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QUESTION 1: KEDISON PLC
a. Below is the Profit and Loss statement for the year ended 31st December 2020 for Kedison PLC and the statement of financial position as at that date.


	Profit & Loss Statement for the Period Ended 

	31-Dec-20

	
	£
	£

	Sales
	
	             826,650 

	Less: Cost of Sales
	
	             578,650 

	Gross Profit
	
	             248,000 

	
	
	

	Less: Expenses
	
	

	Salesmen commission 
	                   3,000 
	

	Distribution costs
	                 28,000 
	

	Administrative expenses
	                 30,000 
	                61,000 

	Operating Profit
	 
	             187,000 

	
	
	

	Ordinary dividend paid
	                 20,000 
	

	Interest paid
	                   2,000 
	

	Directors’ remuneration
	                   5,000 
	

	Preference dividend paid
	                 30,000 
	                57,000 

	Profit before taxation
	
	             130,000 

	
	 
	

	Corporation tax 
	
	                68,000 

	Net Profit
	
	                62,000 


	Statement of Financial Position as at

	31-Dec-20

	
	£
	£
	£

	 FIXED ASSETS 
	
	
	

	 Plant and equipment 
	
	
	               632,730 

	 Total Fixed Assets 
	
	
	               632,730 

	
	
	
	

	 CURRENT ASSETS 
	
	
	

	 Closing Stock 
	
	             330,600 
	

	 Debtors 
	
	             170,125 
	

	 Cash and bank 
	
	                12,900 
	               513,625 

	 Total Assets 
	
	
	           1,146,355 

	
	
	
	

	 CURRENT LIABILITIES 
	
	
	

	 Trade creditors 
	
	             171,355 
	

	 Tax liability 
	
	                68,000 
	

	 Commission Owed 
	
	                  3,000 
	-  242,355 

	
	
	
	

	 LONG-TERM LIABILITIES 
	
	
	

	 4% Debentures 
	
	
	           -    100,000 

	 Net Assets 
	
	
	               804,000 

	
	
	
	

	
	
	
	

	 OWNER'S EQUITY 
	
	
	

	 £1 ordinary shares 
	
	
	               310,000 

	 10% £1 preference shares 
	
	               300,000 

	 Retained profits 
	
	
	               194,000 

	 Total Owner's Equity 
	
	
	               804,000 


b. The statement of financial position, also known as the balance sheet, shows the financial position of the company at a specified point in time (McLaney, 2017). Specifically, the statement shows how the wealth of the business is held and how much of this wealth can be claimed by others outside of the company (McLaney, 2017). The statement of financial position always balances because it is based on the accounting equation in which Assets = Liabilities + Equity (or Assets + Liabilities = Equity) (Atrill and McLaney, 2017). This shows that the statement of financial position sets out the company’s assets on one side and then claims against the business (by debtors and investors/owners) on the other side. It always balances because any changes that take place in the company’s assets or the claims against the business will always be compensated by changes in other parts of the statement that makes sure that it always ‘balances’ (Atkinson et al., 2011). Another reason the statement always balances is that the Equity in the statement is seen as the residual difference after assets and liabilities have been accounted for and again. This means that the balancing is taken for granted and the figure for Equity would be what it takes to balance the statement (Elliot and Elliot, 2017).
QUESTION 2: CHOCCO PLC
a. The ratios for Chocco plc for 2020 and 2019 (showing the formulas and workings) are presented in the table below. For consistency, all formulas are taken from McLaney (2017) and Atrill and McLaney (2017).

	Ratios
	2020
	2019

	ROCE (Operating profit/Share capital + reserves + non-current liabilities x 100%)
	11.096%

(805/3088 + 4137 x 100)
	9.928%

(699/2912 + 4129 x 100)

	ROE (Profit for the year/Share capital + reserves x 100%)
	10.42%
(431/3088 + 4137 x 100)
	8.86%

(366/2912 + 4129 x 100)

	EPS (Profit for the year/Number of ordinary shares)
	£0.718

(431/600)
	£0.61

(366/600)

	Net profit margin (Net profits/Sales x 100)
	6.40%

(431/6738 x 100)
	5.68%

(366/6441 x 100)

	Asset turnover (Sales revenue/Share capital + reserves + non-current liabilities)
	0.93 times 

(6738/3088 + 4137)
	0.91 times 

(6441/2912 + 4129)

	Stock holding days (Inventories/Cost of sales x 365 days)
	79.88 days

(708/3,235 x 354)
	77.69 days 

(659/3,096 x 365)

