ACCOUNTING FUNDAMENTALS 12



LCBB4001
ACCOUNTING FUNDAMENTALS
Name: Ludmila Rosu
Student ID: 2114963
Lecturer: Rita Ukachi-Lois
Date: 01.04.2022

	







Table of Contents
Introduction	3
QUESTION ONE	3
a) Preparation of the income statement and statement of financial position of Wales Plc as at 31st December 2021	3
1. Income Statement for Wales Plc for the year ended 31st December 2021	3
2. Statement of financial position for Wales Plc for the year ended 31st December 2021	4
b) Why does the statement of financial position balance?	4
QUESTION TWO	4
a) Calculating ratios for Sweets Plc showing formulas and workings	4
Commenting on the financial performance of Sweets Plc using the information in the financial statements and the ratios calculated	9
Conclusion	10
References	12







[bookmark: _Toc99403520]Introduction 
Accounting focuses on five key principles that entail: revenue recognition principle, matching principle, historical cost principle, full disclosure principle and objectivity principle. The assignment has focused on the preparation of an income statement along with a statement of financial position for Wales Plc. It has calculated ratio for Sweets Plc which entail; return on equity, return on capital employed, current ratio, gearing ratio, earnings per share, interest cover, debtors collection period, asset turnover, stock holding days and net profit margins. Finally, it has commented on the financial performance of Sweets Plc using the ratio and information from the financial statements. 
[bookmark: _Toc99403521]QUESTION ONE 
[bookmark: _Toc99403522]a) Preparation of the income statement and statement of financial position of Wales Plc as at 31st December 2021
[bookmark: _Toc99403523]1. Income Statement for Wales Plc for the year ended 31st December 2021
	
	£
	£

	Sales 
	
	800000

	Cost of sales 
	
	578650

	Gross profit 
	
	221350

	Selling and distribution expenses
	
	

	Distribution costs
	28000
	(28000)

	Administrative expenses
	
	

	Administrative expenses 
	30000
	

	Directors remuneration 
	5000
	(35000)

	Operating profit
	
	158350

	Finance cost 
	
	(2000)

	Profit before tax
	
	156350

	Income tax expense 
	
	(100000)

	Profit after tax
	
	56350



[bookmark: _Toc99403524]2. Statement of financial position for Wales Plc for the year ended 31st December 2021
	
	£

	Non-current assets 
	

	Plant and equipment
	632730

	Total non-current assets 
	632730

	Current assets
	

	Stock 
	330600

	Trade receivable 
	170125

	Cash and bank 
	76250

	Total current assets
	576975

	Total assets
	1209705

	Equity 
	

	Ordinary shares
	400000

	Preferences shares
	300000

	Debentures 
	100000

	Retained profits 
	188350

	Ordinary dividend paid
	20000

	Preference dividend paid
	30000

	Total equity 
	1038350

	Current liabilities
	

	Trade payables 
	171355

	Total equity and liabilities 
	1209705



[bookmark: _Toc99403525]b) Why does the statement of financial position balance? 
The statement of financial position balances due to the double entry accounting principle. This is because the accounting system must record all the transactions in at least two different accounts thus acting as a check for ensuring the consistency of the entries. Therefore, the entries made on the debit side will have to correspond to those made on the credit side. 
[bookmark: _Toc99403526]QUESTION TWO 
[bookmark: _Toc99403527]a) Calculating ratios for Sweets Plc showing formulas and workings 
1. ROCE 
Return on capital employed is a profitability ratio that determines the profitability and capital efficiency of a company. Shareholders, analysts and investors use the ratio in determining the corporate performance of companies they anticipate to invest in (Lough, 2013). 
Return on capital employed =   Operating Profit     ×100
                                                  Capital Employed
Where capital employed = total assets – current liabilities 
	
	2020 (£m)
	2021 (£m)

