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[bookmark: _Toc129869870]Introduction
This assessment is to be prepared to aim at using the fundamentals of accounting for answering the given questions. There are two questions on the topic of financial accounting that are to be answered using the concepts of financial accounting. In the first question, Wales plc's financial statements are to be prepared for the year ending on 31st December 2022. The reason behind the equilibrium state of the statement of financial position is to be addressed as well. Ratio analysis must be performed for Sweets Plc using their financial statements. Profitability, efficiency, and liquidity ratios have to be evaluated to assess the financial aspects of the company.
'Accounting Fundamentals' or 'Fundamentals of accounting' refers to some operations that are to be performed in the accounting process. These fundamentals include recording the financial transactions, reporting those records, and analysis of the reports. In Financial accounting, some of the fundamentals include the steps of an accounting cycle, statement of reconciliation, depreciation, set up of the final accounts and accounting for private transactions. All financial transactions of the past years are recorded in the final accounts or the financial statements of a company that are used by the external stakeholders of the company to assess the financial condition of the business and make relevant business decisions (Tally Solutions, 2022).      
[bookmark: _Toc129869871]Question 1
[bookmark: _Toc129869872]A.1: Profit & Loss statement/ Income statement of Wales plc
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Table I: Income statement of Wales plc
(Source: Self-generated, 2023)
An income statement is one of the most useful financial accounting reports that is used to analyze the financial performance of the company for a particular financial year. The sales incurred by the company and the costs associated with the production and sales of those goods and services and other operating expenses, the gross and net profit incurred by the company, etc. are depicted in the income statement of the company (Fraser et al., 2016). An income statement is very useful for the external stakeholders of a company such as investors, creditors, customers, suppliers, and the government, etc. to make decisions regarding the operations of the business, investment, etc. 
Wales plc's income statement includes the following components and calculations-
Gross profit: Gross profit is the profit that a company incurs from the sale of its products. When the cost of goods sold is subtracted from the total revenue of the company. The Cost of goods sold (COGS) is the direct and variable costs of the company that changes with the number of goods sold. Wales plc has secured a sales value of 800,000 GBP and the cost of sales includes only the purchases of value 578,650 GBP. So, the gross profit of the company is = 800,000 - 578,650 = 221,350 GBP. 
Total operating expenses: These expenses are not direct. Rather these are the fixed costs that will be the same for any quantity of goods and services sold. These operating expenses include administrative costs, rents and salaries, commissions, dividends, depreciation, etc. Here, the total operating expenses are valued at 30,000 + 2,000 + 5,000 + 28,000 + 20,000 + 30,000 + 100,000 + 3,000 = 218,000 GBP. 
Net profit: It is the actual comprehensive profit that is left to the company after mitigating all the direct and indirect expenses. To get the net profit, total operating expenses must be deducted from the gross profit. Here, the gross profit of the company is 221,350 GBP and the cost of operations is valued at 218,000 GBP. So, the net profit of the company = 221,350 - 218,000 = 3,350 GBP.         
[bookmark: _Toc129869873]A.2: Statement of financial position of Wales plc
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Table II: Wales Plc’s statement of financial position 
(Source: Self-generated, 2023)
In financial accounting, the statement of financial position is another synonym for the balance sheet. Assets, liabilities or debts, capital, retained earnings, etc. of a company are listed in this statement. The financial condition and strength of a company are assessed with the help of this statement. The statement is also said to follow some of the Generally Accepted Accounting Principles (GAAP) when recording financial transactions. Like an income statement, a balance sheet is also used by the external stakeholders of a company and the figures of a balance sheet do influence the decision-making of the stakeholders regarding the business. The balance sheet is always said to be in balance as it follows the accounting equation- Assets = Liabilities +Equity (Fraser et al., 2016).  
The components of the balance sheet of Wales Plc are described below- 
Assets side: On the assets side, the resources the company has to produce goods and services have been listed. Current assets are having a value of 776,975 GBP and fixed assets of 1,250,000 GBP. So, the total value of the assets of Wales plc is = 1,250,000 + 776,975 = 2,026,975 GBP. 
Liabilities and Equity side: There are current and non-current liabilities, shareholders' equity and retained profit listed on this side. Total liabilities are the sum of current and non-current liabilities = 3,000 + 100,000 + 188,625 +200,000 = 491,625 GBP. Total equity includes ordinary shares, preference shares, net profit and retained earnings = 900,000 + 500,000 +3,350 + 132,000 = 15,35,350 GBP. So, the total liability and equity = 491,625 + 1,535,350 = 2,026,975 GBP. 
So here, for Wales plc, the balance sheet is at balance.  
[bookmark: _Toc129869874]B: Why should both sides of the balance sheet be in equilibrium?
The balance sheet, which is also the statement of the financial position of a company, is said to use the double-entry bookkeeping system because one single financial transaction when occurred is recorded on both sides of the balance sheet- debit account and credit account. This is why the two sides of the balance sheet should always be in equilibrium. This will help to assess the source of the money and the areas of using this money. If there is no discrepancy in the double-entry bookkeeping system, then a balance sheet should always be in balance. Some other reasons are there as well behind the non-equivalence between the two sides of the balance sheet. If a figure is mistyped when recording in the balance sheet, errors in the rounding of software, data from inappropriate sources, etc. can cause disequilibrium in the balance sheet (Brixx, 2023).  
