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[bookmark: _Toc55667915]Introduction:
Every investor wants to invest in financially healthy companies. For identifying financially healthy companies they need to look into financial statements and analyze those statements. Income statement and statement of financial position are two basic financial reports that reveals financial activities and performance of a company (Alexander et al., 2017). Income statement is used by the business community for visualizing profitability, value of investment and creditworthiness of an organization (Kieso et al., 2019). Its objective is to show investors and management whether the company is making profit or losing it during the reporting period. Statement of financial position is a tool for measuring solvency, liquidity and flexibility of a company. Ratio analysis is a rudimental analysis through which an investor can gain basic knowledge about financial health of a company (Weygandt et al., 2016). In this assertion two financial statements are being prepared and a schedule of ratio analysis has been provided for analyzing company’s financial performance.

[bookmark: _Toc55667916]Question 1:
(a) [bookmark: _Toc55667917]Preparation of financial statements for Eccles plc:
Income statement examines the success of the operation of a company for a given time period. It summarizes revenue, expenses, gain and loss of a company that results in net profit. Rather than just introducing net changes in net asset, it reveals the component of those changes. Income statement of Eccles plc for the year of 2018 is given below- 
	Eccles plc
Income Statement
For the year ended 31st December 2018

	

	Particulars
	Amount (£)
	Amount (£)

	      Sales
	826,650 
	

	      Credit sales
	 980 
	 

	Net Sales
	
	 827,630 

	      Cost of sales
	
	(578,650)

	Gross Profit
	 
	248,980 

	 
	
	

	Operating Expenses:
	
	

	      Administrative expenses
	 (30,000) 
	

	      Directors remuneration
	  (5,000) 
	

	      Distribution costs
	 (28,000) 
	

	      Commission of Salesman
	 (3,000) 
	

	Total Operating Expenses
	 
	            (66,000)

	Operating Income
	
	182,980 

	 
	
	

	Non-operating income or expenses:
	
	

	      Interest expense
	         (2,000) 
	

	Add: Interest due (W1)
	(2,000) 
	              (4,000)

	Profit before tax
	
	            178,980 

	Income Taxes
	
	 (68,000 

	Net Profit
	 
	  110,980 


Nature and volume of investment, financial obligations and total amount of equity in capital structure can be acquired from Statement of financial position (Kieso et al., 2019). Thus, statement of financial position helps in forecasting amounts, period and uncertainty of cash flows from future. Statement of financial position of Eccles plc for the year of 2018 is given below-
	Eccles plc
Statement of Financial Position
As of the 31st December 2018

	

	Non-Current Asset:
	
	

	      Plant and equipment
	
	                632,730 

	Current Assets:
	
	

	      Ending Stock
	                330,600 
	

	      Debtors (170,125 + 980)
	                171,105 
	

	      Cash and bank
	                   12,900 
	

	Total current Asset
	
	                514,605 

	Total Asset (A)
	 
	             1,147,335 

	
	
	

	Current Liabilities:
	
	

	      Trade creditors
	                (171,355) 
	

	      Commission Due
	                     (3,000) 
	

	      Interest Due (W1)
	(2,000)
	

	      Provision for taxes
	                   (68,000)
	

	Total Current Liabilities
	
	                (244,355) 

	Non-Current Liabilities:
	
	

	      4% Debentures
	
	(100,000)

	Total Liabilities (B)
	
	(344,355)

	Net Asset (A-B)
	
	             802,980

	Equity:
	
	

	      Ordinary shares
	                310,000
	

	      Preference shares
	                300,000
	

	      Retained Earnings (W2)
	                192,980
	

	Total Liabilities & Equity
	
	             802,980 




Workings:
	W1: Calculation of Interest due:

	Interest for the Period
	4000

	Less: Interest Paid
	                 (2,000)

	Interest Due
	                  2,000



	W2: Retained Earnings:
	
	

	Beginning Retained Earnings
	
	             132,000 

	Add: Net Profit
	
	             110,980 

	Less: Ordinary dividend paid
	               (20,000) 
	

	          Preference dividend paid
	(30,000) 
	

	
	
	 (50,000) 

	Ending Retained Earnings
	
	192,980


Nature and volume of investment, financial obligations and total amount of equity in capital structure can be acquired from Statement of financial position (Kieso et al., 2019). Thus, statement of financial position helps in forecasting amounts, period and uncertainty of cash flows from future. 

