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At the end of the chapter the student should be able fo:
1. Explain the meaning of financial statements

2. Identify different components of financial statements..
3. [llustrate different methods of interpretation of financia nply means looking at different parts of the financial statements
statempnis e ifild relating each part to the other in recognition of the whole
4. Explain the meaning ofratio and ratio analysis {cment. The aim is to find out the relationship of different data
5. Analyzedifferent Classesof ratio the financial statement, to discover the relationship between
6. Calculate different types of ratios Kﬂlﬁerent components of the financial statement and to relate the
7. Interpret different results of ratio calculated j}‘npact of thtetvan;)kus dagt}?t;gl tcl;:c‘i:?(?rlx.c sStz::imem )sr(s)lsaset\‘r)ala;:utzl:;
8. Advi t on the application of the ratios & ARUAZCIOOL 0 MAKS T analysis,
dvisemauagemeptanive g 4 xZind discovering relationship between component parts of a

computed. 3
S Zﬂnanmal statement helps the management to obtain a better

ottt ! ,,deerstandmg of a firm’s position and performance.
fzfﬂnancnal statement analysis is therefore the process of
Financial statements simply imply the end product of the ngorm .
, inderstanding the risk and profitability of a firm through analysis
from the subsidi b
bk keaiing: fxeoeiie eominencig: Tom: e sbsidiay boo : Bf reported financial information, by using different accounting

through the ledger, trial balance and final presentation of repe. ;
known as financial statement. There are basically five componer” ?0015 and techniques. Simply put, it is a process of analyzing a

f the financial statements namely, statement of profit or Ig8", = 7
:tat ene1 en? g(znazcml?osmon stat)ément oF cr;sh fl :ws lstateme:‘ S }-§Where external stakeholders use it to understand the overall health

~0f an organization and to evaluate the overall performance and
of changes in equity and the statement of value added. Dl 2 : " :
Some of the financial statements such as the statement of prof business value v.vinlc_e e u}terr.xal shikchaidcos use e i.'mancml
loss and statement of financial position are presented from: ¥ et andlya 6 samactioning o (01 maeing T st
account details of different transactions of an entity while oﬁie.’ ni:;n:eské SED b afioi’s Baancal cant
such asstatement of cash flows, statement of changes in egmtv%« “which yb(e) e erls t{n g'zn orgth e 5 hc;alt;o ? t:o;xt
and the statement of value added are presented usingZth: e A e S T Tpo

. ; . . gard” i i f three significant financial
information contain ani ~dard”Jt comprises the Foacw of Ul
edm he soicnend ofpo o T “=flatements: statement of financial position, statement of profit or
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[ profit or loss is stated as a percentage of gross revenue. This
pproach gives the stakeholders an understanding of overall

Methods of financial statement analysis :
Basically, there are five common approaches to ﬁnanct :
statements analysis, namely:

1. Horizontal analysis.

2. Vertical analysis

3. Ratio analysis

4. Trend analysis

5. Cost volume profit analysis.

e l(uho analysis: This is the commonly used and more
wmprehensxve approach which allows for a meaningful
“.gomparison between the different elements of a financial
- Slatement to portray the general upward or downward trend of the
_performance of different line items in the financial statement.
Ratio analysis shows an overview of a company’s financial health.
* Calculated ratios can be be compared against the previous period,
< which is crucial for setting performance targets. It can also be
- compared with similar firms in the industry. The approach uses
mportant ratio metrics to calculate statistical relationships.

more years. Horizontal analysis approach usually portrav rend analysis: historical data are used in this approach to
percentage growth of same line item in the base year of thv: - forecast the long-term direction of .market movement. The
financial statement. A particular year will be chosen as the b& ;g cxpectation is that past events still remain relevant in taking future
year and all figures in financial statement of the chosen base yez: = decision. This is because some of the past events may likely
will be expressed at 100 while the financial statements of othe: - - repeat itself in the future. Using the approach helps the businessto
year’s will be expressed as a percentage of the base figure:] " 3 * adequately predict and prepare for any shock within a particular
provides an opportunity for the stakeholders to spot trends and . :3f market segment.

growth patterns of the company. It also enables them to forecasl

future projections.

