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Question 1
[bookmark: _Toc111416388]Requirement a
Statement of income
	 
	Amount
	Amount

	Revenue
	£800,980
	

	(-) COGS
	-£578,650
	

	Gross Profit
	
	£222,330

	(-) Operating expenses:
	
	

	Administrative expenses
	-£30,000
	

	Directors’ remuneration
	-£5,000
	

	Distribution
	-£31,000
	

	Ordinary dividend
	-£20,000
	

	Preference dividend
	-£30,000
	

	Interest
	-£4,000
	

	 
	
	-£120,000

	PBT
	
	£102,330

	Tax
	
	-£100,000

	PAT
	
	£2,330

	Retained income:
	
	

	C/F
	
	£132,000

	B/F
	
	£134,330



Statement of Financial Position
	 
	Amount
	Amount
	Amount

	Assets
	
	
	

	Current assets
	
	
	

	Cash and bank
	76,250.00
	
	

	Inventory
	330,600.00
	
	

	Debtors
	171,105.00
	
	

	Total CA
	
	577,955.00
	

	Non-current assets
	
	
	

	Plant and equipment
	650,000.00
	
	

	Total NCA
	
	650,000.00
	

	Total assets
	
	
	1,227,955.00

	Liabilities and Owner's Equity
	
	
	

	Current liabilities
	
	
	

	Trade payables
	188,625.00
	
	

	Accrued Tax
	100,000.00
	
	

	Accrued interest
	2,000.00
	
	

	Accrued commission
	3,000.00
	
	

	Total CL
	
	293,625.00
	

	Non-current liabilities
	
	
	

	4% Debentures
	100,000.00
	
	

	Total NCL
	
	100,000.00
	

	Total Liabilities
	
	393,625.00
	

	Equity:
	
	
	

	£1 ordinary shares
	500,000.00
	
	

	10% £1 preference shares
	200,000.00
	
	

	Retained profit C/F
	134,330.00
	
	

	Total equity
	
	834,330.00
	

	Total liability and equity
	
	
	1,227,955.00



[bookmark: _Toc111416389]Requirement b
Financial accounting shares the financial statements that include the statement of financial position. A statement of financial position is the statement that states the year-end assets and liabilities. Normally, other financial statements state the figures for the whole year, but the statement of financial position states the figure for the year-end only. 
Statement of financial position includes assets and liabilities. And the assets and liabilities are classified into current and non-current portions.
The current portion of assets includes all the liquid or near to liquid assets. Such as cash in hand, bank balances, receivables, inventories (closing), prepaid expenses, etc. Non-current portion of assets includes the investment of the company such as machines, long-term investments, property plant, and equipment, etc. 
The current portion of liabilities includes bank overdraft, payables, expenses that are accrued, etc. The non-current portion of liabilities includes long-term liabilities like debentures, bonds, and the equity portion of the company. Basically, equity is also a liability, but it is internal liability and due to this reason, it is under the liability portion. 
Normally the reason behind of balancing both sides of financial position is the double entry system. And this can be proved by using the accounting equation. Accounting equation is an equation that is used in accounting. There are several forms of accounting equation. Such as:
1. Asset = Liability; Here, this is the basic scenario explanation of the financial position. It has already been mentioned that liability has two parts. One is internal liability and the other is external liability. To show that internal liability separately, another version of accounting equation has been introduced.
2. Asset = Liability + Equity; Here the internal liability has been shown separately.
3. Asset = Liability + (Revenue – Expense – Drawings + Capital); Here, all the break-down of equity has been shown.
So, by using any one of the above equations, it can be easily proved that due to double entry system, financial position is balanced. Five arbitrary examples have been shown through accounting equation.
1. Purchase of machine at £1,000 for cash.
	Asset
	=
	Liability
	+
	Equity

	-1,000
	
	
	
	

	1,000
	 
	 
	 
	 

	0
	
	0
	
	0



Analysis: Here, both the entries are related to Asset. First of all, there are two parts to this transaction. In one part, asset (machine) increased, and in the other part asset (cash) decreased. As both the parts are related to the asset, so both the entries have been given to the asset side. As a result, both the sides are equal. 
2. Purchase of machine at £1,000 for credit.
	Asset
	=
	Liability
	+
	Equity

	1,000
	=
	1,000
	
	

	
	 
	 
	 
	 

	1,000
	
	1,000
	
	0



Analysis: Here, the transaction has affected asset and liability both. First, due to procure of asset, the company’s asset has increased and due to the purchase of that asset at credit, the liability or payable has increased. So, this transaction has affected both sides of the equation with the same equal amount. And, due to this double entry, the equation is equal, and hence both sides of the financial position are balanced.
3. Goods are sold to consumers at £1,000 for cash.
	Asset
	=
	Liability
	+
	Equity

	1,000
	=
	0
	
	1,000

	
	 