(b) [bookmark: _Toc55667918] Reasons for Statement of Financial Position being balanced:
The basic accounting equation is Asset = Liabilities + Owner’s Equity. Based on this equation statement of financial position is prepared. In the statement of financial position assets locate in one section and liabilities and equity locate on another. An appropriate statement of financial position always balances. Here are some reasons given below why it balances –
The fundamental reason that balance sheet balances is because of the double-entry accounting system. Double entry system enunciates that there will be equal and opposite effects in at least two different accounts in the accounting equation for every financial transaction. It could be either asset increase and asset decrease or asset increase and liability/ equity increase or asset decrease and liability/ equity decrease or liability increase and equity decrease. Whatever is the effect, it will balance the both side of the equation.
Another reason is nature of cash inflows and outflows. For every cash inflow there will be an equal amount of asset decrease or liability increase. Similarly, for every cash outflow there will be an equal amount of increase in asset or decrease in liability. So, both side balances.
Accrual accounting is another reason for statement of financial position being balanced. In accrual accounting, revenues and expenses are recognized when an economic event occurs, rather than when cash is exchanged (Khan and Mayes, 2019). For every transaction occurred causing increase or decrease in net earnings is compensated by increase or decrease in equity. For example, when an expense occurs it flows through to lower net profit and to shareholders' equity. This is offset by the increase in liabilities. The balance against total assets is preserved.
Statement of financial position can be balanced because of funding asset. For example, a business is initiated by issuing £100,000 and bank provides another £100,000. So, there is a liability and equity of £200,000 in the financial statement. But because of these financial activities cash increases by £200,000 which is an asset. So, here liability and equity grow asset fund and that’s why both side balances.
So, if all the transactions occurred in an organization are recorded properly and correctly, both sections of Statement of Financial Position (asset section and liabilities & equity section) will definitely be balanced. That’s why it is also called ‘Balance Sheet’.


[bookmark: _Toc55667919]Question 2:
The mathematical relationship of one quantity on another is expressed through ratios (Kieso et al., 2019). The expressions can be in percentage or in proportion or in rate. Ratio analysis is a collective term used for analysis on financial statements and indicates financial position of an organization (Moles and Terry, 2017). 
(a) [bookmark: _Toc55667920]Preparation of a schedule of ratios for Chocco plc:
In order to analyze the financial statements (Income Statement and Statement of Financial Position) of Chocco plc a schedule of ratios has been prepared here. Schedule of ratios is being used for evaluating profitability, solvency, liquidity, working capital and capital structure of a company.
[bookmark: _Toc55667921]Profitability Ratios:
Profitability ratios are used for measuring income or operating success of a company for a given time period (Weygandt et al., 2016). They show a company’s effectiveness in utilizing assets for generating profit and value to investors.
	Gross Profit Ratio
	
2018
= 
= 51.93%
2019
= 
= 51.99%

	Operating Cost Ratio
	
Operating Cost = Distribution costs + Marketing and selling costs + Administrative expenses
2018
=  
= 
= 41.09%
2019
= 
= 
= 40.04%

	Operating Profit ratio
	
2018
= 
= 10.85%
2019
= 
= 11.95%

	Net Profit Ratio
	
2018
= 
= 5.68%
2019
= 
= 6.40%

	Return on Capital Employed 
	
2018
= 
= 5.20%
2019
= 
=  5.97%

	Earnings Per Share
	
2018
= 
= 0.61
2019
= 
=  0.72

	Dividend Pay Out Ratio
	
2018
= 
= 65.57%
2019
= 
=  59.03%

	Dividend Yield Ratio
	
2018
= 
= 10%
2019
= 
=  8.30%

	Price Earnings Ratio
	
2018
= 
= 6.56
2019
= 
= 7.11



[bookmark: _Toc55667922]Liquidity Ratios:
Liquidity ratios determines a business' efficiency by comparing the cash and immediate-cash with the short term liabilities to meet those liabilities (Saleem and Rehman, 2011). Liquidity ratios work with current assets of a business in comparison to its current liabilities.
	Current Ratio
	
2018
= 
= 0.77 : 1
2019
= 
= 0.92 : 1

	Quick Ratio
	
Liquid Assets: Cash + Short-term investment + Trade receivables
2018
= 
= 
= 0.56 : 1
2019
= 
=  
= 0.64 : 1



[bookmark: _Toc55667923]Working Capital Ratios:
Working Capital Ratios analyze pay off capability of current debts or liabilities of a company can the using its current assets. It is a crucial ratio for the creditors for analyzing liquidity of a company, and how fast a company resolves the debts by converting its assets in cash (Nazir and Afza, 2019).
	Inventory Turnover Ratio
	
