Present Value (NPV), Internal rate of return (IRR) and profitability index (PI).
In theory, Net Present Value (NPV) is the most valid technique because it uses the time value of money and measures directly the shareholder wealth creation (Brealey et al., 2020). When NPV is positive, it means that it creates value whereas a negative NPV destroys value. But NPV does not reflect liquidity risk which is essential to Volkswagen due to its limited cash flow.
Even though Net Present Value (NPV) is considered to be the most theoretically valid investment appraisal method, it lacks extensive applicability to the given context. Importantly, NPV is based on the assumption, that companies are financially flexible and can pursue all positive-value projects without any limit. Nonetheless, this assumption is put into question by the decreasing free cash flow of Volkswagen, its rising leverage and liquidity pressures. The strict implementation of NPV in such a capital constrained environment can result in sub-optimal decisions because it does not consider the short term liquidity risk and financing constraints. As such, NPV may be used as a good measure of value creation, but should be accompanied by a liquidity-sensitive approach, like payback period, and risk-adjusted factors in order to guarantee financial sustainability.
Payback Period is thus significant because it is used in determining how fast the initial investment can be recouped. When operating in a high-risk financial environment, shorter payback periods are desirable because they enhance liquidity and lessen exposures to uncertainty (Arnold, 2022).
Internal Rate of Return (IRR) is a rate based comparison but it can be misleading when the projects do not satisfy the required rate of return, which is the case with this scenario. Accounting rate of Return (ARR) indicates accounting profitability but does not take into consideration the time value of money and therefore, it has a limitation. The Profitability Index (PI) is especially applicable to capital rationing, because it is used to evaluate the value created per unit of investment.
Considering the financial position of Volkswagen the high leverage, decreasing margins and cash flow, NPV (value) and Payback (liquidity) are the most suitable decision criteria that PI supports capital rationing.

[bookmark: _Toc226997869]5.2 Evaluation of Projects
(All projects assume: Initial Investment = £50m, Discount Rate = 10%)
Step 1: Discount Factors (10%)
	Year
	Discount Factor

	1
	0.909

	2
	0.826

	3
	0.751

	4
	0.683

	5
	0.621



Project A: Cash Flow Analysis
	Year
	Cash Flow (£m)
	Discount Factor
	Present Value (£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 (A) = 41.31 – 50 = −8.69m
Payback ≈ 4.5 years
ARR = (Avg Profit £0.8m / £50m) ×100 = 1.6%

Project B: Cash Flow Analysis
	Year
	Cash Flow (£m)
	Discount Factor
	Present Value (£m)

	1–5
	11 each year
	—
	41.69 total PV


NPV (B) = 41.69 – 50 = −8.31m
Payback ≈ 4.55 years
ARR = (Avg Profit £1m / £50m) ×100 = 2%

Project C: Cash Flow Analysis
	Year
	Cash Flow (£m)
	Discount Factor
	Present Value (£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 (C) = 48.02 – 50 = −1.98m
Payback ≈ 3.6 years
ARR = (Avg Profit £2m / £50m) ×100 = 4%

Table 5: Summary of Investment Results
	Metric
	Project A
	Project B
	Project C

	Payback (years)
	4.5
	4.55
	3.6

	ARR (%)
	1.6%
	2%
	4%

	NPV (£m)
	−8.69
	−8.31
	−1.98

	PI
	0.83
	0.83
	0.96

	IRR
	<10%
	<10%
	Highest (<10%)



Interpretation
All projects generate negative NPVs, indicating that none meet the required 10% return. Nevertheless, comparative analysis is crucial.
Project A generates moderate, yet intermittent returns, which translate to poor profitability and payback lag. Project B offers predictable cash flows but does not offer a good enough payoff to generate value. Project C is the most volatile, but has the best NPV and payback.
Theoretically, the NPV dominance rule indicates to choose the project with the highest NPV (Brealey et al., 2020). Project C is thus the most viable in terms of finance.
While Project C maximises relative value, reliance on volatile cash flows under constrained liquidity may exacerbate financial fragility, suggesting that strict NPV-based decision-making is insufficient in this context.

