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SUBJECT:	ANALYSIS OF THE FINANCIAL PERFORMANCE OF DG PLC FOR 2015 AND 2016


1.0	INTRODUCTION

1.1	The Balance Sheets’ and Profit and Loss Accounts for DG Plc have been analysed for the years 2015 to 2016, and compared with the Industry Average.

1.2	The financial performance of DG Plc has been based upon calculating financial ratio’s which can be clarified into five areas:

	(i)	Profitability.
	(ii)	Efficiency.
	(iii)	Liquidity.
	(iv)	Investment.
	(v)	Gearing.

1.3	Comments are made upon the results of the ratios and where necessary, area’s requiring further investigation are highlighted.


2.0	RESULTS OF RATIO CALCULATIONS 

2.1	Results of the ratios calculated are summarised in Appendix 1.


3.0	EVALUATION OF BUSINESS FINANCIAL PERFORMANCE	

3.1	Analysis, evaluation and comments will be undertaken for each of the five key financial areas:-






3.2	PROFITABILITY 

· The net profit percentage has improved from 2015 to 2016, and shows that DG Plc has performed marginally better than the industry average.

· The gross profit percentage has however reduced considerably in 2016 ie 5.5% reduction from 2015.  The 2016 percentage is 11% lower than the industry average (ie only 70% of the industry average).

· This suggests that the ‘cost of sales’ is increasing at a faster rate than sales, and requires further investigation as to the causes eg it could for example be that material prices are rapidly increasing due to a world shortage in supply.  Cost of sales have increased by 24% in 2016, whereas sales have only increased by 15%.

· The net profit percentage however shows that the company is managing to control its other business expenses eg Administration; Selling and Distribution costs etc.

· Return on capital employed has improved considerably between 2015 and 2016 (a 2.5% increase), and is now higher than the industry average.  This suggests that the shareholders would be pleased with the company’s financial progress/performance.

3.3	EFFICIENCY 

· Asset turnover and Fixed Asset productivity have both declined over the two year period, with 2016 levels moving away from the industry average.  This may be due to the fact that DG Plc has purchased €420,000 of new fixed assets in 2016.  This represents an increase of 29% in fixed assets, whereas sales have only increased by 15%.

· The debtors control ratio has remained unchanged over the two year period, and is well below (12 days) the industry average.  This signifies that DG Plc is collecting money from customers quite efficiently, considering the general norm is 45 days.  It is unlikely that DG Plc could reduce this further, and there may be pressure from customers to increase the credit allowed if sales are to be increased.







· The creditors control ratio has fallen from 37 days in 2016 to 32 days in 2015, and is much lower than the industry average.  This suggests that DG Plc is paying its bills (invoices) far too quickly (13 days earlier on average) and not taking advantage of the general trading term of credit – 45 days.  This signifies poor financial management.  However, it could be that DG Plc is taking advantage of ‘prompt payment discounts’.  Further investigation would be needed to ascertain the reasons for this low ratio.

· Both stock turnover ratio’s indicate a better performance than the industry average, in 2015 and 2016.  However, a slight deterioration in control occurred in 2016.  These ratios signify that DG Plc is efficient in its control over stockholdings, and if further improvements were required, then perhaps ‘Just in Time’ agreements are needed with suppliers.

3.4	LIQUIDITY 

· The current ratio has stayed at the same level over the two year period, and is only slightly higher than the industry average.  The general business norm for this ratio is 1.5 to 2.0, so DG Plc is within this range.  A lower ratio would signify good financial management ie more towards the 1.5 range.  In order to improve this ratio, DG Plc could (as suggested earlier by the creditor’s control ratio) take longer to pay its bills from suppliers (ie approximately 13 days later on average).