[bookmark: _Toc129869875]Question 2
[bookmark: _Toc129869876]Ratio analysis - calculation of the financial ratios
a.) ROCE
[image: ]
Return on Capital Employed (ROCE) is the profitability ratio that measures the profitability of the business alongside the efficient use of the capital. The higher the ratio, the higher the ability of the company to incur profits from the use of capital. A good ROCE ratio should be twice the current interest rates of a company. The formula of ROCE is = EBIT/ Capital employed = EBIT/ (Total assets - current liabilities) (GoCardless, 2020).  
b.) ROE
[image: ]
Return on Equity (ROE) is used to derive the returns made by the company from the investment of the shareholders. A higher ROE means the company is good at creating value for the shareholders. This ratio is evaluated by dividing the net profit by the equity of the shareholders. The competitive advantage of a company is also assessed by this ratio when compared with the industry average (Corporate Finance Institute, 2023).   
c.) Earnings per Share
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The corporate value of a company is measured by this ratio. This profitability ratio is used to measure the returns a company gets from the sales of its shares. A higher ratio EPS means that the income of the company from the sale of its shares is higher. This also means that the valuation of the company is high enough.  
d.) Net profit margin 
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Net profit margin is one of the most used profitability ratios that evaluate the income generated by a company per unit of sales. A company having a higher net profit margin means it has performed well in these financial years and the operating costs of the company have been low compared to the other years or companies. An industry average net profit margin of around 10% is desirable for any company. 
e.) Asset turnover
[image: ]
Asset turnover ratio is an important metric of the use of assets of the company efficiently to generate higher sales. The returns incurred by a company by using its assets (both current and fixed) are expressed by this ratio. A higher value of assets turnover ratio means the company generates higher returns using its assets in a particular financial year (Brush., 2023). 
f.) Stock holding days 
[image: ]
Stock holding days or inventory days evaluates the number of days for which the inventory of a company is held by the company before turning it into sales (Breuer et al., 2012). It is an efficiency ratio that evaluates the financial efficiency of a company to convert into liquidity. So lower stock holding days are more admirable.
g.) Debtors collection period
[image: ]
This ratio is another efficiency ratio that evaluates the time a company takes to collect trade debts. The formula of the debtors' collection period is = (trade debts/ average annual credit sales)*365. In this context too, a lower value of debtors' collection period is more desirable. 
h.) Current ratio
[image: ]
The current ratio is one type of liquid ratio that determines the liquidity strength of the company. This ratio talks about the ability of a firm to use its current assets to deal with short-term obligations (Breuer et al., 2012). A higher ratio means the company has more current assets than current liabilities. So, it is in a better liquid position to deal with sudden obligations. 
i.) Gearing ratio
[image: ]
The equity of the shareholders and loans or borrowings of the company are compared using the gearing ratio of the company. A higher gearing ratio is not desirable for the company because it has more loans and borrowings per equity of shareholders, so the financial leverage of the company gets higher.  
j.) Interest cover
[image: ]
This profitability ratio is used to assess the ability of a company to pay interest against its outstanding debts. If a company's interest cover ratio is below 3, then the company is not said to be in good financial health as the earnings incurred by the company against its interest expenses are not high at all. A higher ratio is always more desirable (Wall Street Prep, 2023). 
[bookmark: _Toc129869877]Analysis of the company’s financials
The above ratio analysis has been performed to evaluate the financial ratios that would help to protect the financial health and performance of the company. Profitability ratios are useful in determining the profits earned by the business from different operations, sales of shares, use of assets and equity. Sweets plc has used its capital better in 2021 to generate more profits as shown by the ROCE ratio. The value of the shareholders' equity has increased as well in 2021 as the ROE ratio suggests. The net profit margin has been higher but the turnover from the use of assets has gone down in the current financial year. Improvement in the current ratio means the company has been in a better financial liquidity position as it has more assets available in comparison to its current liabilities. The gearing ratio has not increased that much so the financial risks associated with the business are almost the same as before. The ability of the company to pay interest against its outstanding debts has gone down though in 2021. Financial efficiency has not improved as well for Sweets plc. 
So, the financial performance and positioning of the company have improved in 2021, but there are some areas of concern. The company must use its assets more to generate sales, and the ability to convert sales into cash should be improved too in the coming financial year. The users of accounting information must make their decisions accordingly.  
[bookmark: _Toc129869878]Conclusion
So, all fundamentals of financial accounting have been used in this assignment to answer the given questions. Wales plc's income statement and balance sheet would help the external users to make their business decisions wisely. The company's internal management will also get help to prepare the budgets and strategies for the coming financial year. The ratio analysis has provided an overall assessment of how Sweets plc has done this year and what are the areas of improvement. They will be helped as well in their business decision-making. 
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Calculation of Return on capital employeed

