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Executive Summary

1. An analysis of the financial performance of Microchips plc over the four year period from 2006 to 2009 covering the five, key areas of profitability, liquidity, efficiency, investment, and gearing.
1. Absolute sales increasing by 20.67% but rate of sales growth declining year on year.
1. Gross Profits falling year on year as sales growth rate declines and Cost of Sales base increases.
1. COS rising through increases in materials and wages, whist overheads remain stable in cash terms.
1. Increasing capital employed and rising fixed assets year on year, despite declining sales growth rates and falling profits. 
1. Increases in assets in preparation for future expansion, changes in product range, or changes in the technology and means of production. 
1. Rising levels of inventory on hand through either increases in materials for new product ranges; increases in obsolete stock as sales growth declines; poor ordering, purchasing and stock management; poor relationships with suppliers and lack of just in time supply. 
1. Inefficient management of debtors and creditors to make Microchips plc a net provider of short term credit.
1. Increase in bank borrowings year on year with a dramatic increase 2009-2009 with a rise to high gearing with 74%. Finance obtained to fund future growth, change in product range (existing products at the end of their life cycle) or change in means of production. 
1. Confidence in future financial performance as evidenced by rising average share price and P/E Ratio.
1. Comparisons made to a similar sized competitor and the business sector norm to make ratios more meaningful.
1. Recommendations suggested to drive the future financial performance of Microchips plc. Areas requiring further investigation also highlighted. 



1.0 Introduction

1.1 Overview
The Board of Directors have requested a report on the financial performance of Microchips plc, based on the last four years of results (2006-2009). Financial performance will also be compared to a similar sized competitor and the business sector norm.

1.2 Background
Microchips plc is a manufacturing business which produces electronics components for sale to the audio-visual industry. The last four years (2006-2009) have seen an average turnover figure of €16.7 million, and a bottom-line profit average of €290,250.
Turnover has grown from €15 million on 2006 to €18.1 million in 2009 (20.67% increase).

1.3 Objectives
This report analyses the financial performance of Microchips plc between 2006 and 2009 inclusive. It aims to offer a comprehensive analysis on the financial performance of the organisation in five key areas (Profitability, Liquidity, Efficiency, Investment, and Gearing). Comments on comparative performance against the results for a similar sized competitor and the business sector norm will also be provided. The report makes recommendations to improve future financial performance and also highlights any areas that require further investigation.

1.4 Benefits
The recommendations and analysis provided by this report will allow the Board of Directors to make decisions on the future of Microchips plc to improve financial performance and benefit shareholders. 

1.5 Exclusion to Scope
The balance sheets, profit and loss accounts and cash flow statements have not been made available. All analysis is made from the information provided – Microchips plc Financial Data (Ratios), Further Financial Information (Sales, Profit, Fixed Assets) and Additional Financial Information – Comparators (see Appendix 6.1, 6.2 and 6.3).
























2.0 Analysis

2.1 Profitability
To analyse the profitability of Microchips plc, the report looks at the following financial ratios – the Gross Profit % (GP%), the Net Profit % (NP%), and the Return on Capital Employed (ROCE).

2.1.1 Gross Profit %
	Ratio
Gross Profit   x 100%
Sales
	2006
	2007
	2008
	2009

	
	37.1%
	34.8%
	32.5%
	29.0%



There has been a downward trend in GP% over the four years which is clearly the wrong way. GP% has dropped by 8.1 percentage points from a high at 2006, which represents a 21.8% decrease. The GP% needs to be as high as possible as all other business support costs (overheads) are paid out of this figure. 
We need to analyse the constituent parts of the ratio – Sales and Cost of Sales (COS).

Actual Sales
	
	2006
	2007
	2008
	2009

	Sales €
	15 million
	16.3 million
	17.4 million
	18.1 million



Actual sales have increased by €3.1 million over the four years.

Year on Year Changes - Sales
	2006-2007
	2007-2008
	2008-2009

	+€1.3 million
	+€1.1 million
	+€0.7 million

	+8.67%
	+6.75%
	+4.02%



Despite absolute sales rising, sales growth is declining year on year. This could be a factor of lower sales volumes, lower sales prices, or a combination of both. 


Year on Year Changes – COS
The total COS of sales figures have not been provided, but the amount of Overheads, Materials and Wages as a % of COS have been given.

	
	2006
	2007
	2008
	2009

	% Overheads / COS
	43.5%
	40.0%
	37.0%
	33.0%

	% Materials / COS
	40%
	43%
	45%
	48%

	% Wages / COS
	16.5%
	17.0%
	18.0%
	19.0%

	Total
	100%
	100%
	100%
	100%



The actual amounts spent on COS can be calculated from the Sales, GP% and relative COS %.
Year on Year Detail for COS
	Year
	2006
	2007
	2008
	2009

	Sales €
	€15,000,000
	€16,300,000
	€17,400,000
	€18,100,000

	GP %
	37.1%
	34.8%
	32.5%
	29.0%

	COS %
	62.9%
	65.2%
	67.5%
	71.0%

	COS €
	€9,435,000
	€10,627,600
	€11,745,000
	€12,851,000

	O’heads/COS
	43.5%
	40.0%
	37.0%
	33.0%

	Overheads €
	€4,104,225
	€4,251,040
	€4,345,650
	€4,240,830

	Materials/COS
	40.0%
	43.0%
	45.0%
	48.0%

	Materials €
	€3,774,000
	€4,569,868
	€5,285,250
	€6,168,480

	Wages/COS
	16.5%
	17.0%
	18.0%
	19.0%

	Wages €
	€1,556,775
	€1,806,692
	€2,114,100
	€2,441,690



COS has increase over the four years by €3,416,000 or 36.2%. From the table above it is clear that wages and materials have increased steadily over the four years (materials by €2,394,480 or 63.4% and wages by  €884,915 or 56.8%) whilst overheads have remained steady at approximately €4.2 million .
The relative increases in wages and materials may suggest that Microchips plc is investing in a larger workforce with more materials to increase future productivity and profitability. An investigation into the detail of these increases is required. It may also be beneficial to investigate the detail of the overheads to see if any improvements in efficiency could be made there.

The comparative GP% for a similar sized company is 29%, which is in line with the 2009 level. However, Microchips plc has seen a steady decline in GP% from a 2006 high of 37.1% and further investigation into that decline is required. The need for this investigation is heightened when the 34% GP% figure for the business sector norm is considered, as it would seem that Microchips plc is lagging behind by 5 percentage points. A declining rate of sales growth and an increasing COS base are the causes of the declining GP%. However, the increasing COS base may be in preparation for future growth of productivity and profitability.

