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[bookmark: _Toc59023776]Executive Summary:
This assignment involves two tasks. Task 1 is about the preparation of financial statements such as Income Statement and Statement of financial positions. Based on the accounting principle of accrual basis and double entry system both statements are prepared. In the Task no 2, the ratio analysis of Chocco Plc is conducted. The company’s return and profitability are remarkable. However, Chocco needs to improve its liquidity position as well as needs to improve its working capital management. 


[bookmark: _Toc59023777]Introduction: Financial statement is useful presentation of the data for a company for a particular period of time to represents its overall performance during that period. Moreover, it also helps to know the state of the company’s financial positions along with summary equity and cash flow has changed during the years (Barker, 2013). Accounting principles have a great impact in preparing the financial statements.


[bookmark: _Toc59023778]Question 1
[bookmark: _Toc59023779](a) Preparing Income statement and Statement of Financial Position 
There are three adjustments which needed to adjust before preparing the financial statements. 
(i) Tax Estimates £ 68,000: This amount will be deducted in the income statement. In addition, tax payable of £ 68,000 will be reported in the current liability section in the Balance sheet. 
(ii) Accrued salesmen commission of £ 3,000: It will be paid after the financial statements’ reporting. This is an operating expense which should be reported under distribution costs. In addition, as an accrued expense, it should be reported under current liabilities section in the balance sheet (Murray, Neumann and Elgers, 2017). 
	Particulars
	
	 £ 

	Distribution cost
	
	          28,000 

	Plus- Accrued commission
	            3,000 

	Total Distribution expense
	         31,000 



(iii) Credit sale £ 980: This credit sale is not recorded. So, this amount will be added to the sales figure of Income statement. Also, since it is a sale on credit, the debtor’s figure will increase by £ 980 in the current asset section of the balance sheet.

	Particulars
	
	 £ 

	Sales
	
	
	       826,650 

	Add- Sales on credit
	
	               980 

	Sales- total
	
	       827,630 




	Particulars
	
	 £ 

	Debtors
	
	
	       170,125 

	Add- Sales on credit
	
	               980 

	Debtors balance
	
	       171,105 






	Ecclese Plc

	Income Statement

	For the year ended at 31st December, 2018

	
	
	
	

	
	
	 £ 
	 £ 

	Sales
	
	
	       827,630 

	Cost of sales
	
	       578,650 

	Gross profit
	
	       248,980 

	Administrative expenses
	       30,000 
	

	Directors remuneration
	          5,000 
	

	Distribution costs
	       31,000 
	

	Total Operating Expenses
	          66,000 

	Operating profit
	
	       182,980 

	Interest Expense
	
	            2,000 

	Profit before tax
	
	       180,980 

	Tax
	
	
	          68,000 

	Net Profit
	
	       112,980 



The net profit for the year of 2018 for Ecclese Plc is GBP 112,980. Before preparing balance sheet, the year-end balance of retained earnings needs to be found. Net profit amount should be added to the beginning balance of retained earnings. Then, dividend amount for ordinary share and preferred share have to be deducted (Garrison, Noreen and Brewer, 2020). The final balance of retained earnings is £ 194,980 which will be reported in the balance sheet.
	Particulars
	
	 £ 

	Retained profits at 1st January 2018
	       132,000 

	Plus- Net profit
	
	       112,980 

	Less- ordinary dividend paid
	          20,000 

	Less- Preference dividend paid
	          30,000 

	Retained profits at 31st December 2018
	       194,980 




	Ecclese Plc

	Balance Sheet

	31st December 2018

	
	
	
	

	Assets
	
	
	 £ 

	Non-current Asset
	
	

	Plant and Equipment
	           632,730 

	
	
	
	

	Current Asset
	
	

	Debtors
	
	
	           171,105 

	Stock
	
	
	           330,600 

	Cash and bank
	
	             12,900 

	
	
	
	           514,605 

	Total Asset
	
	       1,147,335 

	
	
	
	

	Liabilities
	
	
	

	Non- current liabilities
	

	4% Debenture
	
	           100,000 

	
	
	
	

	Current Liabilities
	
	

	Trade Creditor
	
	           171,355 

	Accrued Commission
	               3,000 

	Tax payable
	
	             68,000 

	
	
	
	           242,355 

	Total Liabilities
	
	           342,355 

	
	
	
	

	Equity
	
	
	

	£1 ordinary shares
	
	           310,000 

	Retained profits
	
	           194,980 

	10% £1 preference shares
	           300,000 

	
	
	
	           804,980 

	Liabilities and Equity
	       1,147,335 



[bookmark: _Toc59023780] (b) Why statement of financial position balances
Statement of Financial position always balances: The reason for which statement of financial position / balance sheet balances is because of the accounting principle of “double entry system”. According to this double entry principle, every transaction is recorded in at least two accounts (Foster, 2015). In every transaction the debit account (s) should equals to credit (s) accounts. Hence, for all transactions occurred in a firm, all debt accounts should be equal to the credit accounts in terms of amount (Garrison, Noreen and Brewer, 2020). This double entry accounting principle also ensures a check and balance for all accounts. This is the reason the statement of financial position should balance always. In case of imbalance, it has to be taken for granted that there is some inconsistency among the accounts.  


