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[bookmark: _Toc77028484]Introduction 
The report provides some applications of accounting concepts and ratios. Firstly, it formulates the profit-loss statement and statement of financial position of Kadison Plc for December 2020 with the given information. It also explains their construction. Secondly, it explains why the statement of financial position becomes balance. Thirdly, it calculates some profitability, Liquidity, solvency, and efficiency ratios of Chocco Plc for 2 years using the given financial statements. Finally, based on the calculated financial ratios, it comments on and compares the financial performance and position of the company in 2019 and with that of 2020. 
[bookmark: _Toc77028485]Question 1
[bookmark: _Toc77028486]Construction of Profit-Loss Statement and Statement of Financial Position of Kedison PLC for 2020
Firstly the income statement of the company for the year ended December 2020 is given below:
Kedison PLC
Profit-Loss Statement
For the Year Ended December 2020
[image: ]
Source: Author
Comments: the net sales amount is calculated by adjusting the unrecorded credit sales of £980.0. The unrecorded credit sales were added to the sales amount to determine the net sales of the company in 2020. The cost of goods sold was subtracted from the net sales figure for determining gross profit (Paul, 2020). All operating expenses from administrative, distributive, directors’ remuneration, as they participate in the operation of the company, to unrecorded accrued sales commission were subtracted from gross profit for finding the operating profit of the company in 2020. Workings for the finance expense is given below:
[image: ]
Source: Author
As the company had a £100,000.00 debenture with 4% annual interest, the yearly interest expense is 4% of £100,000.00 which is £4,000.00. but the company only paid £2000.00. so, the rest 2,000 will be added to finance expense as accrued interest. . as the company did not have any interest-bearing investment, there was no finance income of the company in 2020. EPS of the company in 2020 was {(110,980.00-30,000)/310,000} = £0.26 per share. The amount of 30000 was subtracted because it was the preferred share dividend. So, the company generated £110,980.00 net profit after tax for its shareholders and £0.26 Earnings per share for its general shareholders.

Kedison PLC
Statement Of Financial Position 
31 December 2020
[image: ]
Source: Author
Comments: the asset sides of the company were arranged in a descending order based on their liquidity and the debt and Equity section was arranged in ascending order based on their liquidity. The company had an investment in stocks which are long-term investments which is why they were included in fixed asset components. The company had unrecorded credit sales in 2020. So, it will inflate the debtors of the company which is why it was added to Debtors figures (Greybeal, 2020). The summation of total current assets and total fixed assets provided to the total asset of the company on December 31, 2020, which was £1,147,335.00. And, as per the debt is concerned, the tax expense in 2020 is usually paid in the next year which is why it will appear as tax payable in the current liabilities section. Besides, the two unrecorded accrued sales commissions and accrued interest expenses will also appear in the current debt figure. But, the principal amount of the debenture will be a part of the non-current debt as the principal payment will be made after several years (Kimmel, 2020). As it has been instructed by the company to consider preferred shares as part of the Equity of the company, it was included in the equity section. Similarly, the preferred dividend payment was also adjusted to the equity section. Finally, common share dividend and preferred share dividend were subtracted from and net profit in 2020 was added to the beginning balance of retained earnings for determining retained earnings on 31 December 2020. 
[bookmark: _Toc77028487]Reasons behind the balance of the statements of Financial positions 
In the above statement of financial positions of Kedison PLC, the total asset figures eventually became equal to the summation of debts and equity. The reason behind this phenomenon, from an accountancy perspective, is the usage of the double-entry book-keeping system in the formulation of journals, ledgers, and statements of financial positions using those balances from the ledgers (Bell, 2020). In other words, every transaction is recorded in at least two separate accounts ensuring the equation, Asset= Liabilities + Owners’ Equity, never violates. For example, unrecorded credit sales of 980.00 of Kedison PLC were adjusted to two accounts – sales and Debtors. The addition of the unrecorded credit sales raised profit which is a part of Owners’ equity by 980.00. at the same time, it also raised the debtors which is a part of the Assets of the company by 980.00. Consequently, the adjustment ensured assets equates to the summation of liabilities and Equity. This is why the statement of financial position became balanced.
From the perspective of Finance, the reason behind this was that a company can raise its asset base from only 3 main sources – one through raising debts or liabilities, through the issuance of new shares, and through retaining profit generated by the company (Borris, 2020). Now, the last two sources – issuance of shares and retaining profit – are part of a company’s equity because the owners’ have the right over the retained profit and issued shares. Consequently, the asset will always become equal to liabilities and owners’ equity.
[bookmark: _Toc77028488]Question 2
[bookmark: _Toc77028489]Calculation Of Financial Ratios of Chocco plc using its December 2020’s Financial Statement 
Return On Capital Employed (ROCE)
This ratio finds out the rate of return generated by a company for its long-term debtholders and shareholders. The higher the ROCE of a company, the higher the effectiveness and efficiency of a company in generating ample return for its long-term investors (Barnes, 2019).
The ratio is calculated through the division of Earning before interest and tax (EBIT) by the capital employed by the company. The amount of capital employed by Chocco Plc in 2020 is calculated by subtracting short-term liabilities from total assets. And, the company’s EBIT is calculated by adding/subtracting the profit/loss on the sale of assets with/from Operating profit.
EBIT of Chocco plc in 2019 = 699.0 - 5.0
                                               = £694.0
EBIT of Chocco plc in 2020 = 805.0 + 19.0
                                              = £824.0
Capital Employed of Chocco plc in  2019 = 10,087.0 – 3,046.0
                                                                   = £7,041.0
Capital Employed of Chocco plc in 2020 = 9,736.0 – 2,511.0
                                                                  = £7,225.0
Return On Capital Employed of Chocco plc in 2019 = (694.0/7,041.0)
                                                                                    = 0.0986 or 9.86%
So, the company generated £9.86 return for every £100 capital employed by its investors in 2019.
Return On Capital Employed of Chocco plc in 2020 = (824.0/7,225.0)
                                                                                     = 0.1140 or 11.40%
So, the company generated £11.40 return for every £100 capital employed by its investors in 2020.

