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[bookmark: _Toc76592926]QUESTION 1: KEDISON PLC
[bookmark: _Toc76592927]A) PREPARATION OF FINANCIAL STATEMENTS FOR KEDISON PLC 
Profit and loss statement of Kedison plc for the year ended 31st December 2020
	Particulars
	(£ )

	Sales
	827,630

	(-) Cost of sales
	(578,650)

	Gross Profit
	248,980

	(-) Administrative expenses
	(30,000)

	(-) Interest paid
	(2,000)

	(-) Directors remuneration
	(5,000)

	(-) Distribution costs
	(28,000)

	(-) Outstanding salesmen’s commission
	(3,000)

	Profit before taxation
	180,980

	(-) Corporation tax
	(68,000)

	Profit after taxation
	112,980

	(-) Ordinary dividend
	(20,000)

	(-) Preference dividend
	(30,000)

	Net profit for the year
	62,980





Statement of financial position of Kedison plc as on 31st December 2020
	Particulars
	(£ )

	Assets
	

	Non-Current Assets:
	

	Plant and equipment
	632,730

	Total Non-current assets
	632,730

	Current Assets:
	

	Stock
	330,600

	Debtors
	171,105

	Cash and bank
	12,900

	Total Current assets
	514,605

	Total Assets
	1,147,335

	Equity and Liabilities
	

	Liabilities
	

	Long-Term Liabilities:
	

	4% Debentures
	100,000

	Total Long-term liabilities
	100,000

	Current Liabilities:
	

	Trade creditors
	171,355

	Outstanding salesmen's commission
	3,000

	tax payable
	68,000

	Total Current liabilities
	242,355

	Equity
	

	£1 ordinary shares
	310,000

	10% £1 preference shares
	300,000

	Retained profits at 1st January 2020
	132,000

	Profit for 2020
	62,980

	Total Equity
	804,980

	Total Equity and Liabilities
	1,147,335




[bookmark: _Toc76592928]B) WHY DOES THE STATEMENT OF FINANCIAL POSITION BALANCE?
The balance sheet is a significant financial statement that is prepared to depict the financial position of a business on a particular date. A balance sheet is considered to be accurately prepared when the assets side of the said financial statement matches with the other side comprising of equity and liabilities. Assets are the economic resources that are held by a business to be employed for generating benefits in the path of its operations. They can be current like inventories, cash and cash equivalents, etc. or non-current like plant and equipment, building, etc. (Cunningham et al., 2020). On the other hand, liabilities are the economic obligations that are faced by a business while functioning and are required to be attended to and met satisfactorily to keep the business running. They also can be of two types, i.e. short-term like creditors, bank overdraft, etc. and long-term like debentures, bank loans, etc. (Cunningham et al., 2020). Along with liabilities, equity is also mentioned on the same side of the balance sheet. Equity reflects the capital invested in the business by its owners in the form of share capital, retained earnings, etc. (Cunningham et al., 2020). 
[image: ]
Figure: Components of balance sheet
Source: Cunningham et al., 2020.
All the assets constitute one side of the balance sheet while the other side comprises liabilities and equity. There is significantly remarkable metrics that both the sides of the balance match with each other when done and then reflect the financial position of the business. The main reason behind this attribute of the balance sheet is the use of a double-entry system of booking. Under this system, two effects of every transaction are made, i.e. debit and credit. Bookkeeping generates the primary sources of data for accounting and starts giving double effects in respect of every transaction from the beginning itself (Renes, 2020). It can be understood from the example that a credit purchase of furniture made by the business is recorded as the increase of asset as well as creditor. In such a transaction, furniture is debited and the creditor for furniture is credited with the same amount. The entry passes from the ledger and trial balance with the same amount and reaches the balance sheet, balancing either side. The liability side contains creditors for furniture and the asset side contains furniture. In this way, the balance of every transaction is maintained. 
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[bookmark: _Toc76592930]A) COMPUTATION OF FINANCIAL RATIOS FOR CHOCCO PLC FOR 2020 AND 2019
ROCE (Return on capital employed)
Return on capital employed is one of the profitability ratios that determine a business' potential of putting capital into effective use and generate returns from it. This ratio is used mainly by the investors to determine the level of returns their investment can attract and if it is suitable to make such an investment (CFI, 2021). 
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Earnings before interest and taxes
	
	
	805
	
	699

	Capital employed
	Total Assets – Current liabilities
	9,736 - 2,511
	7225
	10,087 - 3,046
	7041

	Return on capital employed
	Earnings before interest and taxes/Capital employed*100
	805/7225*100
	11.14%
	699/7041*100
	9.93%


The return on capital employed of Chocco plc has increased in 2020 as the level of earnings before interest and taxes on the business increased significantly against the increase in the level of capital employed. This is a favourable increase as it means that the investors will receive a higher level of return on the amount invested by them in the business as capital in 2020 than in 2019. 
ROE (Return on equity)
Jati (2020) provides that the return on equity ratio is such a ratio that determines the level of earnings returned by the business on the equity capital invested into it. Such a ratio is used by the shareholders to assess the level of return earned by their share capital. It is preferred to be on the higher side. 
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Net Income
	
	
	431
	
	366

	Shareholders’ equity
	
	
	3,088
	
	2,912

	Return on equity
	Net Income/Shareholders’ equity*100
	431/3,088*100
	13.96%
	366/2,912*100
	12.57%


Chocco plc’s return on equity ratio has increased in 2020 as compared to 2019 as the net income of the business has increased in the said year significantly against the proportion of shareholders’ equity in such year. This increase is favourable to the investors as they get to earn a higher return than they earned previously. 
Earnings per share
The earnings per share ratio are the ratio that determines the level of earnings earned by each share and is preferred at the higher side (Arsal, 2021).
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Earnings available to equity shareholders
	
