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[bookmark: _Toc79342533]Introduction
Financial statements of a company provide information about the company to different types of users for decision-making. The statements are prepared considering the needs of all types of users. Financial statements of a company works as a prime decision inputs for the companies. Beside the financial statements, different tools and techniques for analyzing the statemetns also contribute in the decision making process.  In this task, the financial statements will be prepared based on given data and the common techniques to analyze them will be applied.
[bookmark: _Toc79342534]Question 1
(a) [bookmark: _Toc79342535]Calculation of Profit and loss statement and statement of financial position
Kedison Plc.
Profit and loss statement
For the year ended 31st Dec 2020
	Particulars
	Amount (£)
	Amount (£)

	Sales -W1
	
	827,630

	Cost of Sales
	
	(578,650)

	Gross Profit
	
	248,980

	Operating Expenses
	
	

	Administrative Expenses- W2
	33,000
	

	Directors Remuneration
	5,000
	

	Distribution Costs
	28,000
	(66,000)

	Total operating Income
	
	182,980

	Interest Expense W-3
	
	(4,000)

	Income before tax
	
	178,980

	Taxation
	
	(68,000)

	Net Income
	
	110,980



*The assumption was made that unrecorded sales of £980 were recorded in ‘stock’ and ‘cost of sales ledger


Working 1
Sales as per ledger		826650
Adjustments- not recorded	980
Total				827630
Working 2
Administrative expense as per Ledger	30,000
Adjustments – Commission paid		3,000
Total 					33,000
Workings 3
Total interest= (100,000*4%) =4000
Interest paid= 2000
Interest payable= (4000-2000)


Kedison Plc.
Statement of Financial Position
As of 31st Dec 2020
	Particulars
	Amount (£)
	Amount (£)

	Non-Current Asset
	
	

	Plant and equipment
	
	632,730

	Current Asset
	
	

	Stock at Hand
	330,600
	

	Debtors -W4
	171,105
	

	Cash at Bank
	12,900
	514,605

	Total Assets
	
	1,147,335

	Current Liabilities
	
	

	Creditors
	171,355
	

	Deferred Tax
	68,000
	

	Commission Payable
	3,000
	

	Interest Payables
	2,000
	(244,355)

	Non-Current Liabilities
	
	

	Debentures
	
	(100,000)

	Net Assets
	
	802,980

	Equity
	
	

	Ordinary Shares
	310,000
	

	Preference Shares
	300,000
	

	Retained Earnings- W5
	192,980
	

	Total Equity
	
	802,980





Workings 4
Debtors as per Ledger	170,125
Adjustment		890
Total			171,105
Workings 5
Retained Earnings- Beginning	132,000
Net Income			110,000
Preference Dividend paid	30,000
Ordinary Dividend paid		20,000
Retained Earnings- Ending	192,980
(b) [bookmark: _Toc79342536]The Reason of Why Does Financial Position Balance
The financial position provides a snapshot of the company’s assets, liabilities, and equity at a certain point of time. It provides information about what will be the worth of the company at this time if the company is sold. The financial statement is presented in two segments (Larson, Wild and Chiappetta, 2002). The first segment presents information about all assets of the company. The second segment tells how much of the total assets are held by the investors and how much is held by the creditors. It is also termed as a ‘Balance sheet’. The reason why the two segments balance is as follows.
Fundamental Accounting Equation: The fundamental accounting equation tells that the assets of the company must be equal to its liability and owner’s equity. If a business does not borrow externally its assets must be equal to its owners’ equity. Alternatively, if the business is started only with loans from others, then the total assets will be equal to total liability (Turtle and Wang, 2017). No matter how the assets, liabilities, or equity is classified or presented, the two segments of the financial statements must balance. The accounting equation can be stated as,
Total Assets= Liabilities+ Owners’ equity
As the three things of the equations are the elements of financial position, it can easily be understood why the financial position must balance.
Double Entry Recording System: The balance of the accounts of the financial position at the start of the business can easily be identified. Hence, it is easy to confirm the equation. After the start of the operation, the business engages in many complex transactions when balancing the financial position becomes difficult (Larson, Wild, and Chiappetta, 2002). The double entry recording system eliminates the difficulty where for a debit entry, there is at least one credit entry or vice-versa. Two additional accounts ‘Revenue’ and ‘Expenses’ are recognized after the start of operation and the net of these two accounts is adjusted to the equity section of the financial position. Therefore, the financial position always balances.
[bookmark: _Toc79342537]Question 2
(a) [bookmark: _Toc79342538]Calculation of ratios
1. Return on Capital Employed



For 2019: (720/7041) 	=0.102
For 2020: (846/7225) 	=0.117

*EBIT= Net income+ Tax+ Interest
EBIT 2019: 366+173+181= 720
EBIT 2020: 431+189+226= 846

*Capital Employed= Long term debt+ Equity
Capital Employed 2019: 3129+2912= 7041
Capital Employed 2020: 4137+ 3088= 7225