· The quick ratio has also declined over the two year period to 1.37 in 2016, but this is still higher than the industry average.  The general business norm for this ratio is 1.0 to 1.5, and DG Plc is within this range.  A ratio as close as possible to 1.0 would signify good financial management, with a ratio of less than 1 being ‘risky’ since the business would be classed as ‘technically insolvent’.  Improvement in this ratio could be achieved by reducing stockholdings ie increasing stock turnover; reducing number of days stockholding.

3.5	INVESTMENT

· Earnings per share has increased significantly from €0.31 to €0.44, and is heading towards the industry norm of €0.50.  This reflects the significant improvement in general financial performance in 2016, and could perhaps be further increased (closer to the industry average) by investigating why the ‘cost of sales’ (see – gross profit ratio) have significantly increased.  Earnings per share for the ordinary shareholder is increasing and represents a 15% (2015) and 17% (2016) return on shareholders funds invested.  This needs comparison with other similar market investment.  

· Interest cover has increased slightly in 2016, to 6,81 times, which is well above the industry average.  A higher ratio signifies less risk to those institutions who have provided long term loans.

3.6	GEARING

· The gearing level of DG Plc has increased slightly in 2016 (28.1%), but is still well below the industry average of 50%.  Since the company is a profitable company, it can afford to increase its gearing further without risk (assuming the increasing net profit trend continues).  An increase in gearing would be beneficial to the ordinary shareholders as long as the business continues being profitable.  

4.0	CONCLUSIONS 

4.1	The company is increasing its net profit and return on capital employed trend.

4.2	It is maintaining good control over stocks and debtors.

4.3	DG Plc has no short term liquidity problems, and should have no difficulty in paying its debts as they become due.

4.4	Earnings per share for the ordinary shareholders is increasing and represents a 21% return on shareholders funds in 2016.

4.5	The company could afford to obtain further long term finance by way of long term loan’s, (this is cheaper than the cost of equity or shareholders funds eg 10% interest as opposed to 21% return on equity in 2016) as and when further expansion and investment in new projects/products is needed.

5.0	RECOMMENDATIONS

5.1	An investigation is required to ascertain why the ‘cost of sales’ has increased so significantly, and remedial action taken.

5.2	DG Plc should take full advantages of a further 13 days of credit from supplies (on average) ie delay the time in paying its bills.

5.3	Negotiate with suppliers to see if a ‘Just in Time’ system for supplying materials can be arranged, even if this entails slightly higher prices ie offset against the savings obtained on stockholding costs.

5.4	Make the necessary arrangements with banks to enable further long term finance to be obtained by long term borrowing (loan’s) for when the need arises. 


APPENDIX 1


	Profitability
	2016
	2015
	Industry Average

	1.	Return on Capital Employed
	19.2%
	16.7%
	18.5%

	2.	Net Profit Percentage
	4.9%
	3.9%
	4.7%

	3.	Gross Profit Percentage
	24.5%
	30.0%
	35.2%

	
	
	
	

	Efficiency
	
	
	

	
	
	
	

	4.	Asset Turnover
	3.9
	4.3
	4.7

	5.	Fixed Asset Productivity
	6.1
	6.8
	7.2

	6.	Stock Turnover (days)
	28 days
	26 days
	35 days

	7.	Stock Turnover
	13.2
	13.9
	11.5

	8.	Debtor Days
	40 days
	40 days
	52 days

	9.	Creditor Days
	32 days
	37 days
	49 days

	10	Capital Employed Turnover
	3.9
	4.3
	5.0

	
	
	
	

	Liquidity
	
	
	

	
	
	
	

	11.	Current Ratio
	2.0
	2.0
	1.9

	12.	Quick Ratio
	1.37
	1.42
	1.27

	
	
	
	

	Investment
	
	
	

	
	
	
	

	13.	Earnings Per Share
	€0.44
	€0.31
	€0.50

	14.	Interest Cover
	6.81
	6.33
	2.5

	
	
	
	

	Gearing
	
	
	

	
	
	
	

	15.	Gearing
	28.1%
	26.4%
	50.0%
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