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[bookmark: _Toc56366524]Introduction
Financial statements are the written records of a company that carry information about the financial activities and financial performance of a company (Juhandi et al., 2019). Financial Statements measures the ultimate success of a company. It answers the question "did the company achieve, what it set to achieve". It let the company knows that how it's performing & provides warnings if something went wrong. It is very crucial in effective decision making. It provides a continuous direction towards the goal of an organization. These statements act as a rudder to make the decision-making process easier for both investors & creditors.
On the other hand, Financial ratio analysis analyzes and evaluates some specific financial line-items of a company's financial statements to provide an insight about how well this particular company is performing (Akhmadeev et al., 2018). These ratios can be used to evaluate the short-term and long-term operational and financial performance.  Financial ratios also help to identify the business trends and provide warning signs when it is necessary to bring changes. In this study, two financial statements and a schedule of ratio analysis are being prepared. Information about their current financial position and financial stability have also been given based the financial statements and financial ratios. 














[bookmark: _Toc56366525]Solution to the Question No 1:
[bookmark: _Toc56366526](a) Preparation of Income Statement and Statement of Financial Position for Eccles plc:
Income Statement
Income Statement is one the major financial statements which is used to determine the net profit of a company (Bahri et al., 2017). Income statement is used in every listed company of the world to find out a summary of the company's revenues and expenses over a specific period of time. It is very important to prepare as it shows the overall profitability of an organization. It helps investors to get to know about a company’s current situation and its profit earning capability.
[bookmark: _Hlk56198604]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 (due)
	 (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 





Working 1: Calculation of Interest
	Particulars
	Amount (£)

	Total Interest (100000*4%)
	4000

	Interest paid
	2000

	             Interest Due (4000-2000)
	2000


Statement of Financial Position
Statement of Financial Position is one of the three (income statement and statement of cash flows being the other two) core financial statements which is used to evaluate a business. It reports a company's assets, liabilities and shareholders' equity. Unlike other financial statements which show the performance over a specified period of time, the statement of financial position or balance sheet provides a snapshot of a company of a particular point of time showing what the company owns versus owes at a specific moment in time. This statement is crucial for every entity as it is the fundamental source of calculating many important financial ratios.
Statement of Financial Position of Eccles plc as of 31st December 2018 is given below-






















	Eccles plc
Statement of Financial Position
As of the 31st December 2018

	

	Particulars
	Amount (£)
	Amount (£)

	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

	Equity:
	
	

	      Ordinary shares
	                310,000
	

	      Preference shares
	                300,000
	

	      Retained Earnings (W2)
	                192,980
	

	Total Equity
	
	Amount (£)           802,980 

	Total Liabilities & Equity
	
	             1,147,335 



W2: Retained Earnings:
	Particulars
	Amount (£)
	Amount (£)

	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

















[bookmark: _Toc56366527](b) Reasons for Statement of Financial Position Being Balanced
One of the main features of Statement of Financial Position or Balance Sheet is the summation of total asset and total liabilities and equity always remain balanced. It does not matter at which time the balance sheet is prepared; it would remain equal in every single time. There are several factors which needs to be known to understand why the statement of financial position always remain balanced. Now, these factors are going to be analyzed with examples
1. Double Entry System: Double Entry System means that every single transaction will be recorded in at least two places. This theory was developed by the father of accounting Luca Pacioli. He suggested that there will be equal and opposite effects in at least two different accounts in every transaction. For example, If, someone deposit his money in bank, it will affect in two accounts; bank balance will increase and cash will decrease. So, this double entry system plays a big role for being the balance sheet always balanced. 
2. Accounting Equation: Accounting Equation is said to be the main reason for statement of financial position being balanced. The equation is A=L+E which is the fundamental of all accounting concept. For double entry system of every transaction, this equation will always be balanced. A transaction may affect either asset increase and liability/ equity increase or asset increase and asset decrease or asset decrease and liability/ equity decrease or liability increase and equity decrease. Whatever the affect is, the accounting equation will always remain balanced. As Asset (A) remains equal to liabilities and equity after each and every transaction, the summation of asset remains also equal to the summation of liability and equity in the statement of financial position. 
3. Accrual accounting: Accrual accounting is another reason for statement of financial position being balanced. Accrual accounting is a method which records revenue or expenses when a transaction occurs rather than when cash payment is received or made (Vania et al., 2018). International Financial Reporting Standards (IFRS) recognizes accrual-based accounting not cash-based. As a result, there remain no chance of recording one account ignoring other which may happen if organizations would follow cash accounting.   
So, these are the reasons why statement of financial position being balanced all the time. Hence, if accountants do not make any mistake while recording transactions, both sections of Statement of Financial Position (asset section and liabilities & equity section) will definitely be balanced. That is the reason behind calling it ‘Balance Sheet’.





