	Operating profit 
	699
	805

	Capital employed 
	10087 – 3046 = 7041
	9736 – 4137 = 5599

	Return on capital employed 
	9.93%
	14.38%



2. ROE 
Return on equity is a profitability ratio that determines the profitability of the company and its efficiency towards the generation of profits. Therefore, the ratio determines the net income of the company through dividing its shareholders’ equity (Watson and Head, 2016). 
Return on equity = net income / shareholders’ equity 
	
	2020 (£m)
	2021 (£m)

	Net income 
	366
	431

	Shareholders’ equity 
	2912
	3088

	Return on equity 
	0.13
	0.14



3. Earnings per share 
The earnings per share is a financial metric that determines the ability of the company to produce net profits for the common shareholders. Therefore, it divides the net earnings available to the common shareholders by average outstanding shares over a specific time period (Pandey, 2015).  
Earnings per share = Net income – preferred dividends
                                   End of period shares outstanding 
	
	2020 (£m)
	2021 (£m)

	Net income – preferred dividends 
	366 – 242 = 124
	431- 255 = 176

	End of period shares outstanding 
	267
	342

	Earnings per share 
	0.46
	0.51



4. Net profit margin 
Net profit margin is a profitability ratio expressing the profits generated from the operations of the company as a percentage of the company’s revenue or net sales. The ratio is significant in accounting for all expenses faced by the company thus effectively determining its overall financial health (McLaney, 2017). 
Net Profit Margin =   Net Profit           ×100
                                 Sales Revenue
	
	2020 (£m)
	2021 (£m)

	Net profit
	366
	431

	Sales revenue
	6441
	6738

	Net profit margin 
	5.68%
	6.40%



5. Asset turnover 
The asset turnover ratio is an efficiency ratio that determines the ability of the company to utilise its assets towards generating sales revenue (Pandey, 2015). A high asset turnover ratio is an indication of the efficiency of the company towards selling goods quickly as there is demand for the goods. 
Asset turnover =   Annual sales / Revenue   
                              Total assets
	
	2020 (£m)
	2021 (£m)

	Annual sales
	6441
	6738

	Total assets
	10087
	9736

	Asset turnover 
	0.64
	0.69 



6. Stock holding days
Stock holding days is an efficiency ratio that determines the number of days the company holds stock in its warehouse before selling it. The ratio outlines how long funds are tied up in form of inventory before being realised as sales (Watson and Head, 2016). 
Stock holding days =   365 days   
                                    Stock turnover 
Where stock turnover = cost of sales 
                                       Average inventory 
	
	2020 (£m)
	2021 (£m)

	Cost of sales
	3096
	3235

	Average inventory 
	659
	708

	Stock turnover 
	4.70
	4.57

	Days
	365
	365

	Stock holding days
	77 days
	79 days



7. Debtors collection period
The debtors’ collection period is an efficiency ratio that determines the average time taken for collecting debts. The ratio evaluates the efficiency of the company towards the collection of debts (McLaney, 2017). 
Debtors collection period =   Trade Receivable ×365
                                                 Credit Sales
	
	2020 (£m)
	2021 (£m)

	Trade receivables 
	1287
	1249

	Credit sales 
	6441
	6738

	Debtors collection period 
	72 days
	67 days


 
8. Current ratio
The current ratio is a liquidity ratio that determines the ability of the company to meet its short term obligations or those obligations that fall due in a period of one year using current assets. The ratio determines the short term financial strength of the company (Davies and Crawford, 2011). 
Current ratio = current assets / current liabilities
	
	2020 (£m)
	2021 (£m)

	Current assets
	2355
	2303

	Current liabilities 
	3046
	2511

	Current ratio
	0.7
	0.9



9. Gearing ratio 
The gearing ratio outlines the company’s long term financial position along with its ability to meet obligations from outstanding loans. The ratio determines the percentage of the company’s assets that are financed with long term debt (Davies and Crawford, 2011). 
Gearing ratio = Total long term debt × 100%
                           Total assets 
	
	2020 (£m)
	2021 (£m)

