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Accounting Fundamentals: Assignment A1
[bookmark: _Toc78029654]Question 1: Statement of Profit and Loss, and Balance Sheet
[bookmark: _Toc78029655]Question 1 As
[bookmark: _Toc78029656]Statement of Profit and Loss
	Kedison Plc
Profit and Loss Statement
For the Year Ended 31st December, 2020

	
	Amount (£)
	Amount (£)

	Cash Sales
	       826,650 
	

	Accrued Revenue
	980
	

	Gross Sales
	       827,630 
	

	Cost of sales
	       578,650 
	

	Gross Profit
	
	    248,980 

	Operating Expenses
	
	

	Administrative Expenses
	30,000
	

	Directors Remuneration
	5,000
	

	Distribution cost
	28,000
	

	Accrued Expenses (Commission)
	3,000
	

	Total Operating Expense
	
	66,000

	Earnings Before Interest and Taxes Operating Profit)
	
	    182,980 

	Interest Expense
	2,000
	

	Income Before Income Taxes
	
	    180,980 

	Corporate income tax
	68,000
	

	Net Income
	
	    112,980 



[bookmark: _Toc78029657]Balance Sheet 
In the preparation of the balance sheet, it is critical to start by preparing the statement of retained earnings based on the provided information. The statement is generated by adding the opening retained earnings to the net income for the year and then subtracting the dividend payouts as presented below. 
[bookmark: _Toc78029658]Statement of Retained Earnings
	Kedison Plc
Statement of Retained Earnings
For the Year Ended 31st December, 2020

	
	Amount (£)

	Beginning Retained Earnings
	132,000

	Net Income for the year
	112,980

	Less ordinary dividend paid
	-20,000

	Less Preference dividend paid
	-30,000

	Closing Retained Earnings
	194,980


 
The above retained earnings are then posted to the equity section of the balance sheet as at 31st December, 2020. 
	Kedison Plc
Balance Sheet
As at 31st December, 2020

	
	Amount (£)
	Amount (£)

	ASSETS
	
	

	Non-Current (Fixed Assets)
	
	

	Plant and Equipment
	632,730
	632,730

	Current Assets
	
	

	Inventory
	330,600
	

	Debtors
	170,125
	

	Cash and Bank
	12,900
	

	Accrued Revenue
	980
	514,605

	Total Assets
	
	1,147,335

	LIABILITIES
	
	

	Current Liabilities
	
	

	Trade Creditors
	171,355
	

	Accrued Expenses
	3,000
	

	Tax Payable
	68,000
	242,355

	Non-Current Liabilities
	
	

	4% Debentures
	100,000
	100,000

	Total Liabilities
	
	342,355

	Equity
	
	