	 
	 
	 

	1,000
	
	0
	
	1,000



Analysis: Here, the transaction has affected both sides of the equation. One is the asset side and the other is the equity side. It has also been mentioned and shown that revenue and expenses are part of equity. So, when the company has earned the revenue, the equity has increased and the revenue is in cash. Due to cash revenue, cash has increased. Asset and equity both have increased and both sides of the equation become equal or balanced.
4. Goods are sold to consumers at £1,000 for credit.
	Asset
	=
	Liability
	+
	Equity

	1,000
	=
	0
	
	1,000

	
	 
	 
	 
	 

	1,000
	
	0
	
	1,000



Analysis: Here, the transaction has affected both sides of the equation. One is the asset side and the other is the equity side. Trade receivable is an asset like cash. So, the impact of this transaction is the same as the last transaction analysed.
5. Goods are purchased from suppliers at £1,000 on credit.
	Asset
	=
	Liability
	+
	Equity

	0
	=
	1,000
	
	-1,000

	
	 
	 
	 
	 

	0
	
	1,000
	
	-1,000



Analysis: Here, the transaction has affected one side of the equation. One is a liability and the other is equity. Due to expense, equity has decreased, and as the expense is on credit so trade payable creates. As a result, liability increased. So, by affecting one side of the equation, the equation can be equal.
After analysing the accounting equation, it can be concluded that due to the double entry system, financial position balances.
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[bookmark: _Toc111416391]1 – ROCE
ROCE = Return on Capital Employed
ROCE = [Operating Profit ÷ (Equity + Long-term liabilities)] × 100 (Bird and McHugh, 2017)
In the given case, following information is given and Calculations also have been shown along with:
	
	2021
	2020

	Operating profit
	805
	699

	 
	
	

	Share capital
	300
	300

	Share premium
	1,071.00
	1,071.00

	Retained earnings
	1,717.00
	1,541.00

	Long term debt
	4,137.00
	4,129.00

	 
	7,225.00
	7,041.00

	 
	
	

	ROCE
	[Operating Profit ÷ (Equity + Long-term liabilities)] × 100
	[Operating Profit ÷ (Equity + Long-term liabilities)] × 100

	 
	11.14%
	9.93%



Comments:
ROCE is higher in the year 2021 because of the higher operating profit generated by the company by the additional capital. It is indicating that the company’s profitability is becoming higher.


[bookmark: _Toc111416392]2 – ROE
ROE = Return on Equity
ROE = [Net Profit ÷ Owner’s equity] × 100 (Bird and McHugh, 2017)
In the given case, following information is given and Calculations also have been shown along with:
	 
	2021
	2020

	Net profit
	                           431.00 
	                           366.00 

	 
	 
	 

	Owner's capital
	                           300.00 
	                           300.00 

	Share premium
	                        1,071.00 
	                        1,071.00 

	Retained income
	                        1,717.00 
	                        1,541.00 

	 
	                        3,088.00 
	                        2,912.00 

	 
	 
	 

	ROE
	[Net Profit ÷ Owner’s equity] × 100
	[Net Profit ÷ Owner’s equity] × 100

	 
	13.96%
	12.57%



Comments:
ROE in the year 2021 is higher because of the higher net profit in that year. It is also indicating that the company’s profitability is becoming higher and they are utilising the owner’s capital to produce more profit so that the equity value increase and so the profitability of the company. 
[bookmark: _Toc111416393]3 – EPS
EPS = Earnings per share
EPS = [Net Profit ÷ (Total share capital ÷ Per share price)] × 100 (Rashid, 2018)
In the given case, following information is given and Calculations also have been shown along with:
	 
	2021
	2020

	Net profit
	431.00
	366.00

	 
	
	

	Total share capital
	300.00
	300.00

	Per share price
	0.50
	0.50

	 
	600
	600

	 
	
	

	EPS
	[Net Profit ÷ (Total share capital ÷ Per share price)] × 100
	[Net Profit ÷ (Total share capital ÷ Per share price)] × 100

	 
	0.72
	0.61



Comments:
Due to higher net profit, the company’s earnings per share is higher in the year 2021. But total outstanding shares are as same as in both years. It means that by keeping the same shares, the company has managed to increase its profitability. 
[bookmark: _Toc111416394]4 – Net Profit Margin
Net Profit Margin = [Net Profit ÷ Sales revenue] × 100 (Monea, 2019)
In the given case, following information is given and Calculations also have been shown along with:
	 
	2021
	2020

	Net Profit
	431.00
	366.00

	Sales revenue
	6,738.00
	6,441.00

	 
	
	

	Net Profit Margin
	[Net Profit ÷ Sales revenue] × 100
	[Net Profit ÷ Sales revenue] × 100

	 
	6.40%
	5.68%



Comments:
The company has earned higher sales revenue in the year 2021 compared to the prior year. And out of the revenue, it has incurred higher net profit. This higher revenue and higher net profit has helped the company to get higher margin.