[bookmark: _Toc226997870]5.3 Recommendation
Although Project C seems to be better financially, the decision has to be considered in the financial context of Volkswagen.
As established in previous sections:
· Operating profit declined (€22.5bn → €19.1bn) 
· Cash flow reduced (€10.7bn → €5.0bn) 
· Working capital pressure increased (positive CCC emerging) 
This indicates that Volkswagen faces financial constraints and liquidity pressure.
Project C offers:
· Faster payback → improves liquidity 
· Higher NPV → minimises value loss 
· Higher ARR → stronger profitability 
Nonetheless, its lumpy cash flows create risk, especially in a capital constrained environment.
Theoretically this can be regarded as risk-return trade-off where the risk is accompanied by increase in returns (Markowitz, 1952).
Project C will be maximising financial return but its volatility might not be appropriate to the current financial constraints of Volkswagen. It needs a moderate course of action.

5.4 Capital Rationing (£100m Constraint)
Volkswagen can only invest in two projects.
Combination Analysis:
	Combination
	Total NPV (£m)

	A + B
	−17.00

	A + C
	−10.67

	B + C
	−10.29 (best)



The optimal combination is Project B + Project C.
Project B provides stable cash flows, reducing risk, while Project C offers higher returns. This combination aligns with portfolio theory, where diversification reduces overall risk (Markowitz, 1952).
“Despite Project C’s higher NPV, its volatility may not align with Volkswagen’s current leveraged financial structure. Therefore, the optimal capital allocation is a combination of Project B and Project C, balancing return potential with financial stability.”
All in all, the investment appraisal shows that none of the projects would have the required rate of return, but when the projects are compared to each other, Project C and B + C would be the best alternatives.
The decision is an indication that Volkswagen must manage financial risk, liquidity constraint and growth in the long term. The results affirm the significance of prudent capital investment in facilitating strategic reorganization and financial viability.

[bookmark: _Toc226997871]6. Conclusion 
This report has critically assessed the financial performance, operational efficiency and strategic direction of Volkswagen AG, in a highly dynamic and capital intensive industry in the automobile industry. Although the company has shown impressive revenue growth, rising to €222.9 billion in 2020 and to €322.3 billion in 2023-2024, the growth has not been converted to sustainable profitability. In 2023, operating profit decreased to €22.5 billion and in 2024, to €19.1 billion, and automotive net cash flow reduced by a significant margin to €10.7 to €5.0 billion, which proves that the growth of Volkswagen is not about efficiency at the moment, but rather cost-intensive.
The financial health analysis demonstrates a structurally constrained situation, which is characterised by compressing margins, high leverage, and deteriorating liquidity. This is also supported by the working capital management inefficiencies whereby the shift of a negative to positive cash conversion cycle is a sign of losing a supplier-funded benefit and dependence on internal and external sources of finance. These overlapping strains emphasize that financial difficulties at Volkswagen are structural and tightly related to its strategic move towards electrification.
The restructuring of finances is hence necessary. Divestiture, equity financing and strategic partnerships analysis shows that an integrated method is needed to reconcile between financial stability and long-term innovation. Specifically, alliances provide an important tool to divide the financial risk of EV development and position oneself competitively. Meanwhile, the ethical factors, particularly, in the wake of the Volkswagen Dieselgate scandal are of primary importance in restoration of stakeholder trust and in perpetuating the sustainable value creation.
The importance of disciplined capital allocation in the face of financial constraints is reaffirmed by the investment appraisal. Though the result of all projects gave negative NPVs at the necessary rate of return, Project C gave the best relative value, and the combination of Projects B and C gave the most balanced result under capital rationing due to aligning the potential of the returns with the risk management.
All in all, Volkswagen is still a highly influential but financially limited organisation that is going through a pivotal change. Its success will not only be evaluated in terms of growth of revenue, but how it will be able to regain profitability, increase capital efficiency and streamline investment decision based on financial capacity. The inability to balance this can result in shareholder value erosion, and a successful implementation will make Volkswagen a strong and competitive force in the electric car market around the world.
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