- Cost volume profit analysis:
- 4% This is another approach that helps companies to better
= ﬁ understand the relationship between costs, revenue and business
. %2* profit. It analyses the fixed cost and variable cost and then
© 3= establish the relationship between revenue and variable cost.

of a financial statement is listed as a percentage of another Im_e‘
item. The approach explores the vertical eﬁ'ects that Ime 1tem;

Objectives of financial statement analysis.
The basic objective of financial statement analysis is to
understand and diagnose the information contained in financial

185

figures in a particular statement are expressed in terms of one;
the figures in the statement.Example is a situation where eve
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statement with a view to judge the profitability and ﬁnancx'ﬁ »

a . . -
draw his own . Diff peoble mav irierpret
soundness of the firm, and to make forecast about future prospec( nis own conclusions. Different people may inter?

the same analysis in different ways.

include:

a. To assess the earning capacity or profitability of the ﬁrm

b. To assess the operational efficiency and managerial
effectiveness.

c. To assess the short term as well as long term solvency

position of the firm.

To make inter-firm comparison.

To make forecasts about future prospects of the firm.

To assess the progress of the firm over a period of tim
To help in decision making and control.

To provide important information for granting credit.

Ltmztatzons of Financial Statement Analysis:

1. Inherent limitations of the financial statements affec
financial statement analysis. This is simply because
data used in the analysis are imported from the finan
statements.

2. Price level change, creative accounting embedded
financial statement, changes in accounting pohcy
affects the financial statement analysis.

3. Financial analysis is based upon only monetar

== lmportance of financial statement analysis.

- I'inancial statement analysis is really of importance
- organizations in the following ways.
j.; |. It enables business owners to identify and determine ther
- financial strength and weaknesses.
- 2. It helps in identification of area of improvement. f
3. It provides an objective and an acceptable systematic mean® =
appraising a company.
It helps to measure a company’s performance against the &
wider sector, giving business owners an understanding on hov
they compare to their top competitors.

10
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- Further treatment of ratio analysis approach.
s earlier stated, ratio analysis is the most commonly Used

- approach to financial statement analysis. It is therefore g]veﬂ
more detailed treatment below.

Ratio: Accounting ratio is a proportion or fraction or percentage
Zexpressing the relationship between one item in a set of ﬁnaﬂclal
tatement and another item in the same financial statement.

mportance of ratio analysis.

information and non-monetary factors are ignored.
: . % Evaluation of trading performance
4. As the financial statements are prepared on the. basis ;éo? v Appraisal and momtoprfng of the constituents of the cap‘tal
going concern, it does not give exact position. o

accounting concepts and conventions cause a seri
limitation to financial analysis.

5. Sudden changes in accounting procedure by a firm
often make financial analysis misleading.

6. Financial statement analysis is only a means and
end in itself. The analyst has to make interpretati

v To determine an entity’s liquidity base.
v Comparing operation of an enterprise.
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LIMITATIONS GF RATIO ANALYSIS e

>

Heterogeneity or Homogeneity: A company may have varigile
div isions operating in many different industries Thiszge =

COmparison purposes. :
Need to determine whether the results of the ratio analyse
consistent: 3

must be examined, and the external economic and ind
setting in which it is operating must be considered
interpreting financial ratios.

The use of alternative accounting methods: Compa
frequently have latitude when choosing certain accounti:
methods. Ratios obtained from financial statements th:
employ different accounting choices may not be comparab
unless adjustments are made. i
Management assumptions, basis of estimation and judgmer
IFRS is principles-based; it requires significant judgment
management of entities, this could result in matena.g
differences m the ﬁnancml statements of the entmes I 2

with accounting ratios unless further adjustments are m

the accounts.
Differences in accounting policies: IFRS as a princ

188

itios more difficult and less meaningfui unless alignment of
(e accounting policies of the entities are considered.