	Share capital
	310,000
	

	10% £1 preference shares
	300,000
	

	Retained Earnings
	194,980
	

	Total Equity
	
	804,980

	Total Liabilities and Equity
	
	1,147,335



[bookmark: _Toc78029659]Question 1 B: Reasons why the Statement of Financial Position Balance
The balance sheet is a financial statement that shows the balance between a company’s assets and the company’s liabilities. As demonstrated in the case of Kedison Plc., the ideal situation is when there is a balance between a company’s assets on one end, and the sum of liabilities and equity, on the other end. Indeed, this adheres to the balance sheet equation states as Assets = Liabilities + Equity (Wild, 2018). There are several reasons why the statement of financial position balances. 
The cardinal reason why there is a balance between assets and the sum of liabilities and equity is the double entry accounting principles. The principle contends that every transaction for a company is recorded in two different accounts (Wild, 2018). The implication is that the double entry system has two equal sides namely the debit and the credit. For every accounting transaction, there is a debit and credit transaction. For example, the assets of a company are acquired using financing from liabilities and equity (Berk and DeMarzo, 2020). Therefore, an increase in the size of an asset such as inventory is debited, following by a credit transaction in another account such as creditors or accrued expenses. Conversely, an increase in equity such as ordinary shares or retained earnings results in a credit balance, but is also associated with debit balance in another account such as plant and equipment (Berk and DeMarzo, 2020).  The application of the principle means that, ideally, the balance sheet balances. 
Another reason why the balance sheet balances is that, from a general perspective, the assets of a company are financed by liabilities and equity. In this case, an increase in assets means that there is an increase in either liabilities or equity. For example, for plant and equipment constitute the fixed assets of a company, typically financed by long term assets or equity (Huang and Zhang, 2011). In the case of Kedison Plc., the plant and equipment balance sheet size of £632,730 means that it has been financed by long-term liabilities and equity. Similarly, the acquisition of current assets is supported by current liabilities such that an increase in current assets would lead to an increase in current liabilities. Ultimately, the principle means that the balance sheet should balance. 
[bookmark: _Toc78029660]Question 2.A: Financial Ratios for Chocco Plc for 2020 and 2019
[bookmark: _Toc78029661]ROCE
ROCE stands for return on capital employed (Sovaniski and Mohd Ali, 2021). The formula for ROCE is: 
ROCE = (Earnings before Interest and Tax (EBIT)/Capital employed) × 100
2019
 EBIT = £699
Capital Employed = Total Assets – Current liabilities 
Capital Employed = £10,087 - £3,046 = £7,041
Therefore, ROCE = (699/7,041) ×100 = 9.93%
2020
EBIT = £805
Capital Employed = Total Assets – Current liabilities 
Capital Employed = £9,736 - £2,511 = £7,225
Therefore, ROCE = (805/7,225) ×100 = 11.14%
[bookmark: _Toc78029662]ROE
ROE stands for return on equity. The formula for ROE is: 
ROE = (Net income/Total Equity) × 100
2019
Net income = £366
Equity = £2,912
ROE = (366/2,912) × 100 = 12.57%
2020
Net income = £431
Equity = £3,088
ROE = (431/3,088) ×100 = 13.96%
[bookmark: _Toc78029663]Earnings per Share (EPS)
Earnings per share refer to the net income per unit of equity ownership (Sovaniski and Mohd Ali, 2021). The formula for EPS is: 
Earnings per share = Net profit/Number of shares outstanding
2019
Net profit = £366,000,000
Shares outstanding = 6,000,000
EPS = 366/6 = £61
2020
Net profit = £431,000,000
Shares outstanding = 6,000,000
EPS = 431/6 = £71.83
[bookmark: _Toc78029664]Net Profit Margin
Net profit margin is a profitability ratio measures the percentage of revenue/sales that is converted into net profit (Sovaniski and Mohd Ali, 2021). The formula for net profit margin is:
Net profit Margin = (Net profit/Revenue) × 100
2019
Net profit = £366
Revenue = £6,441
Net profit margin = (366/6,441) × 100 = 5.68%
2020
Net profit = £431
Revenue = £6,738
Net profit margin = (431/6,738) = 6.4%
[bookmark: _Toc78029665]Asset Turnover
Asset turnover ratio measures a company’s efficiency in using its assets to generate revenue or sales (Wild, 2018). The formula for asset turnover ratio is: 
Asset Turnover = Net sales/Total Assets
2019
Net sales = £6,441
Total assets = £10,087
Asset turnover = 6,441/10,087 = 0.64
2020
Net sales = £6,738
Total assets = £9,736
Asset Turnover = 6,738/9,736 = 0.69
[bookmark: _Toc78029666]Stock Holding Days
Stock holding days, also called the inventory holding period, are the number of days that a company holds its inventory before being converted into sales (Wild, 2018). The formula for stock holding days is:
Stock holding days = (Inventory/ Cost of sales) × 365
2019
Inventory = £659
Cost of sales = £3,096
Stock holding days = (659/3,096) × 365 = 77.69 days
2020
Inventory = £708
Cost of sales = £3,235
Stock holding days = (708/3,235) ×365 = 79.88 days
