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[bookmark: _Toc77234868]Question 1
[bookmark: _Toc77167387]a) Prepare a Profit and Loss statement for the year ended 31st December 2020 for Kedison PLC and a statement of financial position as at that date.
One of the main functions of accounting is the preparation of the various types of financial statements for a firm. As stated by Bragg (2021), financial statements can be defined as the collection of various summary-level reports regarding the financial results of a firm, its financial statements along with its cash flows. The statement of financial position in addition to the statement of profit and loss is the two diverse and most important types of financial statements prepared within a firm (Pramiudi and Christiana, 2018). In all companies, there is a considerable contribution and role of both these financial statements for the analysis and evaluation of the financial performance achieved by it and its financial position. As defined by Prajapati (2015), the financial statement in which business organisations report their earnings along with their various expenditures is called the statement of profit and loss. This financial statement is also recognised as the income statement. In an income statement, there is an illustration of the fact if a firm is earning profit or if it is incurring loss over a particular span of time.
However, as defined by Agbemava et al. (2017), the financial statement prepared within an entity in which it reports the value of its liabilities and assets while stating the value of its shareholders’ funds is known as the statement of financial position. This financial statement is also recognised as the balance sheet. The usefulness of this financial statement can be seen in terms of calculating an entity’s rate of return while evaluating its capital structure in detail. In an entity, the statement of financial position serve as a snapshot of the amount it owns and the amount of owes along with the investments of its shareholders.
Financial statements are created and presented in an entity by utilising the balances recorded within its general ledger, the trial balance and additional information in its books of accounts (Enright, 2020). In the following section, the statement of profit and loss has been prepared for the organisation Kedison PLC based on its relevant information and trial balance –
Statement of Profit and Loss prepared for Kedison PLC
For the period ended on December 31st, 2021
	Details
	Amount

	Sales revenue
	£ 827630

	Cost of Goods Sold (COGS) 
	- £ 578650

	Gross profit
	£ 248980

	Operating expenses:
	

	Salaries & Wages
	- £ 5000

	Distribution costs
	 - £ 28000

	Accrued expenses
	- £ 3000

	Administrative expenses
	- £ 30000

	Profit Before Interests & Taxes (PBIT)
	£ 182980

	Less: Finance Cost
	- £ 2000

	Profit Before Taxes (PBT)
	£ 180980

	Less: Taxation 
	- £ 68000

	Profit After Taxes (PAT)
	£ 112980



Workings:
1. Sales revenue
= Sales day book as at December 31st, 2020 + Goods sold to a customer not recorded into the accounting records as on December 31st, 2020 payment for which is due on February 28th, 2020
= £826650 + £980
= £827630
2. Gross profit
= Sales revenue - Cost of Goods Sold
= £827630 – £578650
= £248980 
(3) Operating expenses
= Distribution costs + Administrative expenses + Director’s remuneration (Salaries & Wages)
= £28000 + £30000 + £5000
= £63000
(4) Accrued expenses
= Commission payable to sales personnel for December 31st, 2020 as on January 31st, 2021 not taken into accounting records
= £3000
(5) Taxation
= Estimated corporation taxes for the period ended December 31st, 2020
= £68000
In the following section, the statement of financial position has been prepared for the organisation Kedison PLC based on its relevant information and trial balance –
Statement of Financial Position prepared for Kedison PLC
As on December 31st, 2021
	Details
	Amount
	Amount

	A. ASSETS
	
	

	(i) Non-Current Assets
	
	

	Plant and Equipment
	£ 632730
	

	Total non-current assets
	
	£ 632730

	(ii) Current Assets
	
	

	Cash in hand and at bank
	£ 12900
	

	Stock in trade 
	£ 330600
	

	Sundry debtors (or trade receivables)
	£ 171105
	

	Total current assets
	
	£ 514605

	Total Assets [(i) + (ii)]
	
	£ 1147335

	B. LIABILITIES & SHAREHOLDERS' FUNDS
	
	

	(i) Non-current liabilities
	
	

	Bank loan
	£ 0
	

	4% Debentures
	£ 100000
	

	Total non-current liability
	
	£ 100000

	(ii) Current Liabilities
	
	