2.1.2 Net Profit %
	Ratio
Profit before Interest and Tax   x 100%
Sales
	2006
	2007
	2008
	2009

	
	2.0%
	3.8%
	4.4%
	3.3%



Net Profit % (NP%) or Profit Before Interest and Tax (PBIT) saw a steady rise for the first three years and then fell. NP% increased by over double from 2006 (2.0%) to 2008 (4.4%) but then fell to 3.3% in 2009 (a drop of 1.1 percentage points or 25% from 2008). The upward trend was clearly in the right direction as the increases in profit will lead to the primary objective of maximising shareholder wealth. However, the upward trend was showing smaller growth year on year and even saw a decrease from 2008 to 2009 (see Year on Year Changes NP% table below).

Comparing the NP% of Microchips plc to the comparators reveals that the organisation is someway behind the similar sized competitor with a figure of 7% and even further behind the business sector norm of 9%.
The absence of detailed financial accounts (balance sheet, profit and loss account, cash flow statement) makes it difficult to explain the NP% performance for Microchips plc and does not provide clarity on the reasons for the lower performance against the two comparators.  However, as was highlighted for the GP% decline the declining sales growth and the increase in COS will impact NP% adversely. Further investigation into the declining NP% and the lower performance of Microchips plc to the comparators is required. 

Year on Year Changes – NP% & Sales
	
	2006-2007
	2007-2008
	2008-2009

	NP%
	+1.8 points
	+0.6 points
	-1.1 points

	Sales
	+8.67%
	+6.75%
	+4.02%



To understand the increase between 2006 and 2008 and then the decrease to 2009, the information on costs between GP% and NP% would be required. It is interesting to note that Profit after Tax and Interest remains relatively constant but low across the four years; 2006 1.8%; 2007 1.8%; 2008 1.8%; and 2009 1.6%. 

A decrease in GP% year on year but an increasing NP% (albeit at a slower rate) would suggest improvements in the management of the lower half of the profit and loss account (see Profit Summary table below).

Profit Summary
	Year
	Sales
€m
	GP
%
	GP
€
	NP
%
	NP
€
	Bottom 
Line 
Profit
%
	Bottom 
Line 
Profit
€
	Tax
& 
Interest

	2006
	15m
	37.1%
	5.565m
	2.0%
	300k
	1.8%
	270k
	30k

	2007
	16.3m
	34.8%
	5.6724m
	3.8%
	619.4k
	1.8%
	294k
	325.4k

	2008
	17.4m
	32.5%
	5.655m
	4.4%
	765.6k
	1.8%
	312k
	453.6k

	2009
	18.1m
	29.0%
	5.249m
	3.3%
	597.3k
	1.6%
	285k
	312.3k




2.1.3 Return on Capital Employed (ROCE)
	Ratio
PBIT                      x 100%
Capital Employed
	2006
	2007
	2008
	2009

	
	3.4%
	3.2%
	3.0%
	2.7%



ROCE is seen as the primary measure of profitability, as it compares the inputs (capital employed) of a business against the outputs (profits). The aim is to raise this figure as high as possible, yet the trend for Microchips plc is downward which is clearly in the wrong direction. There has been a 0.7 percentage point drop over the four years, dropping approximately 0.2 percentage point each year. It has dropped by over 20% between 2006 and 2009.

The 2009 figure of 2.7% for Microchips plc is significantly lower than the similar sized competitor (5.7%) and the business sector norm (6.4%). This can be partly explained by the declining growth in sales and increasing COS base that was highlighted in the GP% and NP% sections.  However, further investigation into the underperformance of Microchips plc to the comparators is necessary. 

The constituent parts of the ratio require examination – profit and capital employed. It has already been commented that margins are low and following a period of growth dropped substantially from 2008 to 2009. GP% dropped year on year from 2006 to 2009 whilst NP% doubled from 2.0% in 2006 to 4.4% in 2008 and then dropped to 3.3% in 2009. Profit after interest and tax is very low at 1.6% in 2009.

The long term capital employed can be calculated from the ROCE ratios and NP% figures (see table below).

Year on Year Changes - PBIT and Capital Employed
	Year
	Sales
€
	PBIT
%
	PBIT
€
	Capital
Employed
	Change
€
	Change
%

	2006
	€15m
	2.0%
	€300k
	€8,823,529
	
	

	2007
	€16.3m
	3.8%
	€619.4k
	€19,356,250
	+€10,532,721
	+219.37%

	2008
	€17.4m
	4.4%
	€765.6k
	€25,520,000
	+€6,163,750
	+31.84%

	2009
	€18.1m
	3.3%
	€597.3k
	€22,122,222
	-€3,397,778
	-13.31%



Capital employed rose dramatically from 2006 to 2007 and so did Profits before tax and interest. The capital employed increased less dramatically 2007-2008 than the massive increase in 2006-2007 but net profits also grew. The breakdown of the capital employed would greatly help explain this situation but as this is not available it is assumed that the increase has come from increased bank loans (as supported by the increase in gearing – see 2.5). No share capital has been issued between 2005 and 2009. Investigation into the level of reserves would also be required to understand how much of the capital employed they represent.

2.2 Liquidity

To analyse the liquidity of Microchips plc, the report looks at the following financial ratios – the Current Ratio and the Quick Ratio.

2.2.1 The Current Ratio
	Ratio
Current Assets   
Current Liabilities
	2006
	2007
	2008
	2009

	
	3.5
	3.5
	3.6
	3.7



The trend for Microchips plc is a very slight rise over the four years, but has remained relatively constant. The aim for this ratio is to maintain within a defined range as it is a measure of the theoretical ability of the organisation to pay its debts as they fall due. A ratio greater than one would indicate no problems and the ‘norm’ for manufacturing businesses would be in the range 1.5 - 2.0, whilst the ‘ideal’ is believed to be 2.0 (Attril and McLaney, 2006). Microchips plc is considerably higher than this range and this warrants further investigation. 
The similar sized business is operating at 2.2 and the business sector norm is running at 2.0. Microchips 3.7 level would seem to be very high in comparison. 
The current liabilities can be calculated from the current assets and the current ratio (current assets have been calculated in 2.3.3).

Current Liabilities
	Year
	Current
Assets
	Current Ratio
	Current
Liabilities

	2006
	€10,273,972
	3.5
	€2,935,420

	2007
	€11,398,601
	3.5
	€3,256,743

	2008
	€12,517,985
	3.6
	€3,477,218

	2009
	€14,251,968
	3.7
	€3,851,883


.
The Current Ratio for Microchips plc appears to be high at 3.7, though this would indicate a high degree of liquidity. A high ratio may also indicate that funds are tied up in cash or other liquid assets and are not being used as efficiently or productively as they could be. Microchips plc is a net provider of short term credit (see 2.3.5 and 2.3. 6) as 2009 saw a debtors collection period of 96 days and a creditors payment period of 40 days. Stock turnover in days has increased over the four year period to a high level of 89 days in 2009 (see 2.3.1). Further investigation into the stock levels, debtors and creditors would be required to see if improvements could be made and if funds could be released.