[bookmark: _Toc78029667]Debtors Collection Period
Debtors’ collection period is efficiency metric that measure the number of days that a company takes to collect its account receivables (Wild, 2018). The formula for the ratio is: 
Debtors’ collection period = (Trade receivables/Total net sales) ×365 
2019
Trade receivables = £1,287
Net sales = £6,441
Debtors’ collection period = (1,287/6,441) × 365 = 72.93 days
2020
Trade receivables = £1,249
Net sales =£6,738
Debtors’ collection period = (1,249/6,738) ×365 = 67.66 days
[bookmark: _Toc78029668]Current Ratio
Current ratio is a liquidity measure of a company’s ability pay its current (short term) liabilities using the available current assets (Wild, 2018). The formula for current ratio is: 
Current ratio = Current assets/Current liabilities
2019
Current assets = £2,355
Current liabilities = £3,046
Current ratio = 2,355/3,046 = 0.77
2020
Current assets = £2,303
Current liabilities = £2,511
Current ratio = 2,303/2,511 = 0.92
[bookmark: _Toc78029669]Gearing Ratio
Gearing ratio is a measure of the extent to which a company has used debt in the capital structure (Wild, 2018). To that end, it compares the size of debt against equity. The formula for gearing ratio is:
Gearing ratio = (Debt/Equity) ×100
2019
Debt = £4,129
Equity = £2,912
Gearing ratio = (4,129/2,912) ×100 = 141.79%
2020
Debt = £4,137
Equity = £3,088
Gearing ratio = (4,137/3,088) ×100 = 133.97%
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Coverage ratio is a ratio intended to determine the ability of a company to service its debt (Wild, 2018). The formula for coverage ratio is: 
Coverage ratio = EBIT /Interest expense
2019
EBIT =£699
Interest expense = £181
Coverage ratio = 699/181 = 3.86
2020
EBIT = £805
Interest expense =£226
Coverage ratio = 805/226 = 3.56
[bookmark: _Toc78029671]Question 2.B: Comment on the Financial Performance and Position of Chocco Plc.
The financial statements for Chocco Plc., and the ratio presented above expose several aspects of the company’s performance and financial position. First, the company’s profitability is not consistent when measured by the various profitability metrics. For example, the ROCE of 9.93% in 2019 is below the optimal level of 10%. However, it is notable that the company’s profitability improved in 2020 as manifested by the increase in ROCE to 11.14%. 
The solid profitability is further affirmed by the ROE which measures the return to the equity provided by the shareholders. According to the agency theory of management, the primary goal of the managers of a company is to maximize value for the shareholders. The theory contends that the managers are agents of the shareholders and are supposed to act in the best interests of the shareholders and prioritise their interests (Foss and Stea, 2014). Therefore, the ROE of 12.57% and 13.96% in 2019 and 2020 respectively is a positive indicator of profitability because it meets the threshold of 10%. The return shows that the managers of Chocco Plc have maximised shareholder value. However, this positive attribute of profitability is offset by the net margin of 5.68% and 6.4% in 2019 and 2020 respectively. The optimal net margin is 10%, implying that the company performed below the optimal level in the two years as measured by the net margin ratio. 
Besides profitability, there are several indicators of the company’s efficiency namely asset turnover ratio, stock holding days and debtors’ collection period. In 2019, the asset turnover for the firm was 0.64 and the ratio increase to 0.69 in 2020. The ratio indicates that the company is not efficient in generating revenue from the available assets. The general rule is that a higher asset turnover ratio is indicative of superior operating efficiency (Sovaniski and Mohd Ali, 2021). In the both financial years, the stock holding days of more than 70 days is relatively high and implies that the company is holding the inventory in its books for a relatively longer period (Sovaniski and Mohd Ali, 2021). This translates to overinvestment in current assets, and could impair the company’s liquidity. 
Liquidity management is a major role of a company’s managers and involve ensuring that the current assets are adequate to offset the current liabilities when they fall due (Brealey, Myers and Allen, 2013). In 2019, Chocco Plc.’s current ratio was 0.77, which is below the optimal level of 1. Although the ratio improved marginally to 0.92 in 2020, the levels is still below the optimal level, meaning that the company needs to increase its level of current assets or reduce its current liabilities (Juhasz, 2020). The company’s financial position is worsened by the high gearing ratios of 141.79% and 133.97% in 2019 and 2020 respectively. The ratios show that the company is highly leveraged because of using more debt than equity in the capital structure. Ideally, the gearing ratio should be between 25% and 50% to reduce a firm’s finance cost and reduce the probability of bankruptcy (Brealey, Myers and Allen, 2013). Ultimately, the company needs to reduce its debt size in the balance sheet to improve its financial position. 
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