[bookmark: _Toc56366528]Solution to the Question No 2:
[bookmark: _Toc56366529](a) Schedule of ratios of Chocco plc for the year 2019 and 2018
Ratio Analysis is crucial for organizations all over the world to analyze its financial position, profitability, liquidity, risk, efficiency, and operational effectiveness and proper utilization of resources. These ratios are the interpretation of the financial statements which is essential for all internal and external users of a firm. 
In order to determine the current position of Chocco plc, a schedule of ratios has been prepared. This Schedule of ratios will help investors to evaluate the liquidity, profitability, solvency, working capital and capital structure of the company.
1. Liquidity Ratio: The ratios which are used to determine a debtor's ability to pay off current debt obligations without raising external capital is called Liquidity Ratio (Kadim et al., 2020).  These ratios measure a company's ability to cover its short-term obligations and cash flows.

	Particulars
	Standard Value
	Formula
	Calculation

	Current Ratio
	2:1
	

	2018
 = 0.77: 1
2019
 = 0.92 : 1


	Quick Ratio

	1:1
	
 

	2018
= 
= 
= 0.56: 1
2019
 
=  
= 0.64 : 1

	Cash Ratio
	0.5:1
	

	2018
= 0.05
2019

=0.08





2. Profitability Ratios: Profitability ratios are the ratios which a company use to measure and evaluate the ability of an organization to generate income (profit) relative to revenue and balance sheet assets (Zhang Z, 2019.). These ratios indicate how well a company can utilize its assets to produce income (profit) and value to shareholders.
Profitability Ratios
	Particulars
	Standard Value
	Formula
	Calculation

	Gross Profit Ratio
	20%
	
	2018
  X 100 = 51.93%
2019
  X 100 = 51.99%

	Operating Cost Ratio
	(60 -80) %
	

Distribution costs + Marketing and selling costs+ Administrative expenses
	2018
 X 100 = 41.09%
2019
= 40.04%

	Operating Profit ratio
	N/A
	

	2018
  X 100 = 10.85%
2019
  x 100 = 11.95%


	Net Profit Ratio
	10%
	

	2018
 = 5.68%

2019
 = 6.40%


	Return on Capital Employed
	15%
	

	 2018
= 
= 5.20%
2019
= 
=  5.97%

	Earnings Per Share
	N/A
	

	2018
= 
= 0.61
2019
= 
=  0.72

	Dividend Pay Out Ratio
	N/A
	

	2018
= 
= 65.57%
2019
= 
=  59.03%

	Dividend Yield Ratio
	N/A 
	

	2018
= 
= 10%
2019
= 
=  8.30%

	Price Earnings Ratio
	N/A
	

	2018
= 
= 6.56
2019
= 
= 7.11



3. [bookmark: _Toc55667923]Working Capital Ratios: Working Capital Ratios measures a company's efficiency and the health of its short-term finances (Naz et al., 2016). It is a crucial ratio for the creditors to analyze liquidity of a company, and how fast a company resolves the debts by converting its assets into cash 

	Particulars
	Standard Value
	Formula


	Calculation

	Inventory Turnover Ratio
	8 times
	


	2018
= 
= 4.70 times
2019
= 
=  4.57 times

	Debtors Turnover Ratio
	6 times
	

	2018
= 
= 5 times
2019
= 
= 5.39 times


	Debt Collection Ratio
	90 days or less
	

	2018
= 
= 73 days
2019
= 
= 67.72 or 68 days

	Creditors Turnover Ratio
	12 times
	

	2018
= 
= 4.73 times
2019
= 
=  5.55 times

	Average Payment Period
	30 days or more
	

	2018
= 
= 77.16 or 77 days
2019
= 
=  65.77 or 66 days

	Working Capital Turnover Ratio
	8 times
	
Working capital = Current Assets – Current liabilities

	2018
= 
= - 9.32
2019
= 
= -32.39
Both of them are meaningless in comparison

	Fixed Assets Turnover Ratio
	N/A
	

	2018
= 
= 0.83
2019
= 
= 0.91

	Capital Turnover Ratio
	8 times
	

	2018
= 
= 1.06
2019
= 
= 1.05


  
4. [bookmark: _Toc55667924]Capital Structure Ratios: Capital Structure Ratios provide an insight about high risky a company's borrowing practices are. It measures long term financial position of a business.
           
