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[bookmark: _Toc59412544]Introduction
In this report the financial statements of Eccles PLC are prepared after considering the given adjustments and it has been explained why the statement of financial position always balances. Further, the ratio analysis of the statements of Chocco PLC is performed and suggestions have been made based on this analysis, about the financial performance and position of the company. Various types of ratios such as solvency ratios, profitability ratios, capital structure ratios etc. are calculated for this purpose and it has been highlighted on which part the company its strong; and its weaknesses.
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a) Preparation of income statement and a statement of financial position for Eccles PLC
Income Statement of Eccles PLC
	 
	Income Statement
	 
	£

	 
	 
	 
	 

	 
	Sales
	 
	826650

	Less:
	Cost of sales
	 
	-578650

	 
	Gross Profit
	 
	248000

	 
	 
	 
	 

	Less:
	Expenses:
	 
	 

	 
	Administration expenses
	30,000
	 

	 
	Distribution costs
	28000
	 

	 
	Directors Remuneration
	5000
	 

	 
	Salesman commission 
	3000
	-66,000

	 
	Profit before interest and taxes
	 
	182,000

	Less:
	Debenture holder's interest
	 
	-2000

	 
	 
	 
	180,000

	 
	Preference share dividend
	 
	-30,000

	 
	Profit before taxes
	 
	150,000

	Less:
	Corporate tax (provision)
	 
	68,000

	 
	Net profit
	 
	82,000

	Less:
	Ordinary dividend
	 
	-20000

	 
	 
	 
	62,000



Statement of financial position for Eccles PLC (for the year ending 31st December 2019)
	Statement of Financial position
	 
	 

	 
	 
	 

	Equity and liabilities
	 
	£

	 
	 
	 

	Shareholder’s Equity
	 
	 

	£1 Ordinary shares
	310,000
	 

	Retained profits
	132,000
	 

	Profit of current year
	62,000
	 

	10% £1 preference shares 
	300,000
	804,000

	 
	 
	 

	Non-current liabilities
	 
	 

	Long term debts
	 
	100,000

	 
	 
	 

	Current liabilities
	 
	 

	Creditors
	171,355
	 

	Provision for taxation
	68000
	239,355

	 
	 
	 

	Total liabilities
	 
	1,143,355

	 
	 
	 

	Assets
	 
	 

	 
	 
	 

	Non-Current assets
	 
	 

	Plants and equipment
	 
	632,730

	 
	 
	 

	Current assets
	 
	 

	Stock
	330600
	 

	Debtors
	169145
	 

	Cash at bank
	10880
	510625

	 
	 
	1,143,355



Notes:
1. Salesman’s commission:
The commission was due for December’s sales of 2018 which was to be paid in 31st January 2019 but has not been recorded in the ledger. As business owes them commission, the same has been adjusted in the income statement of this year. It will be deducted as an expense in income statement.
The commission is paid out of cash, hence in the statement of financial position cash-at-bank will be reduced by £980. 
2. Corporate tax
The corporate tax is expected to be £68,000 for this year. It can be shown as a provision for taxation in both these statements. It is shown as provision as no cash is actually going out of business right now, but it is a current liability. It has been shown in the profit and loss account for better amounting for current year’s profits (Accounting tools 2020)
3. Payment received of goods worth £980 in current year
As payment is received on 28 February 2019, the cash of the business will increase. And when the goods were sold last year, the debtors would have increased by £980; the same has to be reduced.
4. Preference shares are included as a part of equity in current year’s balance sheet.
5. No information is given regarding depreciation on plants and equipment, hence no adjustments are made. 
6. Profit of the current year (after considering estimated tax payment) is added to the equity in the balance sheet.



b) Reason behind why the statement of financial position balances
Modern system of accounting is based on double entry system. In other words, every entry recoded has two effects – a debit and a corresponding credit (Jhonson 2017). By following this system the income statement and the trial balances are made. From there entries are posted to the balance sheet. Liabilities represent the amount a business owes, that it has collected finance from all those sources, whether short or long term. And asset side is where this borrowed amount is invested in acquiring machinery, stock of goods, cash in business etc. The basic accounting equation is:
Assets = Liabilities + Equity
In the above transactions of Eccles PLC also, it has been noticed that when goods of £980 was passed, last year the entry would be:
In 2018:
Debtors A/c  Dr.        980
      To sales A/c                   980
(Being goods sold on credit)
Here it is impacting two accounts debtors are increased (asset side), and sales are also increased, which is recorded in profit and loss A/c, and hence increasing the net profits (liability side). Hence the balance sheet is tallied.
In 2019:
Cash A/c   Dr.     980
     To debtors A/c       980
(Being due amount received from debtors)
Here it is seen that when cash is received cash A/c increases (Asset side) and the debtors decreases, as they paid their dues (Asset side), the result is that the Asset side is still same, and hence it again tallies with the liability side (Carlson 2020).
Therefore it can be said that due to the nature of double entry system the two sides of balance sheet always tally.
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a) Schedule of ratios for Chocco plc for 2019 and 2018
	 