2.2.2 The Quick Ratio
	Ratio
Current Assets - Stock
Current Liabilities
	2006
	2007
	2008
	2009

	
	2.5
	2.3
	2.0
	1.3



Microchips plc is trending downwards and has almost seen a halving from 2.5 to 1.3 over the four years. This more stringent measure of liquidity (as stock levels are removed as they can take longer to convert to cash than recalling cash from debtors) has a ‘safe’ level of 1 and Microchips plc is safely above this level. The decline indicates that the business has become more efficient over the four year period, however the gap between the Current and Quick Ratios has increased (in 2006 the gap was 1.0 whilst in 2009 the gap was 2.4). A stable Current Ratio with a declining Quick Ratio may indicate that stock levels have been built up too much.

The similar sized competitor is operating at 1.9 and the business sector norm is 2.0, both of which are considerably higher than Microchips plc 2009. Their respective Current Ratios were 2.2 and 2.0 which illustrates little change between the Current and Quick Ratios. This indicates that the comparators have not built up high levels of inventory, whilst Microchips plc in 2009 sees a Current Ratio of 3.7 and a Quick Ratio of 1.3 which would suggest high stock levels. Further investigation into the inventory management (ordering, holding, stock-taking) and why the Quick Ratio has declined so much over the four years would be required.


2.3 Efficiency
To analyse the liquidity of Microchips plc, the report looks at the following financial ratios – the Stock Turnover in Days, the Stock Turnover, the Fixed Asset Productivity, the Working Capital Turnover, the Debtors Collection Period, the Creditors Payment Period, and the Cash Operating Cycle.

2.3.1 Stock Turnover in Days
The Stock Turnover in Days represents how quickly the business turns over its stock. The aim is to minimise this number as cash that is tied up in inventory cannot be used for other purposes. High inventory levels also incur other costs for storage, security, obsolescence, interest and warehousing for example. Microchips plc should aim to hold as little stock as possible without disrupting sales orders.

	Ratio
Stock              x365
Cost of Sales
	2006
	2007
	2008
	2009

	
	65
	69
	80
	89



The trend for Microchips plc is an upward one, which has increased by 36.9% or 24 days over the four year period, which is the wrong direction. This suggests that the company may have over-purchased goods (signifying a flawed purchasing process), or that sales have declined since goods were purchased (see comments on declining sales growth), or that the level of held inventory is rising. A rising level of inventory was also suggested by the comparison of the Current and Quick Ratios. Further investigation into the inventory held is required. High levels of inventory with declining sales pose a risk of holding obsolete stock which, in turn, will incur further costs for removal, selling off or writing off.

The similar sized competitor records a value of 48 days whilst the business sector norm is 42 days. The value of 89 days recorded in 2009 is of considerable concern as it is over double the business sector norm and almost twice as large as the similar sized competitor (89/48 = 1.85 times). Further investigation into the make up of the inventory is required.


2.3.2 Stock Turnover
The Stock Turnover Ratio represents how many times the business turns over its stock in a year. Inventory is usually the largest part of a company’s working capital so if the stock is not being used up at a suitable pace then the company has invested a considerable portion of its capital in an asset that it may not be able to liquidate quickly. A high Stock Turnover Ratio is required, but not so high that it jeopardises sales by not having enough stock on hand to fulfil sales orders. This ratio displays similar information as the Stock Turnover in Days.

Microchips plc has a 2009 Stock Turnover Ratio of 4.80 but the trend from the high of 5.90 in 2006 has been downward (a decrease of 1.1 days or 18.6%), which is in the wrong direction.
	Ratio
Cost of Sales
Inventory
	2006
	2007
	2008
	2009

	
	5.90
	5.60
	5.00
	4.80



Comparison with the 6.0 for the similar sized competitor and the 9.0 for the business sector norm indicates that Microchips plc is underperforming. The business sector norm is turning over its inventory almost twice as often as Microchips plc. The similar sized competitor is more efficient in turning over its stock than Microchips plc. The relatively low number of 4.80 suggests that Microchips plc has a large inventory on hand. Further investigation into this inventory is required to identify slow moving items, obsolete items, and over purchased items. It may also be that Microchips plc has been increasing stock levels in preparation for a product change which would also warrant further investigation.

2.3.3 Fixed Asset Productivity
	Ratio
Sales
Fixed Assets
	2006
	2007
	2008
	2009

	
	1.46
	1.43
	1.39
	1.27



The trend is for Microchips plc over the four years is downward goes against the goal of increasing this number as high as possible. A higher ratio will indicate that the assets are being used productively to generate sales; however, a very high figure may indicate that the business is over-trading whereby the business does not have sufficient assets to maintain the levels of sales.

The constituent parts of the ratio are sales and fixed assets and comment has already been made about the declining sales growth over the four year period. Further investigation into the nature of the fixed assets would be required – age, condition, ownership (rented or purchased), depreciation, and how the assets have been valued. 

The value of the fixed assets can be calculated for each year as the Total Sales and Fixed Asset Productivity Ratios are provided.

Vale of Fixed Assets 
Calculated from Sales and Fixed Asset Productivity Ratios
	Year
	Sales
	Fixed Asset
Productivity 
Ratio
	Value of Fixed
Assets

	2006
	€15 million
	1.46
	€10.3 million

	2007
	€16.3 million
	1.43
	€11.4 million

	2008
	€17.4 million
	1.39
	€12.5 million

	2009
	€18.1 million
	1.37
	€14.3 million




Year on Year Changes in Fixed Assets
	Year
	Fixed Assets
at Start of 
Year
	Fixed Assets 
at End of 
Year
	Change
€
	Change 
%

	2006
	
	€10,273,972
	
	

	2007
	€10,273,972
	€11,398,601
	€1,124,629
	+10.95%

	2008
	€11,398,601
	€12,517,985
	€1,119,384
	+9.82%

	2009
	€12,517,985
	€14,251,968
	€1,733,983
	+13.85%

	4 Year
	€10,273,972
	€14,251,968
	€3,977,996
	+38.72%



Fixed assets have increased in value by nearly 39% from the end of 2006 to 2009 and the rate if growth has increased each year to a maximum of 13.85% between 2008 and 2009.  In contrast to this, sales growth has declined year on year. This investment into fixed assets may suggest that Microchips plc has been changing its means of production, purchasing new buildings and/or plant, or replacing old technology with new technology. 

The comparative ratios for the similar sized competitor and the business sector norm are 2 and 2.5 respectively, which suggests that Microchips plc is underperforming. However, further investigation into the make up of fixed assets from the balance sheet would be required and, ideally, the nature and make up of the fixed assets of the comparators should also be considered.