	Particulars
	Standard value
	Formula 
	Calculation

	Debt Equity Ratio
	1:2 to 1 :3
	

	2018
= 
= 2.46 : 1
2019
= 
=  2.15 : 1

	Proprietary Ratio
	3:4
	

	2018
= 
= 0.29
2019
= 
= 0.32

	Capital Gearing ratio
	1:2
	

	2018
= 
= 0.71
2019
= 
=  0.75

	Debt Service Ratio
	N/A
	

	
2018
= 
= 3.98
2019
= 
=  3.74























[bookmark: _Toc56366530](b) Analyzing financial performance and position of Chocco plc:
Financial Statements provide the overall image of an entity to its interested users. Investors take their investment decision by analyzing these financial statements. To make these analysis process easier for the investors, many financial ratios have been developed which mainly work with different items of financial statements. Now, the financial performance and position of Chocco plc is going to be analyzed on the basis of their financial statements and ratios calculated in the previous question.
Income Statement
Income statement is one of the most important financial statements of an organization that provides the operating results of the business by matching the total income earned and expenses occured to earn that income during a particular period of time. Even though the income statement has many limitations like, it only considers financial data, it takes many assumptions like depreciation charge and so on; this statement is recognized all over the world to measure the profitability of an entity.
The income statement of Chocco plc shows profit in both 2018 and 2019. It gives a positive indication that they manage to earn accounting profit. However, some changes have been seen in their income statement from 2018 to 2019 like-
1. Total Revenue and total cost of sales both increased in 2019. That means that the business is getting bigger and trying to produce more every year.
2. Their gross profit increased by 4.7% ((3503 - 3345)/ 3345)
3. Their operating profit increased by 15.16% ((805 – 699)/699) that means that the business is enjoying the benefit of economies of scale
4. Net Profit after Tax increased by 17.76% ((431-366)/366). It provides a positive information to the stockholders that the business will be able to give regular dividends in the upcoming year. So, it is expected that the value of its share will increase in the upcoming year.

The Statement of Financial Position
The statement of financial position or Balance Sheet provides information to the internal and external users about a firm’s capital structure compares to its competitors. The statement of financial position of Chocco plc provides the following information
1. The total current asset and current liability of the company both decreased in 2019.
2. As the amount of total current liability decreased by £ 535 (3046 -2511), that indicates that the company has become more conservative in credit transaction
3. Total asset of Chocco plc decrease in 2019 as a result of mitigating more liabilities. However, the net asset again increased by the percentage increase in retained earnings. It means Chocco plc prefer retained earnings for their financial growth rather than issuing additional leverage.
Ratio analysis
Ratio analysis is an effective tool to improve the understanding of financial statements and trends over time (Simpson et al., 2020). It is considered as key indicators of organizational performance. Managers use ratio analysis to pinpoint the strengths and weaknesses of their organization from which strategies and initiatives can be formed.
In the above question, all the necessary ratios have been calculated based on the financial statements of Chocco Plc. The standard value of all the ratios have also been given so that the audience can easily understand whether the business is doing well or not. However, to summarize,
1. The Business could not reach the standard value of any of the liquidity ratio. So, it can be said that the short-term financial position of the company is not strong.
2. The profitability ratios of Chocco Plc indicate that the profitability of the company. is not up to the mark. Although the company has achieved a higher gross margin but other two ratios show a poor performance.
3. The capital structure ratio of the company is quite well. Capital gearing ratios of two year are less than 1 which means Chocco Plc is highly geared. Again the debt to equity ratios of the company indicate that the company is attractive for the investors but less preferable for the creditors.
[bookmark: _Toc56366531]Conclusion:
Accounting is the weapon to get everything on point financially and find out different result related to different financial activities. Company can know how well they are doing and compare their activities with the competitors. This assignment has shown different accounting calculations and ratios that enabled Chocco Plc to get different results that also helped them to get a comparative review of their own performance with the previous years and take corrective actions according to the current situations. 
[bookmark: _Toc56366532]References
Akhmadeev, R.G., Bykanova, O.A., Morozova, T.V., Safonova, E.G., Turishcheva, T.B. and Lehoux, L., 2018. Evaluation of financial and analytical activities of the biggest car makers of the Russian federation. Jurnal Pengurusan (UKM Journal of Management), 54.
Bahri, M., St-Pierre, J. and Sakka, O., 2017. Performance measurement and management for manufacturing SMEs: a financial statement-based system. Measuring Business Excellence.
Juhandi, N., Fahlevi, M. and Setiadi, S., 2019. Tax Policy and Fiscal Consolidation on Corporate Income Tax. Journal of Business Management and Accounting, 1(1), p.322972.
Kadim, A., Sunardi, N. and Husain, T., 2020. The modeling firm's value based on financial ratios, intellectual capital and dividend policy. Accounting, 6(5), pp.859-870.
Naz, F., Ijaz, F. and Naqvi, F., 2016. Financial performance of firms: evidence from Pakistan Cement Industry. Journal of Teaching and Education, 5(01), pp.81-94.
Simpson, R.B., Zhou, B., Falconi, T.M.A. and Naumova, E.N., 2020. An analecta of visualizations for foodborne illness trends and seasonality. Scientific data, 7(1), pp.1-15.
Vania, A.S., Nugraha, E. and Nugroho, L., 2018. Does earning management happen in Islamıc bank?(Indonesia and Malaysia comparison).
Zhang, Z., 2019. Financial Situation Assessment of Walton Advanced Engineering Inc. Company.