Use of historical cost data: Decisions about future
cxpectations are based on historical data which in some cases
make it difficult to reach economic decisions that are likely to
luke into consideration changes in underlying variables that
determine company’s performance.

Inflation can distort the financial statements: Inflation can
distort the financial statements (particularly the statement of
financial position). Any problem in the financials caused by
inflation can be passed on to ratios.

Difference in ratio definitions may make it difficult to
compare ratios from different sources. There can be many
different ways to compute the same ratio. This can cause
confusion or different answers.

Use of industrial average: Comparison against industry
average may besubjected to factors that are not common in the
industry.

Lack of comparative figures for a new entity: In the
company’s first year of trading, there will be no comparative
figures, hence no indicator to compare with.

It only triggers off points for further investigation.

There is no generally accepted standard as an ideal ratio.

== CLASSES OF RATIOS:
¢+ Ratios are normally grouped into five namely

1. Profitability ratios. These are ratios primarily used to
assess the profitability of an enterprise.

2. Liquidity ratios: These ratios are used to assess the
liquidity position of an entity.
3. Stability/gearing ratio: Used to assess what percentage ©f

total funds is used to finance operations is generated fro=x

outside sources.
189



4. Investors/Sharcholders ratio: This assesses the ref

a\tnbutablc 10 cach share.

company’s

Tabular presentation of different ratios and means’

resources by its management.

calculation.

CLASS RATIO FORMULA PURPOSE ; E
Return on Operating profit X | Shows the % re%ﬁ- b
capital 100 generated by total
employed Capital employed funds employed 10

finance operati
Returm on Profit after tax —Pref | Thisratioisa
equity Div X 100 of the profitabi

PROFITABILITY Equity/sharecholders business in relatxon&ﬁ

fund LessPref shares | the cquity.
capital
Opcrating Operating profit This ratio shows
profit X 100 percentage of salesst
margin Sales (Revenue) generated as o
profit.
Gross profit | Gross profit X This ratio shows thé
margin 100 percentage of sales
Sales (Revenuc) that is generated
gross profit.
Current ratio | Current assets Shows the ablhty
B the enterprise to
Current liabilities its short term li
from its current
without selling
fixed assets
Liquid/Quic | Current assets - stock | Shows the abllttyof
k/Acid Test R | the enterprise to ¢
LIQUIDITY ratio. Current liabilities its short term 1
from its current
without selling
stock.
190