2.3.4 Working Capital Turnover
The working capital turnover shows how effectively the working capital (current assets – current liabilities) is at generating sales. The aim is to maximise this number as a high number shows a business that is generating a lot of sales compared to the money it uses to fund the sales. Too high a figure may indicate that the business does not have enough capital to fund its sales growth which may lead to insolvency.
	Ratio
Sales                                                     
Current Assets – Current Liabilities
	2006
	2007
	2008
	2009

	
	2.80
	2.60
	2.40
	2.30



Microchips plc is below the similar sized competitor (3.5 times) and the business sector norm (4.0 times), which suggests that it is not as efficient at generating sales as the two comparators. The increase in stock levels may lead to a decrease in the working capital turnover as money is tied up in stock. Declining sales growth will also lead to a lower ratio. 






2.3.5 Debtors Collection Period
	Ratio
Debtors          x 365
Sales (Credit)
	2006
	2007
	2008
	2009

	
	80
	88
	92
	96



The trend for Microchips plc is rising across the four years with a total increase of 16 days or 20%, which is clearly in the wrong direction. Shorter settlement periods are obviously more favourable. If the assumption is made that the normal terms of credit are “payment are due in the month following delivery” then the expectation would be a Debtors Collection Period between 30-60 days, with an average figure of 45 days. Microchips plc is over twice this figure and has seen a trend that is getting increasingly worse. The speed of payment from customers is an important factor for cash flow – delayed payments see cash tied up that the organisation would use in more productive ways. 
Microchips plc may be preparing to change its product range and/or its means of production through large investment and expansion; which may also explain the decline in this ratio. In this case, it will be expected that this investment will lead to future sales growth and increases in profits. 

It is also worth noting that this figure is an average of the number of days for which payment is outstanding; Microchips plc may have a few very large customers who can demand longer payment periods and distort the average payment negatively. The increased payment period could also result when an organisation attempts to offer extended periods of credit in an attempt to offload old technology products. Further investigation into the debtors is required. 
The comparators may provide an insight into what the debtors period could look like, but it is worth remembering that they may have a different customer base. The similar sized competitor operates on 56 days whilst the business sector norm is 70 days. Microchips plc is considerably above both of these figures and has been for all four years of accounts. It is important to discover is this large, increasing number is a result of poor management of the debtors or if it is a function of the customer base (i.e. a few very large customers with considerable buying power). 


2.3.6 Creditors Payment Period
	Ratio
Creditors (Trade)         x 365
Cost of Raw Materials
	2006
	2007
	2008
	2009

	
	45
	48
	49
	40



The trend for creditors period saw an increase from 45 to 49 between 2006 and 2008 (a rise of 4 days or nearly 9%), followed by a sharp drop to 40 in 2009. The drop to 40 from 49 is in the wrong direction as the organisation wants to take as much advantage as possible from delaying payment to it suppliers. Delays in payments are equivalent to obtaining short term credit and an efficient organisation would try to lengthen these as much as possible without harming supply or damaging reputation. Microchips plc may be paying suppliers on time to obtain early payment discounts.

The similar sized competitor is paying its creditors in 46 days, which is very similar to the level Microchips plc achieved in 2006, and 2007 (48) and 2009 (49) saw Microchips outperform this level. However, in 2009 the 40 days Microchips plc is taking to pay its bills is quicker than the 46 days of the competitor. The business sector norm runs at 53 days which is considerably longer than Microchips plc (13 days or 32.5% longer). This suggests that Microchips plc is not being as managed as efficiently as the other two organisations, but it is also worth remembering that Microchips plc may be shortening its payment period to obtain discounts from suppliers. Further investigation into the management of bills and suppliers is required. 

Debtors Collection Period Compared With Creditors Payment Period
	
	2006
	2007
	2008
	2009

	Debtors
Period (days)
	80
	88
	92
	96

	Creditors 
Period (days)
	45
	48
	49
	40

	Net Total 
(days)
	35
	40
	43
	56



The table illustrates that Microchips plc is a net provider of short term finance as the business is taking far longer to collect its debts than it is taking to pay its bills. The net difference is as high as 56 days in 2009 which represents a long time to provide credit for when the organisation should be aiming to be a net taker of short term finance. This could be a result of poor financial management. Further investigation into the collection of debts and the payment of bills is required. 

2.3.7 Cash Operating Cycle
The Cash Operating Cycle represents how efficiently a business manages cash and examines how quickly money moves through the company. The Cash Operating Cycle has a large influence on how the business is financed: a long Cash Operating Cycle will require greater financing and thus pose a greater financial risk. Consequently, the aim is to minimise the Cash Operating Cycle to as low a figure as possible.

	Ratio
Stock T/O (days)   +
Debtors Collection Period (days)  –
Creditors Payment Period (days)
	2006
	2007
	2008
	2009

	
	100
	109
	123
	145



The trend for Microchips plc is rising year on year (45 days from 2006-2009 or 45%), which is in the wrong direction. This is a result of the increase in stock turnover in days, the increase in debtors collection period, and the decrease in creditors payment period. All three components of the ratio have been worsening for Microchips plc which has had a very dramatic and negative effect on the Cash Operating Cycle.
The similar sized competitor is moving cash through the business in 75 days (70 days or 48% better) whilst the business sector norm is operating on 90 days (55 days less or 38% better). This is not unexpected as both comparators have lower stock turnover in days, lower debtors collection periods and higher creditors payments periods than Microchips plc. 


2.4 Investment

To analyse the liquidity of Microchips plc, the report looks at the following financial ratios – the Return on Equity, the Interest Cover, the Dividend Cover, the Dividend Yield, the Average Share Price, the Earnings per Share and the Price/Earnings Ratio.

2.4.1 Return on Equity
The return on equity compares the amount of profit available to the owners against the owners’ stake in the business (i.e. shares and reserves). The aim is to maximise this number, without jeopardising future returns. It is important to remember that investing in a bank account may produce a higher return (in this case 8%) which may detract future investors.
	Ratio
Profit after Tax + Interest                        x 100
Ordinary Share Capital + Reserves
	2006
	2007
	2008
	2009

	
	4.8%
	5.2%
	5.5%
	5.0%



The trend for Microchips plc is relatively steady at approximately 5.0% over the four years (average for the four year period is 5.125%). The similar sized competitor is producing 7.5% and the business sector norm is 10% - both of which are outperforming Microchips plc. A low return on equity could see investors taking their money to other businesses or even to the bank. The low level at Microchips plc could be a reflection of the relatively low profit figures or indicate a high level of reserves (no new share capital was released 2005-2009). This figure could also be relatively low for Microchips plc during the period of reinvestment and as new technologies and products are released with the increased labour and materials profits may grow which will lead to increases in the return on equity. Further investigation into the reserves and the nature of the investment are required. 

