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After concluding the business transaction for a specific period, every person wants to know how much he earned from the business and what is the position of his assets and liabilities at a specific time. All these questions can be answered only through preparing the financial statement.
But the study of financial statements cannot give all qualitative information about the business so the business person can use the ratio analysis technique to assess the performance of the business.In the given assignment we would discuss these aspects related to the preparation of financial statements and analysis of them using ratio analysis.
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a)
Every business wanted to know the results of the operations performed by the organization and periodicity to assess these results are one year in general. In addition to this, the organization also wanted to know the position of its assets and liabilities on a particular date. Financial statements help the organization to fulfill both objectives. 
In the given case, Kedison PLC wanted their Income statement for the period closing on December 31, 2020, and Statement of financial position as at same date.
















Profit and Loss Statement
Profit and loss statement shows all the revenues, expenses and results of business activities viz. profit or loss for a specific period i.e., 1 year in normal scenario. This is being viewed by the stakeholders who are more interested in the profits/losses of an organization than the financial position of the organization.
	Income Statement for the period ending on 31st December 2020

	 
	
	 

	Particulars
	 
	 Amount (£) 

	Revenue
	
	        827,630 

	Cost of Sales
	
	        579,630 

	 
	
	 

	GROSS PROFIT
	 
	        248,000 

	Other Income
	 
	

	 
	 
	

	Operating Expenses
	 
	

	Administrative expenses
	               30,000 
	

	Directors’ remuneration
	                 5,000 
	

	Distribution costs (28,000+3,000)
	               31,000 
	           66,000 

	OPERATING PROFIT
	 
	        182,000 

	
	
	 

	Finance Cost
	
	 

	Interest Expenses
	 
	             4,000 

	PROFIT BEFORE TAX
	 
	        178,000 

	 
	 
	

	Taxation
	 
	           68,000 

	PROFIT FOR THE PERIOD
	 
	        110,000 

	Appropriation of Net Profit
	 
	

	Ordinary dividend paid
	               20,000 
	

	Preference dividend paid
	               30,000 
	           50,000 

	NET PROFIT AFTER APPROPRIATION
	 
	           60,000 



Statement of Financial Position
The Statement of Financial position or balance sheet shows the book value of all the assets, internal and external liabilities as on a specific date on which the balance sheet is being prepared. The stakeholders interested in the net worth of an organization views the balance sheet with much interest.
	Statement of Financial Position as at December 31, 2020

	
	

	Particulars
	Amount (£)

	ASSETS
	

	Non-Current Assets
	

	Plant and equipment
	632,730

	Total Non-Current Assets
	632,730

	
	

	Current Assets:
	

	Closing Inventory
	329,620

	Sundry Debtors
	171,105

	Cash and Bank
	12,900

	Total Current Assets
	513,625

	
	

	
	

	TOTAL ASSETS
	1,146,355

	
	

	EQUITY & LIABILITIES
	

	
	

	Current Liabilities:
	

	Sundry Creditors
	171,355

	Outstanding Salesmen Commission
	3,000

	Outstanding Interest on Debentures
	2,000

	Provision for Corporation Tax
	68,000

	Total Current Liabilities
	244,355

	
	

	Non-Current Liabilities
	

	4% Debentures
	100,000

	Total Non-Current Liabilities
	100,000

	
	

	Equity
	

	£1 ordinary shares
	310,000

	10% £1 preference shares
	300,000

	Retained Earnings
	192,000

	Total Equity
	802,000

	
	

	TOTAL EQUITY & LIABILITIES
	1,146,355



Notes:
1. Corporation tax needs to be provided for as the same need to be paid as per the due date as decided by taxation authority but since the cost relates to the current financial year so the same requires adjustment while preparing financial statements. The amount of Corporation tax would reduce the amount of net profit for the year ended on December 31, 2020, and also need to be shown as a provision for taxation under current liabilities head of the “Equity and liabilities” side.
2. The amount due to the salesman on account of commission pertains to December Sales and would be paid on January 31, 2021, while books are closing on December 31.2020. Thus, the amount can’t be directly booked in the income statement but the same need to be provided for in the balance sheet. So, the amount of commission due would be added to distribution cost and the total amount of distribution cost would be shown 31,000 i.e. 28,000 + 3,000, and the amount of commission not paid i.e. 3,000 would be shown in the statement of financial position as outstanding liabilities in the current liabilities.
3. Since the goods were sent to the customer on December 31, 2020, and the same is not entered in books yet. It means that the impact of the transaction is not taken till now. The transaction of sale of goods have below 4 impacts on the financial statement:

i) Increase in the value of Sales  
Sales as per books 					 826,650
Add: Goods sold on December 31,2020 	       +          980
Total Sales						827,630

ii) Increase in the value of debtors
Debtors as per books 						170,125
Add: Goods sold on credit on December 31,2020 	    + 	       980
Total closing debtors						171,105

iii) Decrement in the value of closing stock
Book value of the closing stock				330,600
Less: Goods sent to customer on December 31,2020	        -	       980
Closing value of the closing Stock				329,620

iv) Increment in the value of Cost of goods sold	
Cost of goods sold as per question				578,650
Add: Decrement in the value of Closing Stock	     +	       980
Final Cost of Goods sold					579,630

However, there would be no net impact on the income statement and the statement of financial position. As sales would be increased but at the same time cost of goods sold would be reduced so there would be no impact on the income statement. On the other side, debtors would be increased but the value of closing inventory would be reduced thus the statement of financial position would also have no net impact.
 