2018
= 
= 4.70 times
2019
= 
=  4.57 times

	Debtors Turnover Ratio
	
2018
= 
= 5 times
2019
= 
= 5.39 times

	Debt Collection Ratio
	
2018
= 
= 73 days
2019
= 
= 67.72 or 68 days

	Creditors Turnover Ratio
	
2018
= 
= 4.73 times
2019
= 
=  5.55 times

	Average Payment Period
	
2018
= 
= 77.16 or 77 days
2019
= 
=  65.77 or 66 days

	Working Capital Turnover Ratio
	
Working capital = Current Assets – Current liabilities
2018
= 
= - 9.32
2019
= 
= -32.39
Both of them are meaningless in comparison.

	Fixed Assets Turnover Ratio
	
2018
= 
= 0.83
2019
= 
= 0.91

	Capital Turnover Ratio
	
2018
= 
= 1.06
2019
= 
= 1.05



[bookmark: _Toc55667924]Capital Structure Ratios:
Long term financial position of the business is tested by using capital structure ratios (Welch, 2014). They also analyze how risky a company's borrowing practices are in respect to shareholder’s fund. 
	Debt Equity Ratio
	
2018
= 
= 2.46 : 1
2019
= 
=  2.15 : 1

	Proprietary Ratio
	
2018
= 
= 0.29
2019
= 
= 0.32

	Capital Gearing ratio
	
2018
= 
= 0.71
2019
= 
=  0.75

	Debt Service Ratio
	
2018
= 
= 3.98
2019
= 
=  3.74


[bookmark: _Toc55667925]