2. Return on Equity


	For 2019: (366/2912) 	=0.126
	For 2020: (431/3088)	=0.140

3. Earnings per share



	For 2019: (366-0)/600 	=0.610
	For 2020: (431-0)/600	=0.718

4. Net profit margin
 

	For 2019: (366/	6441) *100	=5.68%
	For 2020: (431/6738) *100	=6.40%

5. Asset Turnover
 

	For 2019: (6441/10087) 	=0.632
	For 2020: (6738/9736)		=0.698

6. Stock Holding Days
 
	For 2019: ((659/(3096/365)) 	=77.69 days
	For 2020: ((708/(3235/365)0 	=79.88 days

7. Debtors Collection period
 

	For 2019: ((1287/(6441/365)) 	=72.93  days
	For 2020: ((1249/(6738/365))	=67.66 days

8. Current Ratio
 

	For 2019: (2355/ 3046) 	=0.773
	For 2020: (2303/ 2511) 	=0.917

9. Gearing Ratio
 

	For 2019: ((4129/ (4129+2912)) 	=0.586
	For 2020: ((4137/ (4137+3088))	=0.572

10. Interest Coverage Ratio
 

	For 2019: (720/181)	=3.978
	For 2020: (846/226)	=3.743

Note: Though in some formulas, the term ‘average’ is used, the average value was not taken as the data is available only for two years. It has been done to ensure the consistency and comparability between two years. Besides, different analysts may use the same formula differently. For example, the gearing ratio can also be calculated dividing long term debt by equity.
(b) [bookmark: _Toc79342539]Comments Based on financial Statements and the Ratios Calculated
Financial statements of the Chocco Plc provide valuable information about the performance of the company over the two years period. The financial statements of given two years can be compared to see whether the company is performing better or not. From the financial statements, we can see that the profit has increased in 2020 from £366m to £431m. Though the total assets have decreased in 2020, shareholders equity has increased from £2912m to £3088m in 2020. The decrease in total assets is due to a reduction in current liabilities. It seems that the performance in 2020 is better than in 2019. If we look at the another side of the statements, we can observe that the small change in revenue has leaded to huge change in profit for this company. Financial position shows that fixed asstes of the company is almost three times larger than its current assets. The company is somewhat riskier as the slight decrease in revenue will lead to significant decrease in profit. Financial statements sometimes fail to tell the whole story about the company as the managers are tempted to manipulate it. Different ratios provide additional information in this case. Now, it should be looked at on financial ratios for further assessment.
For a better look, the ratios calculated above can be presented in the following table.
	Ratios
	2019
	2020

	Return on Capital Employed
	10.23%
	11.71%

	Return on Equity
	12.57%
	13.96%

	Earnings Per Share
	0.61
	0.718

	Net Profit Margin
	5.68
	6.39%

	Asset Turnover
	0.639
	0.692

	Stock Holding Days
	77.69
	79.88

	Debtors Collection Period
	72.93
	67.66

	Current Ratio
	0.773
	0.917

	Gearing Ratio
	0.586
	0.572

	Interest Coverage ratio
	3.98
	3.74



From the table above, It can be observed that ROCE and ROE both have increased in 2020 and the return is above 10% for both years indicating good performance in both years. ROCE tells about how much the company is earnig for its investors and creditors and ROE indicates the margin earned on shareholers’ equity. The earning per share and profit margin also showed an increasing trend. As the number of outstanding shares did not change during the period, the increase in EPS is genuine. The increase in profit margin from 5.68% to 6.98% means that the company is more efficiently converting its sales to net income. The increase in asset turnover indicating that Chocco plc is more efficiently utilizing its assets to generate revenue. The company has become slightly inefficient in inventory management in 2020. Tha average stock holding days has increased from 77.69 days to 79.88 days. Though the average stock holding days increased by 2 days in 2020, it is not a matter of major concern. The company has been able to reduce the cash collection period significantly. The debtors are collected on average 5 days before in 2020 than in 2019. The increase in the current ratio indicates that the company is now more able to pay its current debtors. Though the current ratio increased in 2020 comparing to 2019, it is still below 1, which indicates some risk regarding liquidity. The gearing ratio remains almost similar to the previous year just a slight decrease from 0.586 to 0.572. The gearing ratio above 0.5 indicates that the company has more liability than its equity. The company is somewhat risky as its operation mostly depends on external debts. Though the net income of 2020 has increased, the interest-paying capacity has slightly decreased from 3.98 to 3.74. Overall, the company’s performance in both years looks pretty good and it has increased in 2020.
[bookmark: _Toc79342540]Conclusion
This task relates to the preparation of financial statements and the analysis of them using different formulas and techniques. In the first part of this task, the statement of financial performance and the statement of financial position have been prepared based on given data along with supporting calculations. In the second part, different ratios were calculated to comment on the performance of the company.
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