Debtors Average debtors x| Mecasures how many
collection 365 days credit days is given to
period Credit purchases customers.
Creditors Average creditors x Shows how many
payment 3565 days credit days is received
period Credit Sales from supplicrs.
Dcbtors Credit Purchases Indicates how many
turnover Trade creditors times creditors arc
turned over during a
period.
Debt/Gearin Debt Capital X | Indicates what % of
g/Leverage 100 funds employed is
ratio Capital employed generated from outside
sources.
| Debt/Equity | Debt capital X | Expresses total funds
ratio 100 generated from outside
Equity source as a % of
owners interest
STABILITY/GEA | Interest Operating profit X 1 This indicates how
RING cover 100 many times operating
Interest expense profit will be able to
) cover interest
payments.
\ This ratio establishes a
Proprietary Sharholder’s fund relation between the
ratio Total assets proprietor’s fund and
the total assets of the
company.
Eamings per | Profit after tax Indicates the net retum
share No of ordinary shares | attributable to each
in issue ordinary share.
Dividend per | Total dividened Indicates amount paid
share No of ordinary shares | for each ordinary
in issue share.
Price/earnin | Mkt price per share Indicates how many
gs ratio X 100 times camnings must be
Eamnings per share generated to cover the
amount invested on 2
INVESTORS/SHA share.
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'-"»' 4
REHOLDERS/ST “ Eamings per share | Eaming’s yicld is lhc%;
OCK X_100 inverse of the P/E. “245¥  Required: Briefly explain (he main aims and give TWO
Market price per ratio. It tells the T cxamples of each category of the above financial ratios.
share sharcholder how much &+ '
he has carned per  f 51§
| share held. ~dag | Classes of | Main Aims Examples
I)?vidcnd Dividened per share Indicates the net rclum x FFinancial Ratios
Yield )l\(/fkll.(:)(:‘lcc — ;)ny[:fl:,cl?l,ll(')‘l‘;lc(,::?)?‘:d.:;: [:roﬁfabilily and | It is' ' aimed  at | Return on capital
company’s mdm‘"y Efficiency - determining the | employed
shnre; 1 performance of an | - Return on total assets
Dividend Earning per share Indicatcs how many~. 7] -3 organization - Gross profit margin
Cover Dividened per share times EPS is able to & " 4 - Concerned  with | - Net profit margin
cover the amount p:ua i 5 relative efficiency in | -Capital employed
out as dividend R i L the utilization of | tunover
Stock Cost of sales X Indicates how many:* company’s assets - Total asset turnover 3
turnover 365 days times stock is turned !* " . Retarn on
Avg;{zgc stock over. sharcholders’ equity
Sales X 365 | (Use when cost o Lon'g'tenn solvency and | To dc’termir.\g a Fix'ed mterest cover
days salcs or average stock stability - company’s ability to | - Fixed dividend cover
ACTIVITIES Closing, stock is not given) meet its long-term | - Total debt to equity i
RATIO Asset Sales Indicates how much?.. /- obligation - Gearing ratio Debt to !
turnover Total assets/fixed sales is generated by: v & - To show the degree | assets ratio :
asscts/Net asscts N1 of assct. - of safety of a
business from failure J
in the long term
Short term solvency | To determine the | Current ratio ’
Illustration 1: and Liquidity - ability of a firm to | - Acid test/quick ratio
The basic financial ratios can be grouped into the following bma(i meet its short term | - Receivable tumover
categories. financial obligations. | - Receivable collection
Profitability and efficiency period
vae - Trade payable turnover :
e Long term solvency and stability - Trade payable payment :
¢ Short term solvency and liquidity period. :
eShareholders’ investment ratios Shareholder’s To  determine  the | Earnings per share
| investment ratios - value of a company, | - Dividend per share
consequently; - To | - Price earnings ratio
enable for comparism | - Earnings yield

between investment | - Dividend yield
alternative before | - Dividend payout ratio
making decision. -
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ILLUSTRATION 2. ' ~==g+ (rdinary Share Capital @ 50k each 23,000 23,000
- Retained Earnings 17,200 10,000
0% Loan notes 12,500 12,500
10% Redeemable Preference Shares 2,000 52,700

Garden City. The information below relates to extracts from
Financial Statements for the past two (2) years. StatementZof*

:thf;mw:i UMET TR 2 v

' 47,500
C )
z;?it;tj g;ptonslzeixg%‘Oﬂler omprehensive Income for the ‘urrent Liabilities: Trade Payables 7,500 10,750
. 2016 2015 axation 24,000 16,000
N' Million N' Millio ank Overdrafts 12,300 33,250
Revenue 100,000 160,000 . s 43,800 60,000
Gross Profit 45,000 70,000 otal Equity and Liabilities 96,500 107,500
Administrati 22,500 27,500 . ; . . i
Finess Cost: 109 senplcts Teliet, 1350 1,250 & Woa BTN ieRt el SO0 e s e e ind i Snaicial e
' 23 750 2% 750 erformance and precarious financial position of the company. ;??_j_;
Operating Profit Before Tax 21 ’250 41’250 ¢ The products are ageing; the economic depression is biting as a =
Ler): Taxition Expense 8.000 16.000 result of the worsening exchange rate of $1 to N400. The 5
Oper.ating Profit for the year 1’3’250 25:250 - company imports 60% of the goods sold in Ga:deP City. tI'be
Dividends Paid to Equity holders 6,050 8,550 - worsening exchange rate had affected the company’s importation,

The unsafe financial performance has also affected the market
rice of the company’s share which dropped from 12kobo/share in
the year ended September 30, 2015 to 8kobo/share in 2016.