[bookmark: _Toc111416395]5 – Asset Turnover
Asset Turnover = [Sales revenue ÷ Total Assets] × 100 (Rashid, 2018)
In the given case, following information is given and Calculations also have been shown along with:
	 
	2021
	2020

	Sales revenue
	6,738
	6,441

	Total assets
	9,736
	10,087

	 
	 
	 

	Asset Turnover
	[Sales revenue ÷ Total Assets] × 100
	[Sales revenue ÷ Total Assets] × 100

	 
	69.21%
	63.85%



Comments:
1. Here company has earned more asset turnover compared to the previous year.
2. The company has reduced its asset but increased its revenue.
3. Assets are those elements that help a company to produce the revenue.
4. So, logically, after reducing the assets, the company should generate less revenue.
5. But it has earned more revenue, it is because it has disposed of some unproductive or non-revenue generating assets and as a result, its productivity has increased. 
6. That increased productivity helps them to increase their profitability.
[bookmark: _Toc111416396]6 – Stock Holding Days
Stock holding days = Inventory holding periods
Stock holding days = [Closing inventory ÷ Cost of goods sold] × 365 (Monea, 2019)
In the given case, following information is given and Calculations also have been shown along with:
	 
	2021
	2020

	Closing Inventory
	                           708.00 
	                           659.00 

	Cost of goods sold
	                        3,235.00 
	                        3,096.00 

	 
	 
	 

	Stock holding days
	[Closing inventory ÷ Cost of goods sold] × 365
	[Closing inventory ÷ Cost of goods sold] × 365

	 
	79.88 days
	77.69 days



Comments:
The company has held the stock for more days than the prior year. This ratio indicates the efficiency of the company. Because if a company holds more days the inventory, then the company has become failure to predict the demand. Sometimes they may incur opportunity costs due to stocking up too many inventories, storage costs, damage costs, etc. It is a sign for the company that they are predicting the wrong demand for the product. 
[bookmark: _Toc111416397]7 – Debtors’ collection period
Debtors’ collection period = [Trade receivables ÷ Sales revenue] × 100 (Chen and Shimerda, 2019)
In the given case, following information is given and Calculations also have been shown along with:
	 
	2021
	2020

	Trade receivables
	1,249.00
	1,287.00

	Sales revenue
	6,738.00
	6,441.00

	 
	
	

	Debtors’ collection period
	[Trade receivables ÷ Sales revenue] × 100
	[Trade receivables ÷ Sales revenue] × 100

	 
	18.54%
	19.98%



Comments:
Debtors’ collection days have reduced in the current year. And it is a good sign for the company’s liquidity but the company should also consider whether due to fast collection, customers are moving to the competitors. Because slow collection is associated with opportunity cost and fast collection is also associated with opportunity cost. The company needs to consider which cost they can afford. 


[bookmark: _Toc111416398]8 – Current Ratio
Current Ratio = Current Asset ÷ Current Liability (Barnes, 2019)
In the given case, following information is given and Calculations also have been shown along with:
	 
	2021
	2020

	
Current assets
	2,303
	2,355

	Current liabilities
	2,511
	3,046

	 
	 
	 

	Current Ratio
	Current Asset ÷ Current Liability
	Current Asset ÷ Current Liability

	 
	0.92
	0.77



Comments:
The liquidity position is not good as the company has fewer current assets compared with current liabilities. The company should take care of this issue.
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Gearing ratio = [Debt ÷ Equity] × 100 (Chen and Shimerda, 2019)
In the given case, following information is given and Calculations also have been shown along with:
	 
	2021
	2020

	Equity
	3,088.00
	2,912.00

	Debt
	4,137.00
	4,129.00

	 
	
	

	Gearing ratio
	[Debt ÷ Equity] × 100
	[Debt ÷ Equity] × 100

	 
	133.97%
	141.79%



Comments:
The company has more debt than equity and it is not good for the company. It seems that the company is running on the money of the debt holders. They should take care of this issue. Though the debt has decreased compared to the last year but still it has more debt than equity.


[bookmark: _Toc111416400]10 – Interest Cover
Interest cover = (Net Profit before tax ÷ Interest) (Barnes, 2019)
	 
	2021
	2020

	Net Profit before tax
	                           846.00 
	                           720.00 

	Interest
	                           226.00 
	                           181.00 

	 
	 
	 

	Interest Cover
	(Net Profit before tax ÷ Interest)
	(Net Profit before tax ÷ Interest)

	 
	3.74
	3.98



Comments:
Interest cover has decreased in spite of increasing profit and decreasing debt. The reason for decreasing interest cover is due to taking a loan that has high interest. The company needs to reduce loans to reduce the complexity. 
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