	Deferred tax liability
	£ 68000
	

	Sundry creditors (or trade payables)
	£ 171355
	

	Accrued expenses
	£ 3000
	

	Total current liabilities
	
	£ 242355

	Net Assets
	
	£ 904980

	(iii) Shareholders' funds
	
	

	10% preference shares (@ £1 per share)
	£ 300000
	

	Share capital (@ £1 per share)
	£ 310000
	

	Retained earnings
	£ 194980
	

	Total shareholders' funds
	
	£ 804980

	Total Liabilities and Shareholders' funds [(i) + (ii) + (iii)]
	
	£ 1147335



Workings:
1. Sundry debtors (or trade receivables)
= Sundry debtors as on December 31st, 2020 + Goods sold to a customer not recorded into the accounting records as on December 31st, 2020 payment for which is due on February 28th, 2020
= £170125 + £980
= £171105
2. Accrued expenses
= Commission payable to sales personnel for December 31st, 2020 as on January 31st, 2021 not taken into accounting records 
= £3000
3. Deferred tax liability
= Estimated corporation taxes for the period ended December 31st, 2020
= £68000
As the trial balance prepared within the firm fails to reflect taxation, it can be anticipated that the firm has paid corporate taxes due to the government. As a result, the taxation estimated for Kedison PLC has been taken into consideration as its deferred tax liability.
4. Retained earnings
= Retained earnings as at January 1st, 2020 + Profit After Taxes (PAT) for the year 2020 – Payment of preference dividends – Payment of ordinary dividends
= £132000 + £112980 - £30000 - £20000
= £244980 - £50000
= £194980
b) Why does the statement of financial position balance?
According to accounting-simplified.com (2021), there are two key parts within the statement of financial position. The first part is the assets of an entity while the other part is the liabilities and shareholders’ funds. However, these two parts of an entity’s statement of financial position need to be balanced and they must show equal values. It is necessary for the statement of financial position to be balanced (Nguyen, 2021). The reason behind this is that the value of the assets owned by an entity is funded either by its assets or its liabilities and equity. However, in several cases, there is an existence of differences between the value of an entity’s total assets and the value of its liabilities and shareholders’ funds. These differences point out the existence of a mistake in the financial accounts of the entity or the treatments made by it for the preparation of the financial statement (Tanski-Phillips, 2020).
The statement of financial position, which has been created for Kedison PLC, shows that it is properly balanced. Total value of the assets owned by the entity is balanced with the value of its liabilities and equity. The main reason behind the fact that this financial statement created and presented by the entity is balanced is the utilisation of the principle of double entry bookkeeping. As the entity follows and applies this principle of accounting, there are at least two different entries made for the financial transactions within it. As a result, there is a detailed check maintained over the financial transactions of the entity for ascertaining that all the entries made into its general ledger are accurate and consistent.
Reasons for which the statement of financial position created for Kedison PLC is balanced are several. Firstly, the accounting personnel of the entity did not forget to maintain record of the second half of its financial transactions after they recorded the first half. It is one of the main reasons for which the financial statement of the entity is balanced. Moreover, the figures that have been entered into the ledger accounts of Kedison PLC do not consist of any mistyping. There are also no entries made into any wrong account. Apart from this, no negative entries have been made for positive entries and no positive entries have been made for negative entries. Software rounding mistakes, corruption of accounting data or pulling information from incorrect sources are also not present. Thus, these are the reasons, which are responsible to ensure that the statement of financial position created for Kedison PLC has been balanced properly.

