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[bookmark: _Toc81347141]a. Prepare a Profit and Loss statement for the year ended 31st December 2020 for Kedison PLC and a statement of financial position as at that date.
[bookmark: _Toc81347142]Profit and loss Statement 
	Kedison Plc
Profit and Loss Statement
For the Year Ended 31st December, 2020


	 
	Amount (£)
	Amount (£)

	Cash Sales
	826,650
	 

	Credit sales
	980
	 

	Total Sales
	
	 827,630

	Cost of sales
	578,650
	 

	Gross Income
	 
	248,980

	Operating Expenses
	 
	 

	Administrative Expenses
	30,000
	 

	Directors Remuneration
	5,000
	 

	Distribution cost
	28,000
	 

	Commissions
	3,000
	 

	Total Operating Expense
	
	66,000

	Operating Profit
	 
	182,980

	Interest paid
	           2,000 
	 

	Profit before tax
	 
	    180,980 

	Income tax (corporate) 
	68,000
	 

	Net Profit
	 
	    112,980 


The profit and loss account, also called the income statement, is a financial statement that shows the outcome of the operations of a company in terms of profitability. The analysis of the income statement is based on the agency theory of management. The theory states that due to the agency relationship that exists between managers and shareholders, the managers should make decisions aimed improving the financial welfare of the shareholders (Srivastava and Baag, 2020). To achieve this outcome, the managers should maximise revenue/sales, minimise the cost of sales, minimise the operating expenses, and ultimately maximise net income. Overall, therefore, the statement of profit and loss can be viewed as a statement that shows whether the managers of a company have achieved their agency duty to the shareholders (Srivastava and Baag, 2020). 
[bookmark: _Toc81347143] Statement of Financial Position
The statement of financial position is a statement that shows the wealth or net worth of a company. The preparation of the balance sheet is founded on the balance sheet equation. The equation posits that the assets owned by a company are equal to the total of liabilities and equity (Philips, Libby and Libby, 2012). Below is the balance sheet for Kedison Plc. 
	Kedison Plc
Profit and Loss Statement
As at 31st December, 2020

	
	Amount (£)

	Current Assets
	

	Inventory
	330,600

	Debtors
	170,125

	Cash and Bank
	12,900

	Prepaid Income
	980

	Total Current Assets
	514,605

	Fixed Assets
	

	Plant and Equipment
	632,730

	Total Fixed Assets
	632,730

	Total Assets
	1,147,335

	Liabilities
	

	Current Liabilities
	

	Trade Creditors
	171,355

	Accrued Expenses
	3,000

	Tax Payable
	68,000

	Total Current Liabilities
	242,355

	4% Debentures
	100,000

	Total Liabilities
	 

	Equity
	 

	Share capital
	310,000

	10% £1 preference shares
	300,000

	Retained Earnings
	194,980

	Total Equity
	904,980

	Total Liabilities & Equity
	1,147,335



The critical observation of the balance of the firm is that the size of the company is £1,147,335. This figure represents the size of the total assets or the size of the total of assets and liabilities. It is also important to observe that the above balance sheet adheres to the balance sheet equation (Assets = Liabilities + Equity). This is one of the indications that the balance is accurately prepared from the trial balance. 
[bookmark: _Toc81347144]b. Why does the statement of financial position balance?
The balancing of the balance sheet means that the value of total assets is equal to the value of the total of liabilities and equity. The computation of the balance sheet for Kedison Plc shows that the balance sheet balances because the assets of £1,147,335 are equal to the total of liabilities and equity of £1,147,335. There are several reasons that justify why the statement of financial statement balances for Kedison Plc as well as other companies. First, the double entry accounting principles asserts that for every debit transaction of an account, there is a corresponding credit transaction (Philips, Libby and Libby, 2012). With reference to Kedison Plc., this can be illustrated by the fact that the sum of all the values of the assets is equal to the sum of all the values of liabilities and equity. This means that an increase in the value of an asset such as plant and equipment would correspond to a proportionate increase in the value of ether long term liabilities or equity (Philips, Libby and Libby, 2012). 
The other justification for the balance of statement of financial position is that a company needs capital and the inception stage as well as to support growth. However, the capital does not directly generate revenue. Instead, the capital, typically in the form of equity and liabilities, is use to acquire assets that are then used to generate revenue (Wild, 2019). It then follows that an injection, either as equity of liabilities, will be manifested in changes in the accounts of various assets and the cumulative assets value. Therefore, the balance sheet should balance. 
[bookmark: _Toc81347145]Question 2: Ratios Calculations and Analysis for Chocco Plc. 
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ROCE refers to the return on capital employed. It is calculated by expressing net income as a percentage of capital employed (Wild, 2019). Since capital employed is not directly provided in the financial statements, it is important to independently compute this variable and then calculate ROCE. These calculations are presented below. 
	Formula
	2019
	2020
	Change