Extract of Statement of Financial Position as at September 30
2016 2015
N'Million N'Million

Assets:
You are required to:
-C e

II:Ie(s): A cglrlr;::]tlaﬁescsiege?rgc?;tﬁon ?3888 Zg’ggg ¢ a. Calculate the following ratios for the year ended September 30,
wng y— 40’000 57’500 = 2015 and 2016 in columnar form:
Current Assets: = : %> i. Return on Capital Employed
Inventory 32,500 7,500 ; s 'Ia)tal l‘:‘s Rfés Turnover
Trade Receivables 20,000 5,000 I D‘:gt 5 nh
Bank Balance 4,000 37,500 j§ e Tausy o

56,500 50,000 g = Eedinierest Lover: :
Total Assets 96,500 1 037 500 . vi. Earnings Yield vii. Price Eamnings Ratio
Equity and Liabilities: ‘ s EnEend Mackd

194
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b. Write a brief and formal techinical report to the Board of -
Directors to assess the performance, liquidity and stability of {} il7,200 =43.94%
Company using only: % ‘ =
i. Return on Capital Employed ? P - 31.09% P
ii. Total Assets Turnover g (v) Fized Interest | PBIT 121,250+ | 41,250 +1250 |
iii. Quick Ratio g Lover = Fixed 1250 1,250 =
iv. Fixed Interest Cover Interest 1,250 =34 times
v. Debt Equity Ratio =18

‘A times
| (vi) Earnings yicld = | EPS 13,250 x | 25,250 x 50K

RATIO FORMULAE | 2016 2015 : Market Price |50k 23000

(a) Calculation of per share 23,000 |=54.89k

Ratios i =288k |12k

(i)  Retun on | PBIT 21,250 + | 41,250 + 1,25, o 457%
capital Capital 1,250 47500 o =360%
employed | employed 52,700 |89.47% 7 - , -
- 42.69% vii) Price eamning | (MPS 13,250 |25,250% 50
25,250 o= EPS X 50K~ [23,000
Or PAT 13,250 | 33,000 §I3<000 12K
“quit 40,200 (=76.52% =28.8K
pla: 3 g [lcimace: =54.89K e
(i)  Total  asset | Revenue 100,000 | 100,000 & - MPS [ 50k 23,000
turnover TA 96,500 | 107,500 % 23,000 | 18.59k
=1.04 |=1.49 timesg =13.15k | 12k
times 8k =155%
- o,
(iii) Quick Ratio = CA - 56,500 - bk
Inventory 32,500
CL 4 _,
jé?sog ] ¥ b. REPORT
@) Debt oquity | Debt 12,500 To: The Board of Directors
- Equity 23.000 Magifera Plc., Garden City
g From: Financial Accountant
196 197
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REPORT ON PERFORMANCE, LIQUIDITY ANI),?;
STABILITY OF MAGIFERA FiLC.
The last two years have been challenging for the company.. /\
recview of the financial ratios of the company reveals th"
following: ‘
Performance The company's performance is on the dcclme'-‘w
cvidenced by the two ratios below. '
i. Return on Capital Employed This is the Primary rati
indicating the efficiency or otherwise of management
cmploying or utilising the resources available. The more
cfficiency of utilisation, the higher the ROCE and vice versa. °
company recorded a decrease in return on capital employed fr
89.47% in 2015 to 42.69% in 2016. The decline in the return
capital employed can be attributed to the declining reveaue whi
may not be specific to the company but to all companies
Garden City as the city is currently experiencing econor
depression and worsening exchange rate coupled with its a
products of the company.