	Accounting Ratios
	 
	 
	2019
	 
	 
	2018

	 
	 
	 
	 
	 
	 
	 
	 

	1
	Liquidity ratios
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Current ratio
	Current asset / Current liabilities
	2303/2511
	0.92 times
	 
	2355/3046
	0.77 times

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Liquid ratio
	Liquid assets / Current liabilities
	1595/2511
	0.64 times
	 
	1696/3046
	0.56 times

	 
	 
	 
	 
	 
	 
	 
	 

	2
	Profitability ratios
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Gross profit ratio
	(Gross profit/ Net sales) * 100
	3503/6738*100
	51.99%
	 
	3096/6441*100
	48.07%

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Net profit ratio
	(Net profit / Sales) * 100
	431/6738*100
	6.40%
	 
	366/6441*100
	5.68%

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Operating profit ratio
	(Operating profit / Sales) * 100
	805/6738*100
	11.95%
	 
	699/6441*100
	10.85%

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Return on capital employed
	(operating profit / capital employed) * 100
	805/ (9736-2511) * 100
	11.14%
	 
	699/7041*100
	9.93%

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Earning per share
	profit after tax / No. of equity share
	431/600
	0.72 pence
	 
	366/600
	0.61pence

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Dividend per share
	dividend declared / no. of equity shares
	255/600
	0.43 p
	 
	242/600
	0.40 p

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Dividend yield ratio
	Dividend per share / market price per share * 100
	0.43/5.12*100
	8.40%
	 
	0.40/4*100
	10%

	 
	 
	 
	 
	 
	 
	 
	 

	3
	Working capital ratios
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Inventory ratio
	Net sales / inventory
	6738/708
	9.52 times
	 
	6441/659
	9.8 times

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Working capital turnover ratio 
	Net sales / working capital
	6738/-208
(negative working capital)
	-32.4 
	 
	6441/-691
	-9.3

	 
	 
	 
	 
	 
	 
	 
	 

	4
	Capital structure ratios
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Debt-equity ratio
	Long term debts / Shareholder's equity * 100
	4137/3088*100
	133.97%
	 
	4129/2912*100
	141.79%

	 
	 
	 
	 
	 
	 
	 
	 

	 
	Proprietary ratio
	Shareholder's equity / total assets
	3088/9736*100
	31.72%
	 
	2912/10087*100
	28.87%



Notes:
1. Number of equity share = 300/0.5 = 600 m
2. Capital employed = Total assets – current liabilities
Interpretation of the ratios:
1. Liquidity ratios
a. Current ratio: It is the ratio between current assets and current liabilities of a country. It tells whether the company has enough current assets to cover its current liabilities. A ratio of 1.5 to 2 times is considered ideal.
For Chocco PLC the current ratio was 0.77 in 2018 which improved to 0.92 in 2019. It indicates that the company is able to cover 92% of its current liabilities with its available current assets. However the company can do better and is advised to improve this ratio.

b. Liquid ratio: It is another important liquidity ratio that takes into account only liquid funds. These are those current assets which can be converted into cash quickly without any delay. Inventories do not form part of liquid assets. Other items of current assets such as cash, debtors and short-term securities are considered into liquid assets.
The liquid or quick ratio of Chocco PLC was 0.56 in 2018 which improved to 0.64 in 2019. It tells now the company has more quick assets. A quick ratio of 1:1 is considered ideal. Hence the company should work for improving it.

2. Profitability ratios
a. Gross profit ratio: It is the ratio of gross profits of a company with its net sales. Gross profit is calculated by deducting cost of sales from net sales (Nariswari and Nugraha 2020). 
The gross profit ratio of Chocco PLC was 48.07% in 2018 which became 	51.9% in 2019. The sale of the company has increased but the company also attained reduction in its direct costs. Hence the rate of gross profit increased.

b. Net profit ratio: It is the ratio of net profits with net sales. Net profit is calculated by reducing operating and non-operating expenses and interest and dividends paid from the gross profit (Satryo et al. 2017). Net profit is the amount of profits available for company’s shareholders. 
The net profit ratio for Chocco PLC was 5.68% in 2018. It improved and became 6.40% in 2019. It implies that the company is exercising more control on its expenses, so that profits are higher on total sales made. Although the expenses increased in 2019, but the percentage increase in sales was far much greater. It also had an income on the sale of fixed assets, which increased its profitability.

c. Return on capital employed: For this ratio the operating profit is considered, and it is put against capital employed (long term funds + equity). It tells how much return the company generated on its capital employed (Finn 2017).
The ROCE of Chocco PLC is 11.14% in 2019. In the last year the profit was just 9.93%. It can be said that in the year 2019, the company used its capital resources in a better way so that more return was generated. The fact that its operating profit was high in 2019, it indicated it has more profits available for its capital employed.