4. Interest paid is shown only 2,000 while if we calculate the interest on debentures at the rate of 4% then the same comes out as 4,000 (100,000*4%) and also there is no information in respect of periodicity of interest or loan payment. Also, there is no other loan in the balance sheet, so it seems that the interest paid of 2,000 is about debentures only. So, the remaining 2,000 (4,000-2,000) need to be provided for the books. Accordingly, the interest expenses would be provided for and 4,000 would be shown in the income statement as interest expenses and 2,000 would be shown as outstanding interest expenses in the current liabilities. 
 
 
5. Since the company has earned a profit of 60,000 during the year and the same need to be adjusted in retained earnings while preparing the final statement of financial position. Thus, the closing value of retained earnings would be calculated as under

Closing Retained earnings 	= Opening Balance of retained earnings + Profit during the year
				=	132,000 + 60,000
				=	192,000

6. Since there is no balance of both the dividend payable while the amount paid for the dividend is being shown in trial balance, so both are being shown in the Profit and loss appropriation segment and also no provision is being made for preference dividend as well.
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The balance sheet is another name of the statement of financial position and this name is given because of its special characteristic. If we go with the word meaning of the name, the balance sheet is the statement that provides balances. It is a numerical check of the balance sheet that both sides of the balance sheet i.e., assets side and equity and liability side always tally and if it is not coming equal, then it shows there is something either missing or not treated correctly.
The reason for tallying the balances of both sides is the accounting system followed by the organization. Most of the businesses, worldwide are using a double accounting system for keeping their books which says that every transaction would impact at least two sides of an accounting entry viz. debit and credit and the impact on the debit-credit side would always be equal. Due to this accounting system, when accounting entries are posted in ledger books it impacts at least two accounts which ultimately would result in equal debit and credit balances.
For example, if the sale is made, the sale would increase while stock would be decreased or if assets are purchased, the balance in the assets account would increase but the bank or cash account would decrease. 
When final accounts are prepared, all expenses-income-losses-gains are transferred to the income statement and the final result of the income statement viz. profit or loss ultimately becomes part of the owner’s equity or retained earnings. The balance of all remaining accounts like assets, liabilities, equity, etc. is shown as per their nature in the statement of financial position, which is always tallied as discussed in the above paragraphs.
Thus, the basic double accounting system is the reason behind the balancing characteristic of the statement of financial statement.
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Question 2 a)
	Sr. No.
	Particulars
	Formula
	2020
	2019

	A
	Return on Capital Employed (ROCE)
	EBIT / Capital Employed *100
	(805/7225) *10
	11,14%
	699/7041 *100
	9,93%

	B
	Return on Equity (ROE)
	Net Income / Shareholders Equity *100
	(431/3088) *100
	13,96%
	366/2912 *100
	12,57%

	C
	Earnings Per Share (EPS)
	Earnings / No. of Shares
	431/600
	0.71/Share
	366/600
	0.61/Share

	D
	Net Profit Margin
	Net Profit / Revenue*100
	(805/6738) *100
	11,95%
	699/6441
	10,85%

	E
	Assets Turnover Ratio
	Net Sales / (Total Assets-Current Liabilities)
	6738/(9736-2511)
	0.93 times
	6441/(10087-3046)
	0.91 times

	f
	Stock Holding Days
	(Inventory / cost of Goods sold) *365 Days
	(708/3235) *     365 Days
	80 days
	(659/3096) *
365 Days
	78 Days

	G
	Debtors Collection Period
	(Debtors / Sales) *365 Days
	(1249/6738) *   365 Days
	68 days
	(1287/6441) *365 Days
	73 Days

	H
	Current Ratio
	Current Assets/ Current Liabilities
	2303/2511
	0.92 times
	2355/3046
	0.77 times

	I
	Gearing Ratio
	Total Debt/ (Total equity+Debt)*100
	4137/(3088+4137) * 100
	57,25%
	4129/(2912+4129) *100
	58,64%

	J
	Interest Cover Ratio
	EBIT/ Interest Expense
	805/226
	3.56 times
	699/181
	3.86 times


The financial statements viz. the Income statement, the statement of financial position and the cash flow statement can provide the amounts of various expenses, incomes, assets and liabilities and movement of cash between various transactions etc. from the review of financial statement of two periods we can decide how much profit/losses are increased/decreased, Increment/Decrement in figures of various liabilities/assets/equity etc. but the relative change can’t be extracted without the help of some analysis technique. Ratio analysis is a widely used technique for the analysis of results provided by financial statements. Ratio analysis helps to ascertain the parameters of financial performance, efficiency and wellness of an organization. Ratios help to explain the reason behind any change in position of the organization. Below are the formulas and calculation of some of the ratios as desired by the question:


1. Capital Employed = Total Assets - Current Liabilities
Calculation of capital employed
	Particulars
	Year 2020
	Year 2019

	Total Assets
	9,736
	10,087

	Current Liabilities
	2,511
	3,046

	Capital Employed
	7,225
	7,041



2. No. of Equity Shares	 =	 Total Equity Share Capital / Per share nominal Value
 =	300m /0.50p =	600m
3. Since data of 2018 is not available so certain ratios require average figures like Assets turnover ratio, Inventory holding days, Debtor’s collection period calculated without taking any average and the respective amount of the year.
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Analysis of Financial Results based on Ratio Analysis

As discussed above, financial ratios help in assessing what is being depicted by the financial statement. The ratios are divided into various categories like profitability, efficiency, Financial Structure, Market performance and liquidity. With the analysis of relative ratio data of past year for the same organization or of same industry comparison and performance can be measured. We would assess the financial position of Chocco Plc on basis of these categories:

Profitability

The Net Profit margin, return of capital employed and return on equity, all are the indicator of profitability situation of any organization. Some other important profitability ratios are Gross profit margin, Operating profit margin etc. In the given case if we do a comparative study, the net profit margin increase with 1%, while there is 2% growth in Return on capital employed and 1% increment in Return on equity. Also, if we check the individual figures the company is earning a net profit of 11,95%, 11,14% as return on capital employed and 13,96% as return on equity. Subject to the industry standards, it seems that the company is earning a significant amount of profits against their sale figures and good return on capital and equity invested by the shareholders.

Market Performance

In the given ratios, only earning per share is the ratio that helps in showing the market performance of the company. The other indicators of market performance can be dividend pay-out ratio, price earnings ratio etc. In 2019, the company’s earnings per share was only 61p while in 2020, the earning per share is increased to the level of 71p, this is a huge change in respect of EPS as shareholders can be motivated by this growth in EPS and market position of the company would be improved. The additional information shows that the company’s dividend pay-out is also improved in 2020 from £242m to £255mn in 2020 and also the average share price of the share is increased from £4.00 to £5.12 in 2020. All these show that the company is performing better in all the market performance indicators.

Efficiency

If we talk about the efficiency of business operations, the Assets turnover ratio, Stock holding period and average collection period are the indicators of efficiency of any organization. Other efficiency ratios are the Average payment period, Debtor’s turnover ratio, credits turnover ratio etc. These ratios show how much efficiently a business is performing its operations. If other ratios of the company are doing good but these ratios are below the standards then it means if situations are not being controlled then the company may face the failure of operations soon as without doing business in the right manner, survival of the business is difficult. The assets turnover ratio is reached 0.91 times in comparison of 0.93 times in 2019, this means that in a year 0.91 times assets are converted in sales while the stock holding period is increased by 2 days and reached 80 days which means inventory is taking 80 days till the time it's being converted into sales. Debtors’ collection period is reduced by 5 days and reached the level of 68 days, which shows that debtors are converted into cash in 68 days. Thus, the results of efficiency ratios are mixed and not varying too much. Subject to the industry standards, the ratios seem in a good position.

Liquidity

Liquidity is the capability of an organization of paying its short-term liability. An asset is being categorized as a liquid asset based on its coverability in cash. All the current assets are generally treated as liquid assets and all the current liabilities are treated as short-term dues. The current ratio (out of the given ratios) shows the liquidity position of a company while the quick ratio and acid test ratio are other indicators of liquidity position. The current ratio of the company was 0.77 times in the year 2019 while the same is reached 0.92 times in the year 2020. Ideally, the ratio should be equal to 1. However, the ratio is near to the level of 1 so the company is improving on this aspect as well.

Finance Structure

These ratios indicate the composition of the financial structure of a company viz. the composition of own capital and borrowed capital to fund the assets and operations of the company. In the given case, in 2019 company’s gearing ratio was 58.64% while in the year 2020 it was 57.26% thus share of external capital is reducing gradually in the total long-term finance of the company. If we see the interest coverage ratio, it shows how much time the company’s profit can cover its finance cost i.e. interest expenses. In the year 2019 it was 3.86 times while in the year 2020, it is 3.56 times. Though it is reduced a little still it’s a good ratio, subject to industry standards.

In conclusion, after seeing the financial statements, financial ratios, interpretation of the ratios based on category under which they are falling and additional information, it can be said that the company is doing very well on all fronts and the company needs to continue the processes they are following. Further, since improvement is a continuous process so the company needs to look upon these aspects and can think upon expansion of business or investing in some other ventures to gain profit of scale and synergy benefits. 
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Conclusion

In conclusion, through this assignment, we have learned about how financial statements are being prepared along with adjustments identified post preparation of trial balance and analysing the financial statements based on the results of financial ratios.
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