	ROCE = (Earnings before Interest and Tax (EBIT)/Capital employed) × 100

	EBIT = £699
Capital Employed = Total Assets – Current liabilities 
Capital Employed = £10,087 - £3,046 = £7,041
Therefore, ROCE = (699/7,041) ×100 = 9.93%

	EBIT = £805
Capital Employed = Total Assets – Current liabilities 
Capital Employed = £9,736 - £2,511 = £7,225
Therefore, ROCE = (805/7,225) ×100 = 11.14%

	1.21%


[bookmark: _Toc81347147]ROE
Similar to the ROCE, ROE represents a company’s profitability and is calculated by expressing net income as a percentage of total shareholder’s equity (Wild, 2019). 
	Formula
	2019
	2020
	Change

	ROE = (Net income/Total Equity) × 100

	Net income = £366
Equity = £2,912
ROE = (366/2,912) × 100 = 12.57%
	Net income = £431
Equity = £3,088
ROE = (431/3,088) ×100 = 13.96%
	1.39%


[bookmark: _Toc81347148]Earnings per Share
Earnings per Share (EPS) ratio is also an indicator of a company’s profitability. It is calculated by expressing net income in terms of the number of shares outstanding to show how much a company generated in terms of profitability per unit of ownership (Wild, 2019). 
	Formula
	2019
	2020
	Change

	Earnings per share = Net Income/No.  of shares outstanding

	Net profit = £366,000,000
Shares outstanding = 6,000,000
EPS = 366/6 = £61
	Net profit = £431,000,000
Shares outstanding = 6,000,000
EPS = 431/6 = £71.83

	£10.83 or 17.8%


[bookmark: _Toc81347149]Net profit margin
In the statement of profit and loss for any company, the first item is revenue from which deductions are made to finally arrive at net income. The net profit margin is a profitability ratio aiming at expressing the fraction of sales that is converted into net income (Norton and Porter, 2013). This is an important indicator of a company’s profitability and efficiency. 
	Formula
	2019
	2020
	Change

	Net profit Margin = (Net profit/Sales) × 100

	Net profit = £366
Sales = £6,441
Net profit margin = (366/6,441) × 100 = 5.68%
	Net profit = £431
Sales = £6,738
Net profit margin = (431/6,738) = 6.4%

	0.72%


[bookmark: _Toc81347150]Asset turnover
One of the observations when discussing the rationale for the balance in the statement of financial position is that the liabilities and equity of a company are used to acquire assets. The assets are then utilised in generating revenue for the company (Norton and Porter, 2013). To maximise shareholder value, it is important for a firm to be efficient in using the assets. The asset turnover ratio strives to determine the extent of efficiency in a company’s use of fixed assets. 
	Formula
	2019
	2020
	Change

	Asset Turnover = Sales/ Assets

	Sales = £6,441
Total assets = £10,087
Asset turnover = 6,441/10,087 = 0.64

	Sales = £6,738
Assets = £9,736
Asset Turnover = 6,738/9,736 = 0.69

	0.05 or 7.8%


[bookmark: _Toc81347151]Stock holding days
Efficiency is a cornerstone of a firm’s success because a highly efficient company reduces wastage in the process of generating revenue. The stock holding days ratio, also referred to as the days in inventory, is measure of efficiency to evaluates the number of days inventory is held before sales are made (Wild, 2019). 
	Formula
	2019
	2020
	Change