[bookmark: _Toc59023781]Question 2
[bookmark: _Toc59023782](a) Schedule of Ratios for Chocco Plc
	Serial
	Ratios
	Formula
	2018
	2019

	 
	Profitability Ratios
	 
	 
	 

	1
	Gross Profit Margin
	 =Gross profit / Revenue
	51.9%
	52.0%

	2
	Operating Profit
	 = Operating Profit/ Revenue
	10.9%
	11.9%

	3
	Net Profit Margin
	 =Net profit Revenue
	5.7%
	6.4%

	 
	 
	 
	 
	 

	 
	Liquidity Ratios
	 
	 
	 

	4
	Current Ratio
	 = Current Asset/ Current Liability
	0.77x
	0.92x

	5
	Quick Ratio
	 = (Current Asset - Inventory )/Current Liability
	0.56x
	0.64x

	 
	 
	 
	 
	 

	 
	Efficiency Ratios
	 
	 
	 

	6
	Inventory Turnover days
	 = 365/(COGS / Inventory)
	78
	80

	7
	Receivable Turnover days
	 = 365/( Sales/Accounts Receivable)
	73
	68

	8
	Payable Turnover days
	 =365/ ( COGS/Accounts payables)
	77
	66

	 
	 
	 
	 
	 

	 
	Solvency Ratios
	 
	 
	 

	9
	Debt to equity
	 = Loans and borrowings / equity
	142%
	134%

	 
	 
	 
	 
	 

	 
	Return Ratios
	 
	 
	 

	10
	Return on Equity
	 = Net Profit/Equity
	12.6%
	14.0%

	11
	Return on Asset
	 = Net Profit/Total Asset
	3.6%
	4.4%

	 
	 
	 
	 
	 

	 
	Market Valuation Ratio
	 
	 
	 