Particulars 2021 2020
Earning before interest and tax (EBIT) 805 699
Total Asset 9,736 10,087
Current liabilities 2,511 3,046
Capital employed 7,225 7,081
ROCE= EBIT/ Capital employed 11.14186851 | 9.927567107
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Calculation of Return on equity (ROE)

Particulars 2021 2020

Net income 431 366
Shareholders equity 300 300

ROE= Net income/Shareholders equity 1.436666667 1.22
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Calculation of Earning per share
Particulars 2021
Net income 431

Outstanding shares 300
Average outstanding shares 300
EPS= Net income/ Average outstanding shares 1.436666667
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Net profit margin

Particulars 2021 2020
Net profit 431 366
Total revenue 6738 6441
Net profit margin= (net profit /revenue)*100 6.396556842 | 5.682347462
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Asset turnover

Particulars 2021 2020

Total revenue 6738 6441
Total Asset 9.736 10,087
Average total asset 9911.5 5043.5

Asset turnover= Revenue/average total asset

0.679816375

1.277089323
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Stock hiolding days

Particulars 2021 2020
Closing stock 708 659
Cost of goods sold 3235 3096
Stock holding days= (Closing stock/cost of goods sold) x 365 79.88253478 | 77.6921835
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Calculation of debtors collection period

Particulars 2021 2020
Amount owed by Debtors 1,249 1,287
credit sales 6,738 6,441

Debtors collection period= (Amount owed by debtor/annual credit sales)*365

67.65880083

72.93199814
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Calculation of current ratio

Particulars 2021 2020
Current asset 2.303 2,355
Current liabilities 2,511 3,046
Current ratio= current asset/ current liabilities 0.917164476 | 0.77314511
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Calculation or gearing ratio

Particulars 2021 2020
Loans and borrowings 4137 4129
Shareholder equity 3,088 2912
Gearing ratio=loans and borrowings/shareholder equity 1.420673077| 141792582
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Calculation of interest cover

Particulars 2021 2020
Earning before interest and taxes 805 699
Interest expenses 226 181

Interest cover= EBIT/Interest expenses 3.561946903 | 3.86187845
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In the books of Wales plc

For the year ended 31/12/2022

Income Statement
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In the books of Wales plc

For the year ended 31/12/2022

Statement of financial position

Liabilities £ £ Asset £ £
Share capital
Ordinary share 9.00,000 Fixed Asset
Pref share 5,00,000 Plant 12,50,000
Total 14,00,000 Current asset
Add: Net profit 3.350 Trade receivable 1,70,125
Add: retained carning 1,32,000 Cash and bank 96,000
15,35,350 Stock 5,10,850
Debenctures 2,00,000
Current liabilities
Outstanding expenses 3000
Corporation tax 100000
Trade payable 188625
Total 20,26,975 Total 20,26,975