ii. Total Assets Turnover The ratio indicates the efficiency
utilization of assets to generate revenue. The company recorde:
total assets tunover of 1.49 times in 2015 but decreased to 1.
times in 2016. This is an indication that in 2016 the company i ;
not utilize its assets as efficiently as it did in 2015. This decreass-
in the efficiency of the utilization of assets is also due to thy
challenges stated in return on capital employed above. Liquidif;
The company’s liquidity worsened between 2015 and 2016.
iii. Quick Ratio The ratio indicates the liquidity of an entity by
measuring the relative amount of cash and other near liquid asse
available to meet current liabilities. Thus, it is a relatively

198

iv. Fixed Tnicrest Cover This ratio is an indicaior of ihe long-

= (crm heaith of an entity in that it measures the number of times

fixed interest is covered by the profit before deducting the fixed

- interest The higher the fixed interest cover, the higher the long-
- lerm solvency of an entity. The decline by half of this ratio from

34 times in the preceding year to 18 times in the current year

(2016) is an indication of the precarious nature of Magifera long
~ lerm solvency. Stability
 v. Debt Equity Ratio This ratio also indicates an entity’slong-

lerm solvency by measuring the extent of cover for external
liabilitics. The company's ratio of debt to equity decreased from
43.94% in 2015 to 31.09% in 2016. The ratio for both years
indicates that the company has a reasonable gearing.

In conclusion the performance, liquidity and stability of the
company deteriorate from 2015 to 2016.

Thank you
Yours faithfully
Financial Accountant

ILLUSTRATION 3.
The following financial statements were extracted from the books
of Adebayo Trading Company Plc for the relevant years.

Statement of Profit or Loss and Other Comprehensive Income for
i £% the year ended March 31:

2018 2017
N*000 N*“000
250,000 400,000
(137,500) (225,000)
112,500 175,000
dministrative expenses (36,050) (44,500)

199
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Distribution expenses

Finance cost
Profit before tax
Taxation expense

Profit for the year

Statement of Financial Position as at March 31:

Assets

Non-current assets at cost
Accumulated depreciation

Current assets Inventory
Trade receivables

Bank balance

Total Assets

Equity and Liabilities:

Equity

- (20,200)

3,125)
53,125
(20,000)
33,125

2018
N“000
136,500
(36,500)
100,000
79,250
50,000
12,000
141,250
241,250

Ordinary shares of 50 kobo each 57,500

Retained earnings

Non-current liabilities:

10% Loan notes

43,000
100,500

31,250

12% Redeemable preference shares -5,000

Current Liabilities:

Trade payables
Taxation
Bank overdraft

Total equity and liabilities:

18,750
60,000
30,750
109,500
241,250

200

N“000
196,000
(52,250
143,750
20,750
12,500
91,750
125,000 °
268,750

57,500
25,000
82,500

31,250
31,250
36,250

26,875
40,000
83,125
150,000
268,750

__\lhiional Information:

(1) Dividend paid to Equity holders are N1i5, 125,000 for
the year ended, March 31, 2018 and N21,375,000 in
2017.
(i) There was a drop in the market price per share of the
company’s equity shares from 36 kobo in the year
ended March 31, 2017 to 24 kobo in 2018.
(ili)  The finance cost relates to the interest paid on the 10%
loan notes. Required:
a. Calculate in columnar form, for the two relevant years the
following financial ratios:
Return on capital employed
& Net profit margin (use profit after tax)
<+ Current ratio
& Quick ratio
& Debt ratio
& Fixed interest cover
4 Dividend cover
% Dividend yield
b. Comment on the profitability and short-term liquidity of the
company based on the ratios calculated.
c. Management may use various forms of Creative Accounting
to manipulate the view given by the financial statements.
Identify and explain four creative accounting techniques.