	Stock holding days = (Inventory/ Cost of sales) × 365

	Inventory = £659
Cost of sales = £3,096
Stock holding days = (659/3,096) × 365 = 77.69 days
	Inventory = £708
Cost of sales = £3,235
Stock holding days = (708/3,235) ×365 = 79.88 days
	2.19 days or 2.8%
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One of the fundamental accounting principles is that a company should delay making cash outflows, such as paying creditors, for as long as possible but should be quick to collect cash inflows from debtors (Wild, 2019). The debtors’ collection period strives to determine the efficiency of a company in collecting receivables. 
	Formula
	2019
	2020
	Change

	Debtors’ collection period = (Receivables/Sales) ×365 

	Receivables = £1,287
Sales = £6,441
Debtors’ collection period = (1,287/6,441) × 365 = 72.93 days
	Receivables = £1,249
Sales =£6,738
Debtors’ collection period = (1,249/6,738) ×365 = 67.66 days
	(5.27) days or (7.2%)
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Current ratio is measure of how liquid a company is. It achieves this outcome by comparing current assets with current liabilities. 
	Formula
	2019
	2020
	Change

	Current ratio = Current assets/Current liabilities
	Current assets = £2,355
Current liabilities = £3,046
Current ratio = 2,355/3,046 = 0.77
	Current assets = £2,303
Current liabilities = £2,511
Current ratio = 2,303/2,511 = 0.92
	0.15 or 19.48%


[bookmark: _Toc81347154]Gearing ratio
Gearing ratio aims at exposing the extent to which a company has used debt in the capital structure. 
	Formula
	2019
	2020
	Change

	Gearing ratio = (Debt/Equity) ×100

	Debt = £4,129
Equity = £2,912
Gearing ratio = (4,129/2,912) ×100 = 141.79%

	Debt = £4,137
Equity = £3,088
Gearing ratio = (4,137/3,088) ×100 = 133.97%

	(7.82)%


[bookmark: _Toc81347155]Invertor cover
Invertor ratio is also called the interest coverage ratio and it goal is to expose the capacity of a company to continue honouring its obligations to the providers of debt. 
	Formula
	2019
	2020
	Change

	Invertor ratio = EBIT /Interest expense

	EBIT =£699
Interest expense = £181
Coverage ratio = 699/181 = 3.86
	EBIT = £805
Interest expense =£226
Coverage ratio = 805/226 = 3.56
	(0.30) or (7.8)%


[bookmark: _Toc81347156]B. Financial performance and position of Chocco Plc 
Ratio analysis can supplement the information presented in the statement of profit and loss and the statement of financial position to reveal several aspects of the corporation’s financial performance and position (Norton and Porter, 2013). In terms of financial performance, the profitability ratios can reveal several issues. The return on capital employed of 9.93% reported in 2019 is relatively weak because it is less than 10%. Although the ratio improved in 2020 to stand at 11.14%, the rate is still low because it leaves limited headroom for deterioration in profitability, meaning that a marginal worsening of the company’s profitability position would adversely affect the ratio. 
The negative aspects of ROCE as a measure of performance are offset by positive aspects of return on equity ratio as well as the earnings per share. Ideally, companies are established to generate value for the shareholders as proposed by the agency theory of management (Brealey, Myers and Allen, 2020). As a measure of profitability, the optimal level of ROE is about 10%, meaning that the ratio of 12.57% and 13.96% in 2019 and 2020 are above the optimal level. Similarly, the improvement EPS by 17.8% between 2019 and 2020 shows that the company is generating value for the shareholders. However, the net profit margins for the two years are relatively low implying that the revenue generating by making sales are mainly consumed by the cost of sales as well as operating expenses. 
One of the measures of a company’s financial performance is liquidity. For this particular company, the current ratios of 0.77 and 0.92 for 2019 and 2020 are below the optimal level of 1. The effect is that the company’s liquid assets are not adequate to pay the company’s current liabilities when they become due (Brealey, Myers and Allen, 2020). From a long term perspective, the gearing ratio of 141.79% and 133.97% for the two years respectively means that the company is using excessive debt to support growth. This strategy has a drawback in that it can increase the finance cost and increase the bankruptcy costs (Chandra, 2011). The remedy to eliminate these risks for the company would be to liquidate part of the debt or raise additional equity to reduce the leverage ratio. 
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