2.4.2 Interest Cover
The interest cover ratio looks at the amount of profit available to cover the interest payable. The lower the ratio then the greater the risk to lenders that the business will not make the interest payments; thus posing a greater risk to shareholders. The ‘norm’ for safety would be 4-6. The bank would be very concerned with a level around 1.0
	Ratio
Profit before Tax and Interest
Interest Payable
	2006
	2007
	2008
	2009

	
	2.5
	2.2
	2.0
	1.4



The trend at Microchips plc is downward, towards a level that may be seen as a risk. From a relatively low position in 2006 with 2.5 times cover, the level at 2009 is even lower at 1.4 times. This is very low compared to the similar sized competitor (4.6 times) and even lower to the business sector norm (5.0 times). However, both of these competitors have lower gearing ratios and Microchips may be using the relatively cheaper finance from the bank in the form of loans to fund investment for future growth. This lower interest cover ratio may be a short term situation until growth occurs. Investment for the future (workforce, materials, and assets) may be funded by the loans.
For Microchips plc this is a function of declining profits and an increase in borrowing as evidenced by the gearing ratio (see 2.5). This may not be a hazardous situation and further investigation into what Microchips plc wanted their interest cover to be is required. At a level of 1.4, loan repayments can still be made.

2.4.3 Dividend Cover
The dividend cover represents the number of times the business could pay its dividend.
	Ratio
Profit after Tax and Interest
Ordinary Dividend (Paid & Proposed)
	2006
	2007
	2008
	2009

	
	1.5
	2.4
	2.7
	3.0



The aim is to retain some earnings for future investment to lead to future higher profits. 
The similar sized competitor has a cover of 2.9 times, whilst the business sector norm is 3.5 times. The 2009 Microchips level is very close to the similar sized competitor and is slightly behind the business sector norm. However, the level of 3.0 suggests that Microchips is being prudent in retaining profits for future growth and has increased this number year on year to provide money for reinvestment. 

2.4.4 Dividend Yield
The dividend yield examines the cash return from a share to its market value, and is an aid to investors when they look at the cash return on their investment in the business. The aim is to have a high and stable yield to attract investors as it is the rate of return an investor gets from holding the share. Investors may not just be looking for a dividend though and may want capital growth from their investment.
	Ratio
Dividend per share/ (1- income tax rate) x 100
Market Value per Share
	2006
	2007
	2008
	2009

	
	5.3%
	3.22%
	2.64%
	2.09%


The trend for Microchips plc is decreasing over the four year period, which is in the wrong direction.
The similar sized competitor had a yield of 3.15% in 2009 whilst the business norm was 1.60%. Microchips plc is, therefore, outperforming the norm but lagging behind the similar sized business. However, the electronic component industry (as represented by the business sector norm) may not pay out large dividends due to the need for continual research and development of new products and technologies. The ratio is decreasing year on year which reflects the increasing share price year on year (see 2.4.5). Further information on the dividends paid out each year would be required to analyse this ratio further.

2.4.5. Average Share Price
	

	2006
	2007
	2008
	2009

	
	€11.70
	€12.74
	€14.56
	€15.20



The trend for Microchips plc is rising from 2006 to 2009 which is in the right direction. The value has increased by nearly 30% from €11.70 in 2006 to €15.20 in 2009.
The similar sized competitor has a value of €8.25 which is considerably lower than the 2009 level for Microchips plc, whilst the business sector norm is running higher at €22.50. However, no new shares have been issued between 2006 and 2009 so there are relatively less shares available to investors which may push the price up. The share price may also be increasing as investors can see a potential future growth from Microchips plc. The relatively high share price linked to the relatively high P/E ratio (see 2.4.7) suggests that the economic future of Microchips plc is bright and may attract investors.

2.4.6 Earnings per Share
The earnings per share ratio examines the earnings that the business generates that are available to shareholders against the number of shares in issue.
	Ratio
Earnings Available to Ordinary Shareholders
Number of Ordinary Shares in Issue
	2006
	2007
	2008
	2009

	
	€0.90
	€0.98
	€1.04
	€0.95



The EPS is a fundamental measure of share performance (Attril & McLaney, 2006) and looking at the trend over time helps investors and analysts assess the investment potential of a business. The aim is to produce a stable and increasing ratio over time.
The trend mirrors that of the NP% in which there is an increase from 2006-2008 and then a drop in 2009 to €0.95, where every €1 invested generates €0.95.

The similar sized competitor has en EPS of €0.75 and the business sector norm is running at €1.25. Consequently, Microchips is outperforming the competitor but lagging behind the norm. The three businesses have the same nominal share value (€1) so comparisons are meaningful but it is also useful to look at the ratio for Microchips plc over time.

The decrease between 2008 and 2009 may be explained by:
1. the decreasing sales growth and profits
1. the decreasing fixed asset productivity as Microchips holds onto old assets and has not seen the return from any new assets invested in
1. the large investments in new fixed assets financed by borrowings
It may be anticipated that the investments seen in 2006-2009 will lead to increases in productivity and profitability in 2010 and onwards. Further investigation into these areas is required.
The EPS in 2009 may have been increased by the introduction of a relatively cheaper source of finance offered by a bank loan (see 2.5 Gearing) with fixed repayments. For this reason, shareholders will prefer to see bank loans used to finance the business. However, profit levels must rise to support these repayments.

2.4.7 P/E Ratio
The Price/Earnings ratio links the market value of a share to the earnings per share. It is a measure of investor confidence where a high P/E ratio indicates that there is confidence in the future earning potential of the business and that investors are prepared to pay more. A low P/E ratio suggests that the market expects future earnings to fall.

	Ratio
Market Value per Share
Earnings per Share
	2006
	2007
	2008
	2009

	
	13
	13
	14
	16



The trend for Microchips plc is rising, indicating that investors have an increasing confidence in the future performance of the business.
The similar sized competitor has a P/E ratio of 11 which is considerably lower than Microchips plc. The business sector norm is 18 which is relatively close to Microchips plc. This may suggest that there is confidence in the market for future increased performance from Microchips plc.
Differences in accounting procedures between businesses can distort comparisons as different profit and earnings per share figures can be generated. 

2.5 Gearing
Financial gearing occurs when a business is financed by borrowing rather than by financing itself with shareholders cash. The level of gearing indicates the extent to which the business is financed by sources of finance that require a fixed return on their investment. As such, gearing is an indicator of long term finance risk whereby high financial gearing represents a high risk. Heavy borrowing requires regular repayments and if a situation arises whereby the organisation has high gearing with low levels of profits then there is a high risk that repayments cannot be made and the business may become insolvent. An ideal may be seen as 50:50 between debt and equity. 