[bookmark: _Toc77234869]Question 2
[bookmark: _Toc77167390](a) Calculation of ratios
One of the primary tools used in the field of accounting for measuring the financial performance of an entity along with its financial position is known as ratios. The financial ratios are fractions or numbers determined from the comparison of two or more numerical figures of an entity by referring to its financial statements (Kariyawasam, 2019). These numbers are helpful for the development of a significant insight about its financial performance. The calculation of the various ratios of an entity is done through the application of various types of formulae (corporatefinanceinstitute.com, 2021). In the table prepared underneath, there is a calculation made of diverse financial ratios of the entity Chocco plc for 2019 and 2020 from the information recorded in its financial statements –
	Ratios
	Formulae
	2019
	2020

	1) Return on capital employed (ROCE)
	Profit (or loss) before interest and taxes / Total asset employed × 100%
	= £699 / £10087 – £3046 × 100
= 699 / 7041 × 100
= 9.927567107
= 9.93%
	= £805 / £9736 – £2511 × 100
= 805 / 7225 × 100
= 11.1418685
= 11.14%

	2) Return on equity (ROE)
	Profit (or loss) after taxes / Ordinary share capital + Total reserves × 100%
	= £366 / £300 + £1071 + £1544 
= £366 / £2915
= 12.56868132
= 12.57%
	= £431 / £300 + £1071 + £1717 × 100
= £431 / £3088 × 100
= 13.9572539
= 13.96%

	3) Earnings per share (EPS)
	Profit (or loss) after taxes / Weighted average outstanding shares
	= £366 million / (£300 million × 0.5 pence)
= £366000000 / 150000000
= 2.44 pence per share
	= £431 million / (£300 million × 0.5 pence)
= £431000000 / 150000000
= 2.87333333
= 2.87 pence per share

	4) Net profit margin
	Profit (or loss) after taxes / Total sales turnover × 100%
	= £366 / £6441 × 100
= 0.056823474 × 100
= 5.682347462
= 5.68%
	= £431 / £6738 × 100
= 0.063965568 × 100
= 6.39655684
= 6.4%

	5) Asset turnover ratio 
	Net sales revenue / Total asset employed
	= £6441 / £10087
= 0.036284326
= 0.036 times
	= £6738 / £9736
= 0.04426869
= 0.044 times

	6) Stock holding days
	Total stock in hand / Cost of Sales × 365 days
	= £659 / £3096 × 365 days
= £659 / 1130040
= 77.69218346
= 77.69 days
	= £708 / £3235 × 365 days
= £708 / 1180775
= 79.8825348
= 79.88 days

	7) Debtors collection period
	Total sundry debtors / Credit sales turnover × 365 days
	= £1287 / £6441 × 365 days
= £1287 / 2350965
= 72.93199814
= 72.93 days
	= £1249 / £6738 × 365 days
= £1249 / 2459370
= 67.65880083
= 67.66 days

	8) Current  ratio
	Total current asset / Total current debts
	= £2355 / £3046
= 0.773145108
= 0.77: 1
	= £2303 / £2511
= 0.91716448
= 0.92: 1

	9) Gearing ratio
	Total debts / Total debts + Total shareholders’ funds × 100%
	= £7175 / £7175 + £2912 × 100
= £7175 / £10087 × 100
= 71.13115892
= 71.13%
	= £6648 / £6648 + £3088 × 100
= £6648 / £9736 × 100
= 68.2826623
= 68.28%

	10) Interest cover 
	Profit (or loss) before interest and taxes / Interest expenses
	= £699 / £181
= 3.861878453
= 3.86
	= £805 / £226
= 3.561946903
= 3.56 