Return On Equity (ROE)
This a profitability ratio that finds out the return generated by a company during a particular period for its shareholders. Along with current shareholders, future investors also use this ratio for determining the return generating capacity of a company for its equity holders.
The ratio is calculated through the division of net profit after tax by the average equity of a company during a particular period (Anthony, 2019). 
Return on Equity of Chocco plc in 2019 = 366.0/2,912.0
                                                                  = 0.1257 or 12.57%
So, the company generated a £12.57 return for every equity holder holding £100 equity of the company during 2019.
Return on Equity of Chocco plc in 2020 = 431.0/3,088.0
                                                                  = 0.1396 or 13.96%
So, the company generated a £13.96 return for every equity holder holding £100 equity of the company during 2020.
Earnings Per Share (EPS)
This ratio is one of the most popular profitability ratios which indicates the per-share profit generated by a company during a particular period for its general shareholders (Franklin, 2020). The higher the EPS of a company, the more it can generate earnings for its general shareholders.
EPS is usually calculated by subtracting preferred share dividend from net profit after tax and then dividing the resultant by the weighted average number of shares held by general shareholders during a period (David, 2020).
Here, as Chocco Plc did not issue any preferred shares in 2019 and 2020, the net profit after tax was divided by the number of ordinary shares for finding the EPS of the company during these periods.
Face value per share of Chocco plc in 2019 and 2020= £0.50
Number of shares of Chocco plc in 2019 and 2020 = £300.0/£0.50
                                                                                 = 600.0 unit of shares
Earnings per shares of Chocco plc in 2019 = £366.0/600..0
                                                                   = £0.61 or 61 pence
So, the company generated £0.61 or 61 pence earnings per ordinary shares in 2019.
Earnings per shares of the company in 2020 = £431.0/600..0
                                                                     = £0.72 or 72 pence
So, the company generated £0.72 or 72 pence earnings per ordinary shares in 2019.
Net Profit Margin (NPM)
This is another profitability ratio that determines the amount of revenue of a company that ultimately culminates into net profit during a particular period. This ratio does not only help in assessing revenue-generating capacity but also assists in assessing the cost-controlling ability of the company (Kieso, 2020).
The ratio for the company is calculated through the division of net profit after tax by net revenue.
Net profit margin of the company in 2019 = (366.0/6,441.0)*100
                                                                    = 5.68%.
So, the company was able to convert £5.68, of every £100 net revenue generated by the company in 2019, into net profit after tax.
Net profit margin of the company in 2020 = (431.0/6,738.0)*100
                                                                    = 6.40%
So, the company was able to convert £6.40, of every £100 net revenue generated by the company in 2020, into net profit after tax.
Asset Turnover 
This ratio is used for assessing the efficiency of a company in terms of using its assets. This ratio indicates the number of sales generated by a company during a period by using every unit asset (Korcan, 2020). The higher the ratio, the higher the efficiency of the company in terms of using the asset.
It is calculated by dividing net sales by total assets during a period.
Asset Turnover of the company in 2019 = 6,441.0/10,087.0
                                                                = 0.64 times
So, the company was able to generate £0.64 in sales through the usage of £1 assets during 2019.
Asset Turnover of the company in 2020 = 6,738.0/9,736.0
                                                                = 0.69 times
So, the company was able to generate £0.69 in sales through the usage of £1 assets during 2020.
Stock Holding Days 
This is also another efficiency measuring ratio indicating the period (days) on average a company holds its inventory during a particular period. The lower the stock holding days, the higher the efficiency of the company in terms of converting its inventory into sales.
The average inventory of the company is divided by the cost of goods sales and the resultant is multiplied by 365 for calculating the stock holding period (Donald, 2020).
Stock Holding Days of the company in 2019 = (659.0/3,096.0)*365
                                                                         = 77.69 days
So, on average, Chocco PLC took 77.69 days for converting its inventory into sales during 2019.
Stock Holding Days of the company in 2020 = (708.0/3,235.0)*365
                                                                         = 77.88 days
So, on average, Chocco PLC took 77.88 days for converting its inventory into sales during 2020.
Debtors Collection Period (Days)
This ratio measures a company’s ability to collect its accounts receivables or trade receivables. In other words, the ratio indicates the number of days a company takes for converting its account receivables or trade receivables into cash or cash equivalents (Dechow, 2020). The lower the debtors' collection period, the higher the efficiency of the company in terms of collecting trade receivables.
The division, of average trade receivables by net sales, is multiplied by 365 for finding the debtors' collection period. 
Debtors Collection Period of the company in 2019 = (1,287.0/6,441.0)*365
                                                                                  = 72.93 days.
So, the company needed on average 72.93 days to collect dues from its debtors during 2019.
Debtors Collection Period of the company in 2020 = (1,249.0/6,738.0)*365
                                                                                  = 67.66 days
So, the company needed on average 67.66 days to collect dues from its debtors during 2020.
Current Ratio
This ratio is used for assessing the liquidity position of a company during a period. It indicates the ability of a company to repay its debts as they mature (Yuan, 2020). The higher the current ratio of a company, the higher the ability of the company to pay its maturing obligations.
The total short-term asset is divided by total current debt for calculating the ratio. 
Current Ratio of the company in 2019 = 2,355.0/3,046.0
                                                              = 0.77.
So, the company had £0.77 current assets for every £1 short-term liabilities in 2019.
Current Ratio of the company in 2020 = 2,303.0/2,511.0
                                                              = 0.92
So, the company had £0.92 current assets for every £1 short-term liabilities in 2020.
Gearing Ratio
This ratio measures the solvency of a company. it measures the reliance of a company on debt for financing its assets (Erkki, 2018).
It can be calculated in various ways. But here total debt is divided by total equity for its calculation.
Gearing Ratio of the company in 2019 = 7,175.0/2,912.0
                                                              = 2.46.
This indicates that the company raised £2.46 debt against every £1 equity in 2019.
Gearing Ratio of the company in 2020 = 6,648.0/3,088.0
                                                              = 2.15
This indicates that the company raised £2.15 in debt against every £1 equity in 2020.
Interest Coverage Ratio
This ratio assesses the ability of a company to pay its interest with its income. Higher the interest coverage ratio, the higher the ability of the company to pay its interest expense.
Earnings before interest and tax are divided by interest payable for finding the interest coverage ratio of the company during the period (Laitenen, 2018).
EBIT of Chocco plc in 2019 = 699.0 - 5.0
                                               = £694.0
EBIT of Chocco plc in 2020 = 805.0 + 19.0
                                              = £824.0
Interest Coverage Ratio of the company in 2019 = 694.0/181.0
                                                                              = 3.83 times 
So, the company could pay its interest payables 3.83 times with its available earnings in 2019.
Interest Coverage Ratio of the company in 2020 = 824.0/226.0
                                                                              = 3.65 times 
So, the company could pay its interest payables 3.65 times with its available earnings in 2020.