	Debtors’ collection period (Debtors/sales x 365)
	65.7 days

(1,249/6,738 x 365)
	72.9 days

(1,287/6,441 x 365)

	Current ratio (Current assets/current liabilities)
	0.917 times

(2,303/2,511)
	0.77 times

(2,355/3,046)

	Gearing ratio (non-current liabilities/Share capital + reserves + non-current liabilities)
	0.57: 1

(4137/3088 + 4137)
	0.59: 1 

(4129/2912 + 4129)

	Interest cover ratio (Operating profit/Interest payable)
	3.56 times

(805/226)
	3.86 times
(699/181)


b. This section is a discussion of Chocco plc’s financial performance and position over the two years examined using ratio analysis of its financial statements, which can provide useful historical information on company’s profitability, solvency, efficiency, and risk (Watson and Head, 2019).

First, there has been an improvement of the company’s liquidity as measured by the current ratio, which increased from 0.77 times to 0.92 times between 2019 and 2020. This means that Chocco plc’s can cover its 92% of current liabilities with its current asset in 2020, while in 2019 it only had 77% of its current liabilities in current assets in 2019. This was a result of an increase in cash, inventory, and trade receivables, although investment decreased. Additionally, total liability decreased by 17.56% and together these changes led to an improvement in the ratio. However, this ratio can still be seen as poor because the ‘ideal’ ratio is believed to be 2:1 (Atrill and McLaney, 2017). At least this is needed for a manufacturing company since it has inventories for a longer period, and these are then sold on credit terms (Melville, 2017).

Second, the efficiency ratios indicated some improvement: (1) asset turnover remained basically the same (0.91 times in 2019 and 0.93 times in 2020) and (2) the debtor collection period decreased from 72.9 days to 65.7 days between 2019 and 2020, which indicates a 14% decrease in the time taken to collect debts but (3) stock holding days increased from 77.7 days to 79.9 days between 2019 and 2020, which indicates a 2.8% increase in the time taken to turn stock over. The company needs to ensure its inventory is as low as possible but still enough to satisfy customer demand and so the stock holding days must be monitored (Elliot and Elliot, 2017).

Third, profitability also improved as shown by the (1) increased net profit margin from 5.7% to 6.4% and (2) increase in the ROCE from 9.9% to 11.1%. Chocco plc has increased revenue by 4.6% but also had a 4.49% increase in cost of sales and 3.2% increase in expenses and this was the reason that there was only a marginal increase in the net profit margin (Crosson and Needles, 2014). Nonetheless, the overall performance of the company has improved more significantly as shown by the 1.2% increase in ROCE, which is the summary profitability ratio for organisations (Nissim and Penman, 2001).
Finally, investment ratios showed mixed results. The (1) ROE increased by 1.6% from 2019 to 2020 and (2) EPS increased by 11p, showing that more profit was earned by each ordinary share in issue over this period (Melville, 2017). However, as it relates to risk, (1) the capital gearing ratio decreased marginally (0.59:1 in 2019 and 0.57:1 times in 2020) and (2) interest cover decreased, going from 3.86 times to 3.56 times as operating profit only increased by 15.2 % while interest payable increased by 24.9%. Together, this indicates that profitability from equity has increased but reliance on debt has also increased, as capital gearing ratio over 50% is seen as high (Melville, 2017). This makes the company a high-risk investment for the ordinary shareholder (Elliot and Elliot, 2017).

Overall, the organisation appears to be in a solid financial position although there are some areas that need to be monitored to ensure that its performance improves. Liquidity has improved but the current ratio is still significantly below the recommended level for a manufacturing company and therefore this is an area that needs to be addressed. Efficiency ratios have also largely improved as the company has reduced the amount of time taken to collect debts, which is good, and this is likely to be an important reason for the improvement in liquidity (Bhimani et al., 2015). Asset turnover has remained stagnant and stock holding days has increased, which are issues to watch as this indicates a reduction in company efficiency.

Still, profitability has improved, with ROCE increasing by over a percentage point linked to an increased profit margin and more efficient use of equity funding. However, the level of the company’s gearing is concerning since the company is highly geared and this puts equity shareholders at risk of not receiving dividends since the company must pay interest and preference shares before it can pay ordinary shareholders (Elliot and Elliot, 2017). Additionally, having a highly geared company puts the company at risk of running into financial trouble if it cannot get more loans or cannot service its loans (Crosson and Needles, 2014). There is an indication that the company may run into some issues in this area if it is not careful since the interest cover has decreased. However, as noted, liquidity and profitability have improved for the company and so this positive indication must be taken into consideration to give a nuanced view of Chocco plc’s financial performance and position over the two years examined.
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