	Ratio
Long Term Loans           x 100%
Total Capital Employed
	2006
	2007
	2008
	2009

	
	45%
	50%
	55%
	74%



The trend in Gearing at Microchips plc has been a relatively small but steady increase from 45% in 2006 to 2008, followed by a relatively large jump to 74% in 2009. This indicates an increase in the amount of finance borrowed from banks. For manufacturing, 45-60% is considered medium gearing, whilst 60%+ is considered high. Microchips plc, therefore, moved from a position of medium gearing during 2006 to 2008 to a position of very high gearing in 2009. 
Comparison to the similar sized business and the business sector norm reveals gearing levels of 54% and 50% respectively; Microchips plc was comparable with these levels during the 2006-2009 period but has risen considerably above these levels in 2009. This increase in relatively cheap finance from the banks may represent a significant investment into the business for a change in the means of production or in new products. An investigation into why the finance has been obtained is required. 

Shareholders may prefer an increase in gearing as to obtain finance from banks in the form of borrowing represents a relatively cheap form of finance. Low interest rates can make high levels of borrowing financially viable, even though there is a risk if repayments cannot be made. Loan repayments have a further benefit in that they are tax deductable which may also be attractive to shareholders. 

Profits have remained constant at 1.8% from 2006 to 2008 and dropped slightly to 1.6% in 2009 (see 2.1.2 Net Profit %). This relatively low level of profit coupled with high rates of gearing (borrowing) may pose a significant financial risk. Further investigation into the nature of the borrowings is required. 
The Interest Cover has also decreased from 2.5 in 2006 to 1.4 in 2009, caused by a decline in profits and an increase in borrowings. This could pose a very serious risk to the business, as further declines in profit may mean that there are insufficient funds to cover future interest payments.










3.0 Conclusion
This report analyses the financial performance of Microchips plc over the period 2006-2009. It examines the financial performance in five key areas: profitability, liquidity, efficiency, investment and gearing. Performance has also been compared to the business sector norm and a similar sized competitor to add further analysis to the ratios. Finally, a number of recommendations and areas for further investigation have been made with the aim of improving future financial performance.

3.1 Profitability
Absolute sales for Microchips plc have increased over the four years by €3.1 million or 20.67%. However, the rate of sales growth has declined year on year. Gross Profit percentage (GP%) has also decreased year on year which reflects the decreasing rate of sales growth and an increase year in year on the Cost of Sales (COS) base (€3.416 million 2006-2009). Within the COS, materials (plus €2.394 million) and wages (plus €884,914) have increased considerably whilst overheads have remained relatively constant in cash (€) terms. This may reflect a change in the means of production, new products and technologies, and/or an expansion in production. GP% performance is similar to the competitor but lags behind the business sector norm. 
Net Profit percentage (NP%) rose for the first three years then fell but has remained low throughout the period studied. The 2009 level of 3.3% is considerably lower than the comparisons (7% for the similar sized competitor and 9% for the business sector norm). The rise for the first three years may reflect a more efficient management of the lower half of the P&L, but the low levels and decline in 2009 are a function of declining sales growth rates and declining GP% (increases in COS). Bottom line profits have been very low through the four years but have remained constant at approximately 1.8%. Return on Capital Employed has been low compared to the two comparisons and has fallen year on year. The fall results from the decline in sales growth and profits in conjunction with an increase in the amount of capital employed that has risen year on year. This may be caused by the investment in assets, materials and employee numbers for a planned expansion, possible product range change or the introduction of new means of production.

3.2 Liquidity
Microchips plc exhibits a high degree of liquidity as evidenced by the Current and Quick Ratios.  The Current Ratio of 3.7 is considerably higher than that of the competitor (2.2) and the business sector norm (2.0). It has remained fairly constant across the four years. This high value may indicate financial prudence or may be an indicator of funds tied up in the form of assets not being used as productively as they might. 
The quick ratio has dropped year on year which indicates an increase in the efficiency of the business and a very large decrease can be seen from 2008 to 2009. The gap between the Current and Quick Ratios has been growing each year to a very high difference of 2.4 in 2009. This increasing gap, a steady Current Ratio and a declining Quick Ratio indicate that Microchips plc may be increasing its inventory level. This increase in stock holding may be due to flawed purchasing and stock management procedures; or an increase of stock in preparation for new products, new means of production or expansion; or an increase in obsolete and slow moving stock as a function of the declining sales growth; or poor management of suppliers. 

3.3 Efficiency
The Stock Turnover Ratio in Days and the Stock Turnover Ratio both show that Microchips plc is not very efficient in terms of managing its inventory. The Stock Turnover in Days has increased by 24 days from 2006 to a high of 89 in 2009, which is considerably worse than the 48 days of the similar sized competitor and the 42 days of the business sector norm. Microchips plc again fares worse than the comparisons in terms of actual stock turnover with a figure of 4.80 times in 2009 (which has worsened year on year) against 6.0 for the competitor and 9.0 times for the business sector norm. The reasons for this increasingly worsening situation could be poor ordering, purchasing and stock management; a build up of old, obsolete stock from declining sales growth which will incur further costs down the line; a poor relationship with suppliers where just in time deliveries have not been looked at or introduced; a build up of inventory in preparation for expansion, new production methods or new product ranges. 
Fixed assets are increasing year on year as sales growth declines and the resulting Fixed Asset Productivity Ratio of 1.27 is worse than both comparisons (2 times for the competitor and 2.5 times for the business sector norm). This may also reflect the change in production, technology, product range or expansion for Microchips plc. 
It would seem that Microchips plc is less efficient in utilising working capital to generate sales as the Working Capital Turnover Ratio of 2.30 (dropping year on year) is lower than the 3.5 times for the competitor and the 4 times for the business sector norm. This can be explained by the investment of capital in preparation for future growth. The future planned sales from the current investment have not been seen yet. 
Debtors and Creditors periods also highlight the inefficiency of the business. Microchips plc is a net provider of short term credit with the debtors collection period running considerably above an average of 45 days; the debtors collection period has risen from 80 to 96 whilst the creditors payment period has decreased from a high of 49 to 40. Both of these measures are worse than the comparisons – the competitor collects debts in 56 days and pays creditors in 46, whilst the business sector norm runs at 70 and 53 days respectively. This also means that Microchips plc is a net provider of short term credit to the tune of 56 days in 2009, which is another sign of poor financial management and control. 
As a result of increasing inventory, poor management of debtors and quick payments to creditors, the Cash Operating Cycle has worsened to 145 days in 2009. This number is considerably worse than the similar sized competitor (75 days) and the business sector norm (90 days) and is an indicator that, currently, Microchips plc is not efficiently using its funds. This may be as a result of the investment in preparation for expansion, in new products (current products at the end of their life cycle), or in new means of production to drive sales and profits in the future. 