Table 1: Ratio calculation for Chocco plc
(b) Using the information in the financial statements and the ratios you have calculated, comment on the financial performance and position of Chocco plc.
According to Myšková and Hájek (2017), the financial ratios, which are calculated for an entity, act as essential metric for measuring its financial performance in addition to its financial health. Ratios are also beneficial for the derivation of the changes that are occurring in the financial performance and health of an entity throughout a definite period (Tudose et al., 2020). As a result, the financial ratios, which have been computed for Chocco plc, will be acting beneficial for the determination of its financial health as well as its financial performance. The three investment ratios that have been considered for Chocco plc include its return on equity, earnings per share and the return on capital employed. As per the calculations, Chocco plc’s return on capital employed changed from 11.14% to 9.93% between 2019 and 2020. This reflects an increase in this ratio by 12.23% in the two years. Probable causes for this change within the ratio are that the increase of its operating profit is much higher than the increase of the entity’s capital or assets employed.
Chocco plc’s return on equity changed from 12.57% to 13.96% between 2019 and 2020. This reflects an increase in this ratio by 11.05% in the two years. Probable causes for this change within the ratio are the increase in not only the entity’s net profit but the increase in its total equity. Chocco plc’s earnings per share changed from 2.44 pence to 2.87 pence between 2019 and 2020. This reflects an increase in this ratio by 17.76% in the two years. Probable causes for this change within the ratio are that the net profit figure of the entity has increased while its weighted average outstanding shares have remained the same in the two years. No change within its shares outstanding with increase of net profit has led to an increase within the ratio. 
The profitability ratio that has been considered for Chocco plc includes the net profit margin. Chocco plc’s net profit margin changed from 5.68% to 6.40% between 2019 and 2020. This reflects an increase in this ratio by 12.57% in the two years. As a result, an improvement can be identified in this ratio between 2019 and 2020. Probable causes for this change within the ratio include the increase of the sales made by the entity, which has led to the increase of its net profit. Increase in both these values has led to increase in the ratio. However, scope remains for the entity to bring about further improvements in its net profit margin so that a sound financial performance can be attained.
The efficiency ratios that have been considered for Chocco plc include the debtors’ collection period, the asset turnover and the stock holding period. Chocco plc’s debtors’ collection period changed from 72.93 days to 67.66 days between 2019 and 2020. This reflects a decrease in this ratio by 7.23% in the two years. However, the decrease in this ratio is actually an increase of the entity’s debt management efficiency. Probable causes for this change within the ratio are enhancement of the receivables management and collection within the entity along with good management of receivables within it. On the other hand, the entity’s asset turnover changed from 0.036 times to 0.044 times between 2019 and 2020. This reflects an increase in this ratio by 22.01% in the two years. 
Probable causes for this change within the ratio are the decreasing assets of the entity from £10087 million to £9736 million and increase of sales from £6441 million to £6738 million. However, even when an increase is recorded in the ratio, poor asset utilising efficiency still remains in Chocco plc, as the figure is still quite low. Chocco plc’s stock holding period changed from 77.69 days to 79.88 days between 2019 and 2020. This reflects an increase in this ratio by 2.82% in the two years. Probable causes for this change within the ratio are the increase of the cost of goods sold within the entity, and this increase being higher than the increase of inventory value. However, the increase of the stock holding period is a reflection of the decrease of the entity’s inventory management efficiency.
Current ratio is the liquidity ratio, which has been considered for Chocco plc. The entity’s current ratio changed from 0.77 to 0.92 between 2019 and 2020. This reflects an increase in this ratio by 18.63% in the two years. The increase reflects that there has been an improvement in the entity’s liquidity in this period. Probable causes for this change within the current ratio are the decreasing current debts of the entity from £3046 million to £2511 million. This increase, however, does not show a sound liquidity maintained within the entity. It is because even after the increase, the current debts of the entity are higher than its current assets with the ratio being lesser than 1.0.
The financing ratios that have been considered for Chocco plc include the interest cover and the gearing ratio. Chocco plc’s gearing ratio changed from 71.13% to 68.28% between 2019 and 2020. This reflects a decrease in this ratio by 4% in the two years. Probable causes for this change within the gearing ratio are the considerable increase that can be seen within the total equity held within the entity with a considerable decrease of total debts. Increase of equity and decrease of debts have together led to the change that occurred in the ratio. The entity’s interest cover changed from 3.86 to 3.56 between 2019 and 2020. This reflects a decrease in this ratio by 7.77% in the two years. The decrease is a reflection of the entity’s decreasing capacity to pay its finance costs. Probable causes for this change within the interest cover are the increasing interest payable of the entity from £181 million to £226 million. As its interests are increasing, the capacity of meeting them has decreased.
On an overall basis, Chocco plc’s financial performance is good. It is because the profitability ratios of the entity are increasing and the efficiency ratios except for the asset turnover are also good. At the same time, the financial position of the entity is also good. This is because its gearing ratio is decreasing. However, the interest cover of the entity is poor and decreasing as well. As a result, it can be derived that the entity’s financial position and performance are good but certain areas need being improved. Proper strategies and actions are needed being adopted so that Chocco plc’s financial position and performance can be improved further and financial weaknesses or loopholes can be eradicated.
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