[bookmark: _Toc77028490]Assessment of financial performance and position of Chocco Plc in 2019 and 2020 based on the calculated financial ratios
Table Name: Summary of financial ratios’ results of Chocco Plc in 2019 and 2020
[image: ]
Source: Author
First, comes profitability. The company could raise its profitability from 2019 to 2020 substantiated by the results of each of its profitability ratios. The reason behind the higher profitability from 2019 to 2020 was not only from the growth of sales, which was nearly 4.61% but also better management of its costs. For example, the company’s operating expense as a percentage of sales was around 41.08%. but it could lower its operating expense as a percentage of revenue by 1% which contributed towards higher profitability. Also, return for equity holders was also buoyed by decreased reliance of the company on debts.
As per efficiency is concerned, the company needs to utilize its asset more efficiently, as its asset turnover ratio was below 1 despite growth in 2020 compared to 2019. It means it needs to allocate its resources efficiently to generate higher sales from the usages of its assets (Roberts, 2020). The company deteriorated in its ability to manage its inventory and convert them into sales, as its stock holding period grew in 2020 compared to 2019. It means it needs to analyze its products’ demand more thoroughly so that it can forecast the inventory demand efficiently and effectively so that it can reduce its inventory holding costs which are expected to improve its stock handling skill (Patterson, 2020). And, as per collecting dues from its receivables is concerned, it was able to improve its receivable collection efficiency. Because in 2019, it took on average 72.93 days to collect its receivables. But in 2020, it could reduce the time to 67.66 days. This also substantiates its better sales term setting policy.
Also, the company was able to improve its liquidity position by lowering its reliance on short-term liabilities, as its current ratio rose to 0.92 from 0.77 in 2020. This indicates that the company can pay 92% of its current debts with current assets. this higher liquidity position will allow the company to raise future debts at lower interest rates and will allow it to undertake more profitable and risky projects (Williams, 2020).
Finally, the company overall lowered its reliance on debts, as it had £2.15 debt in 2020 compared to £2.46 in 2019 for every £1 equity. This was due to lower reliance on short-term debts. This condition will allow the company to raise additional funds, either equity or debt, at lower costs (Johnson, 2020). Because this has reduced the company’s default and credit risk which will provide the management and the owners to undertake more profitable projects.
In short, the company was able to improve its profitability, lower its reliance on debt, improve its liquidity position, improve its efficiency in receivable collection and asset utilization in 2020 compared to 2019. But its performance in the management of inventory deteriorated in 2020 compared to 2019.
[bookmark: _Toc77028491]Conclusions  
The main reason behind the balance of statement of financial position is the usage of a double-entry book-keeping system in preparing the statement. Kedison PLC generated £110,980.00 Profit after tax for its shareholders during 2020 and its asset base was £1,147,335.00 on 31st December 2020. Chocco Plc improved its profitability, asset utilization capacity, receivable collection capability, and its liquidity position in 2020 compared to 2019. But it must improve its stock management capability and must be more prudent in resource allocation.
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Ratio Types  Ratio Names 2019 2020