	12
	Dividend Payout Ratio
	Dividend per share /  earning per share
	66.1%
	59.2%

	13
	Price Earnings Ratio
	Price per share / Earning Per share
	6.56x
	7.13x


 
[bookmark: _Toc59023783](b) Analysis of the Ratio: 
Profitability Ratios:
1. Gross profit margin: The gross profit for Chocco Plc is more than half of the revenue. The year over year analysis shows that the gross profit margin remained stable as the ratio stood 51.9% and 52.0% in 2018 and 2019 respectively. So, this metric of profitability is steady based on yoy comparison. 
2. Operating profit margin: Operating profit is calculated after deducting all types of operating expenses from operating profit (Higgins, Koski and Mitton, 2020). This is a ratio of operating profit to revenue earned. The operating profitability of Chocco Plc has improved in 2019 as the operating profit margin has improved to 11.9% in 2019 from 10.9% in 2018. So, it can be concluded from the ratio that the operating efficiency has improved in 2019 compared to 2018 as the company managed to produce more operating profit for every pound revenue (Murray, Neumann and Elgers, 2017). 
3. Net Profit Margin: The net profit margin is bottom line that is attributable to the equity stock holders of the company (Garrison, Noreen and Brewer, 2020). The net profit margin for Chocco Plc has improved by 70 bps in 2019 as the ratio currently stands at 6.4% in 2019 as opposed to 5.7% in 2018. In comparison to operating profitability, the improvement is 100 bps while the net profit margin improvement is 70 bps in 2019. The reason behind this is increase of interest expense coupled with less investment income in 2019. However, overall, Chocco Plc’s net profitability has improved compared to 2018’s number. 
Liquidity Ratios:
4. Current Ratio: This ratio is a comparison of working asset such that how much current asset is available for every near term obligation to pay (Proctor, 2019). The ratio is below 1 in both the years despite slight improvement in the year over year comparison. It means Choccp Plc got less current asset to cover its short term liabilities. The current ratio in 2018 was 0.77 times which improved to 0.92 times in 2019. The company needs to improve its working capital management so that it would have enough current assets to cover its short term obligations (Murray, Neumann and Elgers, 2017).
5. Quick ratio: Not all the current assets are convertible to cash without sparing time and value (Horngren and Harrison, 2019). Usually inventory is considered such type of asset that cannot readily be converted to cash. So, in the calculation of quick assets, inventory is deducted from the current assets. The quick ratio is calculated by dividing quick asset with current liabilities. The ratio is also below 1 in both years meaning the company falls short to cover the current liabilities with its quick assets despite year over year improvement (Garrison, Noreen and Brewer, 2020). The ratio has improved to 0.64 times in 2019 from 0.56 times in 2018.
Efficiency ratios:
6. Inventory Turnover days: Inventory turnover days calculates how many days does it take to clear out or sell the inventories once it comes to the warehouse. In 2019, it takes 2 more days to sell / clear out from the warehouse. This is slight drop in the efficiency level of inventory management (Higgins, Koski and Mitton, 2020). 
7. Receivable Turnover days: Receivable turnover days calculates the average days it takes to receive money from the customers on credit sales (Foster, 2015). There is a remarkable improvement of 5 days in receivable management as the company collect its dues 5 days earlier compared to the year of 2018. The debtor collection period in 2019n stands at 68 days compared to 73 days in 2018.
8. Payable Turnover days: This ratio calculates the average days it takes to clear the payables to the trade creditors on the credit purchases. The higher the number of days the better it is for the company as it can utilize the money for other purposes, ceteris paribus (Horngren and Harrison, 2019). For Chocco Plc, the ratio has deteriorated in 2019 as the payables turnover days stood at 66 days compared to 77 days in 2018. The company now pay 9 days earlier.
Overall working capital efficiency has deteriorated in 2019 as the cash conversion cycle (ccc) currently stands at 82 days (80 + 68 – 66) compared to 74 days (78 + 72 – 77) in 2018. So, Chocco Plc now needs the working capital 8 more days which will be challenging thing for the management of Chocco Plc (Barker, 2013).
Solvency Ratios:
9. Debt to Equity: This is a leverage ratio of long term loan to equity capital. The ratio was 142% in 2018 and currently stands at 134% in 2019. So, the financial leverage for the company has improved and risk has reduced. This is an improvement from the perspective of financial risk level (Britton and Waterston, 2017).
 Return ratio:
10. Return on Equity: This return metric calculates the average return on equity capital or accounting book value (Barker, 2013). This accounting return and stock return are different. ROE was 12.6% in 2018 and 14.0% in 2019. This is remarkable improve for the company as the company has earned £ 1.4 more profit every £ 100 equity capital/ book value. 
11. Return on asset: Return on asset measures the return on the total assets of the company. ROA increased by 80 bps in 2019. ROA was 3.6% in 2018 as opposed to 4.4% in 2019. This is a very good performance for Chocco based on year over year comparison. 
Market Valuation Ratios:
Number of share outstanding: Since the ordinary share capital is 50p shares and the ordinary share capital is £ 300 million. So, the total outstanding share capital is (300 million / 0.50) = 600 million.
12. Dividend Payout ratio: This is ratio which calculates how much dividend is paid for every GBP net income the company has earned. Usually, a company with growth potential is likely to retain more earnings compared to matured companies (Britton and Waterston, 2017). A matured company being a cash cow is likely distribute more proportionately. The company has paid 66.1% of its earnings in 2018 whereas it has paid 59.2% of its earnings in 2019. Chocco Plc now retains more money the earlier year. However, on an absolute term, the company has paid more dividend. Stability in dividend distribution is an important issue for the company (Jain, Singh and Yadav, 2019). It also helps to manage company’s shareholders’ expectation. 
13. Price Earnings Ratio: This ratio is calculated by dividing price per share with earnings per share. As per given data, the average price of Chocco  Plc was £ 5.12 in 2019 which was £ 4.00 in 2018. PE ratio reflects that how much price investors are willing to pay for every GBP earnings / net profit of the company (Murray, Neumann and Elgers, 2017). From the calculated ratio, it shows that the investors are willing to pay more money per share in 2019 compared to 2018 as the P / E ratio was 6.56 x in 2018 as opoosed to 7.13 x in 2019. So, the investors are willing to pay £ 0.57 for every £ 1 earnings of Chocco Plc. 
[bookmark: _Toc59023784]Overall Comment on the financial performance and position of Chocco Plc: The company has improved its margins as all the profitability ratios have improved in 2019. ROE and ROA have also improved in 2019 compared to 2018. So, the accounting return for the company has experienced a remarkable improvement. The financial leverage has slightly decreased reducing company’s overall financial risk (Proctor, 2019). However, Liquidity and efficiency ratios of the company is not up to the standards. The overall working capital efficiency has dropped with the increase of cash conversion cycle. The year over year liquidity position has improved for Chocco Plc, but overall liquidity position of the company is alarming as the company falls short to cover its short term obligations (Murray, Neumann and Elgers, 2017). Chocco has paid more dividend per share in 2019 compared to 2018’s despite a drop in payout ratio which might come out as a strategic move from the company to keep its dividend stable and manage investors’ expectations. The investors are valuing Chocco with more PE multiples in 2019 than in 2018 which rectifies the investors are more optimistic about the future of the company (Garrison, Noreen and Brewer, 2020). 
[bookmark: _Toc59023785]Conclusion: Ratio analysis is useful tool to analyze a company’s performance and financial state. This analysis helps both managers and the other stakeholders of the company to evaluate its performance. Chocco Plc has been able to manage its investors’ expectations successfully that’s why the company is valued with higher PE multiples (Britton and Waterston, 2017).  
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