(b) Analyzing financial performance and position of Chocco plc:
Financial statements analysis and ratio analysis are tools for measuring financial health of a company. Here analyzing of these tools are given in respect of Chocco plc for analyzing its financial performance and position:
Income statement shows the profit or loss of an organization. The analysis on income statement provides finance managers and investors with information of company’s performance in terms of revenues and using those data they can predict future revenues (Mashkour, 2020). In the income statement of Chocco plc, 2018 and 2019 both years shows profit. In means it is a profitable organization. But there are some changes seen from 2018 to 2019-
i) Sales (Revenue) increased in 2019 by 4.61% [(6,738 – 6441)/6441].
ii) Operating profit increased by 15.16% [(805 – 699)/699].
iii) Profit on sale of fixed assets was £19m in 2019 which was previously Loss on sale of £5m. So, overall profit is £24m on fixed assets.
iv) Administrative expenses decreased by 1.37%.
Because of these changes, the net profit of 2019 increased from £366m to £431m by 17.76%. It shows that financial performance of Chocco plc improved over the year and it is becoming more successful.
The statement of financial position analysis provides finance managers and investors with information of a firm’s capital structure compares to its competitors. Analysis on specific line items in regards to the total assets provides importance remarks to the investors. Comparative analysis of financial position reveals a number of changes in the financial structure of Chocco plc from 2018 to 2019, they are-
i) In asset portion, both current asset and non-current asset decrease which creates a remission in total asset by £351m or 3.48%. Although the major element of non-current asset (PPE) and current asset (cash) increased but the reduction of other current and non-current asset brought an overall reduction.
ii) In equity portion, retained profits increased to £3,088m from £2,912m which is a increment of more than 6%. This increment occurred due to the enhancement of net profit in 2019. 
iii) In liability portion, current liabilities decreased by £535m or 17.56%. It means Chocco plc fulfilled their current obligations of £535m towards trade and other creditors. 
iv) Net asset increased by 6.04%.
So, the above analysis shows that although the total asset of Chocco plc decrease in 2019, because of mitigating more liabilities the net asset again increased by the percentage increase in retained earnings. It means Chocco plc chose retained earnings for their financial growth rather than issuing additional leverage.
Ratio analysis is another tool for evaluating the efficiency and performance of an organization. It is the process which is used for computation, determination and presentation of the relationship of items in the financial statements (Mashkour, 2020). For ratio analysis of Chocco plc liquidity ratios, profitability ratios, working capital ratios and capital structure ratios are being used.
Liquidity ratios measures company’s short term debt paying abilities. Current ratio and acid test ratio are two major indicators of liquidity of a company. The first one measures overall short-term liquidity and the later one measures immediate short-term liquidity. The standard of both of the ratio is 1. The more, the better. 
i) The current ratio of Chocco plc is 0.77 in 2018 and 0.92 in 2019. The ratio increased in 2019 but still it not favorable as it is lower than 1. 
ii) Quick ratio of 2018 is 0.56 and 2019 is 0.64. Casually the quick ratio is lower than the current ratio because in quick ratio some items are dismissed. As current ratio is not favorable quick ratio is certainly unfavorable.
So, in brief, the short-term financial position of the company is not strong.
Profitability ratio measures operating efficiency of management. Here quite a number of measures are being used for measuring profitability. The major ratios for measuring profitability are gross profit margin, net profit margin and Return on Capital Employed (R.O.C.E). 
i) Gross profit margin ratio informs investors about the amount of gross profit earned by a company for every dollar of revenue. A higher gross profit margin shows more profitability on sales and effectiveness at converting raw materials into revenue. Chocco Plc’s gross profit margin of 2018 is 51.93% and in 2019 it slightly increases to 52%. The gross profit margin of Chocco Plc indicates that about 52% of revenue can be converted into profit. It is a satisfactory result.
ii) Net profit is the bottom line of income statement. Net profit margin ratio reveals the amount of money a company earns by making its way to the bottom line. It calculates the portion of each pound of sales that turns to net profit. The standard amount of net profit margin is 10%. Net profit margin of Chocco Plc in 2018 was 5.68% which increases to 6.40% in 2019. This is quite low in comparison to gross profit margin and lower than the standard. It exposes that the operating and non-operating expenses of Chocco Plc are very high.
iii) Return on Capital Employed (R.O.C.E) measures efficiency of a company in generating profit using its capital. It is commonly used by investors for determining suitability of investment in a company. Chocco Plc has ROCE of 5.20% in 2018 and 5.97% in 2019. It means for 1 pound of capital investment approximately 6 cent profit is generated which is not a favorable amount.
So, analyzing the three major profitability ratios it is learned that the profitability of Chocco Plc is not up to the mark. Although it has a higher gross margin but other two ratios show a poor performance.
Similar to liquidity ratio, working capital ratios also measures a company's potentiality and the financial health of its short-term funds. Inventory turnover ratio, Debtor turnover ratio and Creditor turnover ratio are some mentionable working capital ratios for short-term financing.
i) Inventory turnover ratio measures the number of times inventory of a company sold in a particular time period. Inventory turnover of Chocco Plc for 2018 is 4.70 times and for 2019 is 4.57 time which decreases. It is comparatively good ratio, because it shows Chocco is selling chocolates quickly.
ii) Debtor turnover ratio calculates the number of times company collects cash from its debtors in a particular time period. Debtor turnover ratio of Chocco Plc for 2018 is 5 times with collect period of 73 days and for 2019 is 5.39 times with collect period of 68 days. Standard ratio for debtor turnover ratio is 11.76 times within 31 days. So, in both years the ratio is very low.
iii) Creditor turnover ratio measure how quickly a business pays to suppliers and creditors in a particular time period. Creditor turnover ratio of Chocco Plc for 2018 is 4.73 times with collect period of 77 days and for 2019 is 5.55 times with collect period of 66 days. The ratio of 2019 show Chocco pays more credits in 2019 comparison to 2018 within short period of time. It is attractive to investors and creditors.
The final type of ratio is capital structure ratio. Capital structure ratios show how structurally a company is using its capital. Two most used capital structure ratio is debt-equity ratio and capital gearing ratio. 
i) Debt-equity ratio determines the weight of total debt in respect to total equity. Debt to equity ratio of Chocco is 2.46 and 2.15 for 2018 and 2019 respectively. It means creditors provide 2.46 pound while investors provide 1 pound for financing asset. It is attractive for the investors but less preferable to the creditors.
ii) Capital gearing ratio analyzes capital structure in respect of shareholder’s equity to fixed interest bearing funds like long term debt. Capital gearing ratio of Chocco Plc is 0.71 for 2018 and 0.75 for 2019. As the ratios are less than 1 is means Chocco Plc is highly geared.
[bookmark: _Toc55667926]Conclusion:
Financial analysis is a mandatory requirement for every investor and financial managers. It reveals the stability, solvency, liquidity, or profitability of an entity for warrant a monetary investment. It helps financial managers in taking future decision. In a financial analysis, an analyst examines financial statements of a company and then analyze the acquired data for calculating ratios. Ratios show mathematical relationship of quantitative data which is used for comparison of financial information with competitors (Nikolai et at., 2019). Through preparing financial statements and analyzing those statements investors can determine a company’s value. These analyses are used by investors, creditors, debtors and the relevant stakeholders for different purpose. So, analyst should be more careful while doing financial analysis of a business entity.
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