ROCE 9.86% 11.40%

ROE 12.57% 13.96%

EPS 0.61      0.72       

NPM 5.68% 6.40%

Asset Turnover (Times) 0.64      0.69       

Stock Holding days  77.69    79.88     

Debtors Collection Period (Days) 72.93    67.66     

Liquidity  Current Ratio 0.77      0.92       

Gearing Ratios  2.46      2.15       

Interest Coverage Ratio (Times) 3.83      3.65       

Profitability 

Efficiency

Solvency or Leverage Ratio
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Particulars  Amount (£) Amount (£)

Sales  826,650.00                

Plus: Unrecorded Credit Sales  980.00                       

Net Sales  827,630.00                

Less: Cost Of Goods Sold 578,650.00                

Gross Profit  248,980.00                

Less: Operating Expense

Administrative expenses 30,000.00                  

Directors remuneration 5,000.00                    

Distribution costs 28,000.00                  

Unrecorded Accrued sales commission 3,000.00                    

Total Operating Expense  66,000.00                  

Operating Profit 182,980.00                

Less: Finance Cost (paid plus accrued) 4,000.00                    

Plus: Finance Income  -                             

Profit Before Tax 178,980.00                

Less: Tax expense  68,000.00                  

Profit After Tax 110,980.00                

EPS 0.26                           
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Table Name: Working for Finance Cost 

Items  Amount (£)

Interest paid  2000

Accrued Interest Expense (£4,000-£2,000) 2000

Total Interest Expense (£100,000*4%) 4000
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Particulars  Amount (£) Amount (£) Amount (£)

Assets

Fixed Assets

Plant and equipment 632,730.00                

Investment In stock 330,600.00                

Total Fixed Asset 963,330.00     

Current Assets

Debtors 170,125.00                

Plus: Unrecorded Credit sales  980.00                       

171,105.00                

Cash and bank 12,900.00                  

Total Current Asset 184,005.00     

Total Asset 1,147,335.00  

Equity and Liabilities 

Current Liabilities 

Trade creditors 171,355.00                

Accrued Interest Expense  2,000.00                    

Accrued Sales Commision 3,000.00                    

Tax payable  68,000.00                  

Total Current Liabilities  244,355.00     

Non-Current Liabilities

4% Debentures 100,000.00     

Total Liabilities  344,355.00     

Equity 

£1 ordinary shares 310,000.00                

10% £1 preference shares 300,000.00                

Retained Earnings 

Beginning Retained Earnings  132,000.00                

Less: Ordinary share Dividend Paid  20,000.00                  

Less: Preferred share Dividend Paid  30,000.00                  

Plus: Profit After Tax for the ended Dec 2020 110,980.00                

Net Retained Earnings  192,980.00                

Total Equity 802,980.00     

Total Equity and Liabilities  1,147,335.00  