201




SOLUTIGN 3

RATIOS | FORMULAE |01y ==
Return on PBRIT LT 2017 —2=. Dividend [ Dividend Paid |  1i5,i25 21,375
capital CE ,123+3,125 ,125+ _ Cover = 2.19 times 2.95 times
employed I3T.750 ,. Viil. DPS 13k 18.6k
= 42,69% = Dividend MPS 24Kk 36k
-  Yield = 54.8% 51.6%
0O )
R EI:;L 100,500 Note: CA - Current asset
o Netproft | PAT o ' Lo
margin BevEnite i S 63,12 . .,
enue 250,000 PBIT - Profit before interest and tax
13.25% 15.78 PAT - Profit after tax
1i1. Cu.rrent CA 141,250 DPS - Dividend per share
ratio CL 109,500 MPS - Market price per share
! 1.29:1 CE - Capital employed
1v. Quick CA - Inv. 62,000
ratio CL 109,500 * b. Comments on Performance and Short-term Liquidity
0.57:1 . Two ratios which are relevant for measuring the company’s
v. Debt Debt 31,250 5 OOd+3i 5 rofitability are the ROCE and the net Proﬁt margin. Whil.e the
Ratio Equity 57.500 + : 57500 T - ROCE measures t'h.e f:fﬁcwncy or otherw1se'of management in the
43,00031.09% 5 ; 000 1empl<.)y1ng or utilizing the resources available, the Net Profit
43_’9 4% fmargin measures management control over operating expenses.
The higher the ratios, the better the performance of the company.
OR Debt 31,250 x 100 ¢ For Adebayo Trading Company Plc, the performance is on the
Total Asset 241,250 x 1 36,250 x I 1 decline as evidenced by the two .ratios. The company recorded a
12.95% 268250 24 decrease in ROCE .from 8'9.47% in 2017 to 42.69% in 2018. Also
13.51% -5 the net profit margin declined from 15.78% in 2017 to 13.25% in
‘ : ‘- 2018. Contributing factors are the significant reduction in revenue
vi. Fixed PBIT 5312543125 | 103125431 pbomareductioniimovericad. .
Interest Eclinieen 3.125 ii. Short term liquidity: The current and quick ratios are normally
Covered 18 times used to measure short term liquidity. The ratios measure the
l vii ’ PAT 33125 ability of an entity to meet its short terms obligations as they fall
2 due. A current ratio of 1.29:1 though below the benchmark is
202 better in 2018 than in 2017 for the quick ratio, the position in
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401"01’0."0:1 i 4 =
/ ; 70:1 declined to 0.57:1 in 2018. This could be attribute :

/
o slow moving inventory . .
2018. Y resulting in lower sales revenue it
c. Creative accounting techniques U]
i) Window L L ;
lg gfore the yeacirzsidmg. An entity enters into a transaction
B Gt 1n and reverses the transaction just after the
will be retumer()i ei’ gOOi? arle sold on the understanding that the
i mmediately after the year end; this
improv - JUYE ’ arbeay
o pto zrt};;iocij‘lghsl and liquidity. The only reason for the transacti6

Y improve the view shown b

statements. e ﬁnar}
(ii) “Off Balance Sheet” finance: Transactions are deliberaté

arranged SO as to enable an entity to keep significant asse
liabilities out of the statement of financial position. This impro

niity. To carry out financial statemicnt analysis, various methods
'Oudopled. Such includes horizontal analysis, vertical analysis,
\io analysis, trend analysis and cost volume profit analysis.The
Fillio analysis which is most commonly used is categorized into
rofitability  ratios,liquidity ~ ratios,stability/gearing  ratio,
Investors/shareholders ratio, Activities ratio. Each of these classes
f ratio is meant to assess the entity performance in a specific

~—

/

D

- firea.