	
	431
	
	366

	Number of ordinary shares
	Ordinary share capital/Par value per share
	300/0.50
	600
	300/0.50
	600

	Earnings per share
	Earnings available to equity shareholders/Number of ordinary shares
	431/600
	£0.72
	366/600
	£0.61


The earnings available to the shareholders of Chocco plc on each share held by them has been increased in 2020 to £0.72 from £0.61 in 2019 as the profit available to the shareholders increased in 2020. Such an increase was favourable to the shareholders.
Net profit margin ratio
Nariswari and Nugraha (2020) assert that the net profit margin ratio depicts the margin of net profit a business is able to save from its sales revenue after it meets all the expenses incurred by the business. Being a profitability ratio, it is again preferred at the higher side.
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Net profit 
	
	
	431
	
	366

	Revenue
	
	
	6,738
	
	6,441

	Net profit margin ratio
	Net profit/Revenue*100
	431/6,738*100
	6.40%
	366/6,441*100
	5.68%


The net profit margin ratio of the said business has made a good growth as the profit earned has been improved against the level of revenue. Such growth is favourable as being a profitability ratio, the said ratio is preferred at a higher side.
Asset turnover ratio
The assets turnover ratio determines the efficiency of a business in using its assets for generating revenue (Nariswari and Nugraha, 2020).
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Revenue
	
	
	6,738
	
	6,441

	Total assets
	
	
	9,736
	
	10,087

	Asset turnover ratio
	Revenue/Total assets
	6,738/9,736
	0.69 times
	6,441/10,087
	0.64 times


The increased turnover ratio of Chocco plc in 2020 reflects the improved efficiency of its business of utilising its assets for generating revenue. The business managed to generate more revenue in 2020 even with a lower level of assets in the said year.
Stock holding days
Stock holding days provide the average number of days for which a business keeps the hold of its stock (AISHWARYA and RAJYALAKSHMI, 2019). 
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Closing stock
	
	
	708
	
	659

	Cost of sales
	
	
	3,235
	
	3,096

	Stock holding days
	Closing stock/Cost of sales*365
	708/3,235*365
	79.88 days
	659/3,096*365
	77.96 days


An increase in stock holding days provides that the number of days taken by Chocco plc to convert its stock into sales has increased and thus, it holds inventory for a higher period. 
Debtors’ collection period
Debtors' collection period depicts the number of days taken by a business to realise its debtors and recover the due amount from them. Such a period is better when early so that the risk of bad debts can be reduced and the cash conversion cycle of the business gets completed at the earliest (Ibrahim et al., 2021).
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Debtors
	
	
	1,249
	
	1,287

	Revenue
	
	
	6,738
	
	6,441

	Debtors’ collection period
	Debtors/Revenue*365
	1,249/6,738*365
	67.66 days
	1,287/6,441*365
	72.93 days


Chocco plc has faced a reduction in its debtors’ collection period in 2020 as with the reduction in the amount of debtors irrespective of the growth of sales. Such reduction is beneficial for the business.
Current ratio
The current ratio measures the potential of the business to set off its current liabilities using the current assets held by it. The ideal level of the said ratio is 2:1 (HASANUDDIN et al., 2021).
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Current assets
	
	
	2,303
	
	2,355

	Current liabilities
	
	
	2,511
	
	3,046

	Current ratio
	Current assets/Current liabilities
	2,303/2,511
	0.92 times
	2,355/3,046
	0.77 times


The current ratio of Chocco plc is far from the ideal level but has improved in 2020 towards it. Such movement is good as it reflects improvement in business’ liquidity.
Gearing ratio
The gearing ratio determines the level of leverage in the business by comparing its debt and equity. A balanced level of both is important for the business to maintain the level of risk (GEZER and KINGIR, 2020). 
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Total liabilities
	
	
	6,648
	
	7,175

	Equity
	
	
	3,088
	
	2,912

	Gearing ratio
	Total liabilities/Equity
	6,648/3,088
	2.12 times
	7,175/2,912
	2.46 times


The gearing ratio of Chocco plc has reduced slightly in 2020 from the previous year which is good as the ratio has returned to a moderate level and thus, aids in maintaining the level of risk in the business. 
Interest cover ratio
The interest cover ratio determines the capability of a business's earnings before interest and taxes to meet the interest expense of the business. higher interest cover ratio attracts the lender as they seek surety of payment of interest on the loans lent by them (Malikov et al., 2019).
	Particulars
	Formula
	2020
	2019

	
	
	Computation
(£ in million)
	Result
(£ in million)
	Computation
(£ in million)
	Result
(£ in million)

	Earnings before interest and taxes
	
	
	805
	
	699

	Interest payable
	
	
	226
	
	181

	Interest cover ratio
	Earnings before interest and taxes/Interest payable
	805/226
	3.56 times
	699/181
	3.86 times


The interest coverage ratio of Chocco plc has declined slightly in 2020 as the business' interest expense has increased in the said year. Such a situation might discomfort the lenders.


[bookmark: _Toc76592931]B) COMMENT ON FINANCIAL PERFORMANCE AND POSITION OF CHOCCO PLC
The above financial ratio computation reflects that Chocco plc is performing dynamically and has made significant growth in 2020 in comparison to 2019. The business' performance has improved with the growth of its profitability levels. Also, the financial position of the business is stable and on the positive side. Only two of the negative metrics of its performance were found which included the increase of stock holding days and decrease of interest coverage ratio. Both these ratios have moved slightly towards the unfavourable side but still, remain advantageous as they are not causing any losses. The shareholders of the business are also satisfied with its performance due to increased earnings per share and dividends by the business. the market position of the business is attractive which is evident from the increased average share price of Chocco plc’s shares.  
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