3.4 Investment
The Return on Equity (ROE) is low in 2009 at 5.0% - which is low compared to the similar sized competitor (7.5%), low compared to the business sector norm (10%) and low compared to the bank investment rate (8%). This could mean that investors will not be attracted to Microchips plc as they can get a higher rate of return by simply putting their money into the bank. The low ROE is a function of the low profits that Microchips plc has been generating.
However, the average share price has grown year on year and outperforms the competitor (€8.25) and lags behind the business sector norm (€22.50) at €15.20. This increasing share price may reflect a growing optimism from investors and the market in the future performance of Microchips plc. 
This statement is also supported by the Price/Earnings Ratio which has increased year on year to a 2009 level of 16 which beats the competitor (11) and is almost at the same level as the business sector norm (18). The P/E is an indicator of investor confidence and the relatively high number of 16 would suggest that the future earning potential of Microchips plc will rise. 
The Interest Cover Ratio has fallen as a result of the increased borrowing from the bank (increased gearing to 74%) and from the decrease in profits. There is an increased risk to investors as the Interest Cover drops in that future loan repayments may not be made, but if future profits can be generated through future sales growth then the risk is lessened. This low Interest Cover may not be hazardous if it is planned and that the intention is through investment grow the future business. 
Microchips plc has been prudent in terms of dividend payments each year but money needs to be retained for research and development in the field of electronic component manufacturing. The levels of Dividend Cover are similar to the two comparisons and the Dividend Yield Ratio exceeds the business sector norm but falls behind the competitor. The Dividend Yield Ratio declines year on year which may detract investors but equally this ratio may not be important to investors who want to see capital growth rather than a yearly dividend payment. 
The Earning per Share (EPS) rises for three years then falls to €0.95 in 2009. It remains fairly stable for the four years, however, between €0.90 and €1.04 which would be attractive to investors who want a consistent return. Microchips plc has an EPS better than the competitor (€0.75) but worse than the business sector norm (€1.25). The fall in the ratio for Microchips plc could be explained by the investment in new assets financed by the borrowings from the bank; a reducing fixed asset productivity as new assets have not yet generated the planned sales and profit growth; and the end of product life cycles as the business looks at new technologies and new products to generate future sales.

3.5 Gearing
Financial gearing has increased steadily for Microchips plc for eth first three years of the period under study (45% to 50% to 55%). However, the fourth year witnesses a massive increase to 74% which would suggest that Microchips plc dramatically increased its finance borrowed from the bank. 60% represents high gearing so a value of 74% is very high indeed. This figure is also considerably higher than the similar sized competitor (545) and the business sector norm (50%) but the detail of their financial borrowing or future plans is not given for comparison. 
This increase in gearing may represent a significant risk, particularly if profits remain low so that repayments may not be made. The aim of such a high gearing number must be to drive sales and maximise profitability to ensure that the repayments can be made. The Interest Cover Ratio has dropped considerably too illustrating that there may be a risk to Microchips on covering the loan. 
Finance from the bank represents a relatively cheaper form of capital for shareholders with the added benefit of the loan repayments being tax deductable. This finance may have been borrowed as part of the plan for investment to drive expansion (increase assets and employee numbers), reinvigorate the product range or utilise new technologies and means of production. This goal of this investment is to drive sales growth and increase profits, which means that repayments can also be made. High gearing with high profits is less of a risk. 
























4.0 Recommendations

4.1 Profitability
1. Investigate the declining sales growth. Examine the product range and establish which products are reducing sales volumes and which are reducing prices.
1. Investigate the mismatch between declining sales growth and increasing COS base.
1. Examine the COS in detail to understand which costs (and why) are causing the increase year on year.
1. Scrutinise overheads to see if any improvements or efficiencies can be found to reduce this amount. Understand what costs make up overheads.
1. Understand the decrease in GP% year on year – made up from a decline in sales growth and an increase in COS (wages and materials increasing with overheads remaining constant as an actual € figure). This may be part of a planned investment for future growth and profitability.
1. Investigate the increase in NP% over the first three years as GP% drops. What is the driver for NP% increase as GP% decreases as a result of lower sales growth and higher COS? Has there been an improvement in the management of the lower half of the profit and loss account?
1. If possible, investigate the accounts of the comparators to understand their ability to achieve higher levels of GP% and NP%.
1. Examine the increase in capital employed and understand the detailed breakdown of the capital employed. Investigate the nature and amounts of any bank borrowings taken on by Microchips plc. Bank loans may be needed for investment into the business in the form of new technology, new products or expansion – the sales that will be generated from this investment will come in the future. Establish why loans have increased.
1. Investigate the level of reserves to see if they impact the capital employed. Microchips plc may be keeping reserves back for future growth.
1. Hold a through review of costs to see if any further cost savings could be made to make Microchips more profitable.

4.2 Liquidity
1. The high degree of liquidity suggested by the Current Ratio may also mean that funds are tied up and could be used in more productive means. It is important to investigate this and see if funds could be released.
1. Investigate the stock holding levels within Microchips plc. The levels may have built up unintentionally through poor purchasing and stock management procedures or it may be an intended build up in preparation for new products or increased production. Is the increased stock holding made up of obsolete items that are no longer required for new products and technologies?
1. Within the inventory levels, review which items are slow moving and whether there are any obsolete stock items. These are both indicators of poor stock management. 
1. Review the stock management process to ascertain if there is enough control. Are inventories accurate? How often are inventories carried out? Is the storage of stock organised to make control and ordering more straightforward?
1. It is assumed that inventory levels have not fluctuated through the year but if there was a seasonal demand for products then this may have some bearing on the stock holding levels at the time the accounts were written.
1. Investigate the possibility of using Just in Time stock management to reduce stock holding costs.
1. Examine the procedures for recovering debts – could the 96 days debtor collection period be reduced?
1. Examine the payment of invoices to suppliers – could the 40 days creditor payment period be lengthened? Understand if the shortened payment period is linked to any early repayment discounts before altering.

4.3 Efficiency
1. Investigate the inventory and stock management process thoroughly. Look at ways in reducing the stock turnover in days (and increasing the stock turnover). Inventory levels have risen; is this because of a poor stock management and ordering process; or because of a decline in sales since goods were purchased; or a stockpile of goods in preparation for new products; or increasing levels of obsolete stock that has not bee written off? Are there items that need to be written off or could be sold to generate revenue?
1. Look at setting stock levels for the supplier to replenish. Understand the supply time for your inventory items, if it is less than 89 days why hold 89 days worth of stock? Investigate if the supplier could hold the stock items for you and supply just in time.
1. Fixed assets are growing at a faster rate than sales and an investigation into this is required – is it possible new investment or expansion? There has not been a return in sales from that investment yet. It could be the end of a product life cycle and Microchips plc has invested in new technology and products in preparation for a new cycle. An analysis of the fixed assets would answer this question.
1. Review the debt collection process. Ascertain whether any debts can be recovered more quickly. Is the long collection period a result of poor financial management or are there valid reasons for providing extended periods (such as offloading old technology products coupled with extended periods of credit, or if Microchips supplies a few very large companies who have considerable power and are delaying payment).
1. Review the debtors to see who owes what and how long they take to pay. Identify any high risk or problem customers that require remedial action.
1. Examine the process for paying invoices. Does Microchips receive any early payment discounts from suppliers? If not then the business should look to delay payment as long as possible (without jeopardising sales orders or damaging good will). The aim is to be a net taker of short term credit not a provider as the current situation. 
1. Review the supplier base. Identify possible new suppliers with improved payment periods and improved prices.
1. Aim to move cash through the business at a much faster rate (say 90 days as the business sector norm, rather than the 145 days in 2009). This will be achieved by reviewing the debtors, creditors, and stock holding. Reducing the Cash Operating Cycle by reducing the amount of inventories held. A tighter control on credit could be achieved by offering early payment discounts, chasing debtors, charging interest on overdue accounts. Delay payments to suppliers for as long as possible without incurring further costs, damaging the reputation or adversely affecting goodwill. However, it is important to check that items bought on credit are not more expensive than if payment was immediate. Further credit purchases may incur further administration costs that must be considered and is may be the case that credit customers do not receive as prompt a service as those who pay immediately. 