Sclf-text exercise

. Question One
The summarized balance sheet and operating results of

“Wellington limited for the two years ended 3oth September 2015

were as follows:

gearing and return on capital employed. Examples include s 5
and repurchase agreements and some forms of leasing. Balance sheet as at 30" September 2015.
(iii) Changes in accounting policies or accounting estimates 2015 2014
N’000 N’000
Fixed assets (net) 16,222 6,941

example, an entity can revalue assets (change from the cost

to the relevant model) to improved gearing or change the way
which it depreciates assets to improve profits. Current assets:

e =it . . Stock 62,294 52,196
(iv) Profit smoothing: Manipulating reported  profits Pebt 1850 50052
recognizing (usually) artificial assets or liabilities and rele B:nkors 7 2’3 A 1 4’ 565
them to statement of profit or loss as required. 1’2 4387 11’6 813
(v) Aggressive earnings management: Artificially improvi Current liabilities:
eanu;;gs and profits by recognizing sales revenue before itH Creditors 47,055 42,885
e . Taxation 4,154 3219
(vi) Capitalizing expenses: Recognizing “assets” which d Dividends 2500 2.250
meet the definition in the IASB conceptual framework fo 53,709 48354
recognition ~ criteria. Examples include: human resSOU Net current assets 70,678 68,459
advertising expenditure and internally generated brand names 10% debenture 25’033 gg,ggg
Summary. ' Net assets 61,9 )
Analysis of the financial statements over the years has beco

tive appraisal of the performance ¢
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veritable tool used for effec
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Financed by ’ :
Ordinary sharcs of NI cach 12,500 12,500 1.4 As . N &:
set turnover {imes 1'% - a )
Revenue reserve 35,874 29,787 Gearing ratio % .78 1.73 1.56 &
Deferred taxation 13,526 8,113 Debtratio % L0 243 236 g
61,900 " 50,400 Interest cover times . =2 30.9 il
Operating results for the year ended 30" September. Cutrent Bitoritis 16.7 8.1 5.5 5
pet« 5 2015 2014 QUiCk 6o patlo 3:1 2.8:1 2.7:1 ‘T%l;";
N’OOO N’000 Receivable sollesis . 1.2:1 X vt G 1 e i"
672,944 559,071 - on period (days) 46 52 64 i
5 s nventory turnover period (d i
Sales 93412 20.882 % pavabl eriod (days) 158 171 182
profit before interest and taxation 9 00 2,500 § “mblepIEnPEOaarS) 35 42 46 i
4 3 il
Interest payable ’ J—— o
Taxation 10,506 S.7ed N-e quired: Write a report to the finance director of Johnbosco ";
Dividend 3,750 3,500 igeria Limited analysing: i«
b4 [ . n'L’i
The shares of the company Were quoted at N1.20 as at 3 a. Performance (profitability, liquidity and long-term financial
September 2015. : stability) of Papiyo Limited based on the information
Required: available.
palance sheet and operating results: g b .Idemify FIVE areas which require furthet investigation,
including references to other pieces of information which

a) Calculate from the |
[ Two ratios of interest t0 creditors

f interest t0 management and f the performance of

would complement your analysis ©0

1.

il. Two ratios O ) '
iil. Two ratios of interest t0 shareholders. Papiyo Limited.
b) Comment briefly upon the changes between 2014 and:
2015. 2 References )
Idekwulim, C. (2022). Teach yourself financial reporting. 3

edition. Book source Nigeria limited

Question two. : 3 eric
You are the Chief Accountant of Johnbosco Nigeri3 ATSWA ICAN study pack. Principles and p
- accounting

Limited:Papiyo Limited is a competitor in the same industry 2

ractice of financial

. Aborode, R (2006). A practical approach to advanced financial

Johnbosco and has been operating for the past 20 years. The :
following is the result of Papiyo Limited for the last thr L accounting ;
ended Deicmbcr 3 b ee.y ,t . ICAN stll)xldzrhe packs. 7% edition master stroke consulting

Ratios 2016 2 I publishers. . : :

profit margin 9% 34 3 f 27 2018 ; Bhattacharyya, A. (2012) Essential of Financial Accounting. PHI
ROCE % 21.1 21.5 leaning private limited publishers
Net profit margin % 11.9
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