d. Earning per share: It is per unit share of earnings for the company in a given period. It is calculated by dividing the net profits (profit for shareholders) with total number of equity share holders (murray 2020).
For Chocco PLC the earning per share was 0.61 p in 2018 which became 0.72 in 2019. It means its earnings have improved on the basis of per unit profit availability for shareholders.

e. Dividend per share: It is the per share amount of dividend that the company pays to its shareholders (Kadim et al. 2020).
For Chocco PLC in 2019, £255m dividend was declared. In 2018, it was £242m. Per unit dividend comes out to be 0.43 p in 2019 and 0.4 in 2018. There is a slight improvement in dividend per share which means more investors would like to subscribe to its securities if the market rate of dividend is lower than Chocco PLC.

f. Dividend yield ratio: It is the amount a company pays to its shareholders in comparison of current market price of the share (Satryo et al. 2017).
For Chocco PLC the average market price was £5.12 in 2019 and £4.00 in 2018 (given). On the basis of this the dividend yield comes out to be 10% in 2018 and 8.40% in 2019. Stocks which have a high dividend yield are more attractive to buy for investors who want continuous passive income on their investments. The company should work for improving this ratio.

3. Working capital ratios
a. Inventory ratio: It indicates how many times inventory is sold and replaced during a given period. For Chocco PLC, the inventory ratio was 9.8 times in 2018, and in 2019, it was 9.52 times. A low ratio indicates overstocking; the company is not able to sell in short time. A higher ratio tells that the sales are efficiently handled or inventories might be in sufficient.
b. Working capital turnover ratio: It tells how efficiently the working capital is controlled for a given level of sales. A high ratio indicates the company is very efficient in working capital management. A low ratio indicates the company is investing too much in inventories and debtors; hence the sales cannot be supported with its working capital with more number of times. The ratio is negative for Chocco PLC for both the years. It needs to have working capital in positive (Gaffney 2017).

4. Capital Structure ratios
a. Debt-equity ratio: Debt-equity or gearing ratio tells the company’s debt proportion against its current equity. For Chocco PLC the debt-equity was 141% in 2018 and 134% in 2019. The low ratio this year indicates the debts are paid off. If this ratio is high, the company has to be liable for paying interest to its long term debts which can affect its overall profitability.
b. Proprietary ratio: It represents the proportion of equity against a company’s total assets. It roughly tells at what percentage the assets of a company are financed through its equity. The ratio for Chocco PLC was 28.8% in 2018 and 31.72% in 2019. It means now more of the assets are indirectly financed through equity of the company. Other components’ share (debts, current liabilities etc.) must have reduced (Accounting tools 2020).



b) Financial performance and position of Chocco PLC
Based on the ratio analysis of the financial statements of Chocco PLC, following points can be highlighted for the financial position of Chocco PLC:
1) The company’s liquidity ratios improved in 2019; however it needs further improvements as currently the ratios are still behind the ideal ratio. The company should strive for maintaining the current ratio near 1.5:1 and the quick ratio near 1:1. The company’s ratios have been 0.92 and 0.64 respectively.
2) The company’s net profit improved to be 6.40% in 2019. But it should note that in 2019, there was a profit of £19 million by selling of fixed assets, which is shown as in income in the profit and loss statement. If there was no such event, the profitability would be lower (Schroeder et al. 2019)
3) Other profitability ratios: Company improved its performance in terms of other ratios such as GP ratio, operating profit ratio and ROCE, which shows the company 	is doing financially better in 2019.
4) Working capital issue: Chocco PLC is suffering from low liquidity. Its working capital is in negative. Hence it should improve its working capital by bringing in additional funds. It can also strengthen its account receivables collection and not blocking much amount in inventories, plus the current liabilities are needed to be reduced (Kimmel et al. 2018)
5) High capital gearing: The debt proportion is too high against equity. A highly geared capital will expose company for more interest payments, reducing its profits. 


[bookmark: _Toc59412547]Conclusion
In this report it has been discovered that the double entry system is designed in such way that the balance sheet always tallies. It is because every transaction has two implications- debit and a corresponding credit. Hence when the data from ledger accounts and trial balance based on this system is posted in the balance sheet, the two sides always tally (Kimmel et al. 2018). That is a unique characteristic of double entry system. Further it has been concluded that although the financial performance of Chocco PLC is good, but it still lacks in certain areas. Most importantly its current liabilities are exceeding its current assets in both the years. Its capital is also highly geared towards debt funds. The company’s profitability has been increasing since the last year levels. About its liquidity ratios, it needs to improve its current and quick ratios. It is advised that Chocco PLC raises funds through equity share issue as its debt levels are already 134% of its equity in 2019. By issuing equity shares the control on business will be diluted, but this source of fund does not involve making timely interest payments. The company can declare dividends only when it has sufficient profits.
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