4.4 Investment
1. Investigate the low Return on Equity (ROE) ratio as 5.0% may detract investors who will invest their money elsewhere (bank is 8%, competitor is 7.5% and business sector norm is 10%). Investigate the low profits and the reserve value as these impact the ROE. 
1. Understand the financial plan regarding increased levels of borrowing from the bank that have adversely affected the interest cover. The increased borrowing may be necessary to fund increases in assets and employee numbers to generate future sales and profits. It is important to understand if the fall of the Interest Cover to 1.4 is a planned development and if it is planned to be a short term event. Future higher sales and profits are required to sustain the interest repayments on the increased loans.
1. Microchips plc has been prudent in paying out dividends. Further analysis of the level of dividends paid and the value of reserves retained is required. The low level of dividends paid may reflect the need for future research and development (as per the business sector norm) and the retention of reserves may be required to fund future investment for planned future growth. 
1. Investigate the nature of the research and development in relation to the investment in assets and employee. A sound plan is required to co-ordinate the increases in investments in relation to the production of new technologies or products. Microchips plc may be at the end of a number of product life cycles and the new investment will see new products developed that may utilise new means of production. These new developments will lead to future sales growth and future growth of profits. 
1. A rising share price may indicate that investors have an optimistic view of the future performance of the business. Again, this may be a reflection of the large expansion in assets and employee numbers. Understand the plan for investment and the new means of production and/or new products. Ascertain what the view of the Company is on the stock market. 

4.5 Gearing
1. Understand the nature of the 74% gearing ratio and why Microchips rose dramatically to that level in 2009 from a 55% figure in 2008. Aim to fully understand why Microchips plc increased 
1. 74% is in the high range for gearing which may pose a significant risk and a high gearing with low profits can push the business into making losses. Investigate what the increased financing is to be used for. If the aim is to generate new products and invest in new technologies, labour and materials for expansion then the investment should pay off with increased future sales.
1. Ensure that the repayments for finance can be repaid. The decline in interest cover may pose a risk but there is still 1.4 times cover available in 2009, but it would be prudent to understand the finance plan and ensure that loan repayments can be made.
1. Investigate other sources of finance. Whilst loans from banks are relatively cheap compared to other sources and they are tax deductable, it is only prudent to ensure the repayments can be made.
1. Look to maximise future profits in order to ensure that repayments for the loan can be made. High gearing only works when profit levels are high.
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6.1 Microchips plc Financial Data

	
	2006
	2007
	2008
	2009

	Current Ratio
	3.5
	3.5
	3.6
	3.7

	Gross Profit %
	37.1%
	34.8%
	32.5%
	29.0%

	Stock Turnover in Days
	65
	69
	80
	89

	Net Profit %
	2.0%
	3.8%
	4.4%
	3.3%

	Fixed Asset Productivity
	1.46
	1.43
	1.39
	1.27

	Working Capital Turnover
	2.80
	2.60
	2.40
	2.30

	Quick Ratio
	2.50
	2.30
	2.00
	1.30

	Stock Turnover
	5.90
	5.60
	5.00
	4.80

	Return on Capital Employed
	3.4%
	3.2%
	3.0%
	2.7%

	Gearing*
	45%
	50%
	55%
	74%

	Debtors Collection Period
	80
	88
	92
	96

	Creditors Payment Period
	45
	48
	49
	40

	Return on Equity 
(i.e. Shareholder’s Funds)
	4.8%
	5.2%
	5.5%
	5.0%

	Interest Cover
	2.5
	2.2
	2.0
	1.4

	Dividend Cover
	1.5
	2.4
	2.7
	3.0

	Dividend Yield
	5.30%
	3.22%
	2.64%
	2.09%

	Average Share Price
	€11.70
	€12.74
	€14.56
	€15.20

	Earnings Per Share (€1)
	€0.90
	€0.98
	€1.04
	€0.95

	P/E Ratio
	13
	13
	14
	16

	% Overheads / Cost of Sales
	43.5%
	40.0%
	37.0%
	33.0%

	% Materials / Cost of Sales
	40%
	43%
	45%
	48%

	% Wages / Cost of Sales
	16.5%
	17.0%
	18.0%
	19.0%

	Cash Operating Cycle
	100 days
	109 days
	123 days
	145 days




1. *Gearing is based on	Long Term Debt		x 100%
					Total Capital Employed

1. The current bank investment rate is 8%



6.2 Further Financial Information – Sales, Profit & Fixed Assets

	
	2006
	2007
	2008
	2009

	
	€
	€
	€
	€

	Sales
	15m
	16.3m
	17.4m
	18.1m

	Profit after tax and interest
	270,000
	294,000
	312,000
	285,000

	Fixed Assets
	10.3m
	11.4m
	12.5m
	14.2m






6.3 Additional Financial Information - Comparators

	
	Similar Sized Competitor
	Business Sector Norm

	Current Ratio
	2.2
	2.0

	Gross Profit %
	29%
	34%

	Stock Turnover in Days
	48
	42

	Net Profit %
	7%
	9%

	Fixed Asset Productivity
	2 times
	2.5 times

	Working Capital Turnover
	3.5 times
	4.0 times

	Quick Ratio
	1.9
	2.0

	Stock Turnover
	6.0
	9.0

	Return on Capital Employed
	5.7%
	6.4%

	Gearing*
	54%
	50%

	Debtors Collection Period
	56
	70

	Creditors Payment Period
	46
	53

	Return on Equity 
(i.e. Shareholder’s Funds)
	7.5%
	10%

	Interest Cover
	4.6 times
	5.0 times

	Dividend Cover
	2.9 times
	3.5 times

	Dividend Yield
	3.15%
	1.60%

	Average Share Price
	€8.25
	€22.5

	Earnings Per Share (€1)
	€0.75
	€1.25

	P/E Ratio
	11
	18

	Cash Operating Cycle
	75 days
	90 days
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