	Total long term debt 
	4129
	4137

	Total assets 
	10087
	9736

	Gearing ratio
	40.93%
	42.49%



10. Interest cover 
The interest cover is a gearing ratio that indicates the number of times interest charges are paid from operating profit (Lough, 2013). 
Interest cover = Operating profit
                           Interest charged 
	
	2020 (£m)
	2021 (£m)

	Operating profit 
	699
	805

	Interest charged 
	181
	226

	Interest cover 
	3.86
	3.56



[bookmark: _Toc99403528]Commenting on the financial performance of Sweets Plc using the information in the financial statements and the ratios calculated 
The return on capital employed for Sweets Plc increased from 9.93% in 2020 to 14.38% in 2021. This was attributed to the increase in the operating profit from £699 million in 2020 to £805 million in 2021. It is an indication of the efficiency of the company in the utilisation of its capital for the generation of profits. The return on equity for Sweets Plc slightly increased from 0.13 in 2020 to 0.14 in 2021. This is attributed to the slight increase in the net income from £366 million in 2020 to £431 million in 2021. It is an indication of the ability of the company to generate income from its shareholders’ equity. The earnings per share increased from 0.46 in 2020 to 0.51 in 2021. This is attributed to the increase in the net income minus the preferred dividends from £124 million in 2020 to £176 million in 2021 thus indicating a greater value for the company. The net profit margin of Sweets Plc increased from 5.68% in 2020 to 6.40% in 2021. This is attributed to the increase in the net profit from £366 million in 2020 to £431 million in 2021. It is an indication of containment of costs and generation of profits from the sales made by the company. 
The asset turnover of Sweets Plc slightly increased from 0.64 in 2020 to 0.69 in 2021. This is attributed to the increase in the sales from £6441 million in 2020 to £6738 million in 2021. It is an indication of the efficiency of the company towards the utilisation of its assets into generating sales revenue. The stock holding days of Sweets Plc slightly increased from 77 days in 2020 to 79 days in 2021. This is attributed to the increase in inventory from £659 million in 2020 to £708 million in 2021. It is an indication of the company tying up money in form of inventory for longer periods. The debtors’ collection period of Sweets Plc decreased from 72 days in 2020 to 69 days in 2021. This is attributed to the decline in the trade receivables from £1287 million in 2020 to £1249 million in 2021. It is an indication of the company’s efficiency towards the collection of its debts. 
The current ratio of Sweets Plc increased from 0.7 in 2020 to 0.9 in 2021. It is attributed to the decrease in the current liabilities from £3046 million in 2020 to £2511 million in 2021. It is an indication of the ability of the company to effectively settle its short term obligations using the current assets. 
The gearing ratio of Sweets Plc increased from 40.93% in 2020 to 42.49% in 2021. This is attributed to the increase in the long term debt from £4129 million in 2020 to £4137 million in 2021. It is an indication of Sweets Plc being progressively dependent on debt to promote its business. The interest cover decreased from 3.86 in 2020 to 3.56 in 2021. It is attributed to the increase in the operating profit from £699 million in 2020 to £805 million in 2021. It is an indication of the ability of the company to pay the interest on its outstanding debts. 
[bookmark: _Toc99403529]Conclusion 
Sweets Plc is profitable as indicated by the increase in the company’s profitability ratios in 2021 from 2020. The company experienced an increase in its return on equity, return on capital employed, earnings per share and net profit margin ratios in 2021 from 2020. Sweets Plc is highly efficient in the utilisation of its asses to generate sales as indicated by the increase in asset turnover ratio. However, the company is inefficient towards the collection of its debts, and it also holds inventory for longer periods. Sweets Plc is highly liquid as indicated by an increase in its liquidity ratio where an increases in the current ratio in 2021 from 2020 was realised. Sweets Plc is solvent as indicated by its solvency ratio where the gearing ratio increased in 2021 from 2020. However, the interest cover ratio declined thus outlining the ability of the company to pay its interest on the outstanding debt. 
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