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Introduction
Financial accounting deals with the financial transactions of the company. It includes four statements and those are income statement, balance sheet, equity statement, and cash flow statement. And there are notes relevant to the statements. In this report, in the requirement 1, two statements are prepared and those are the income statement and balance sheet, and relevant notes have also been prepared.
Ratio analysis is known as a tool for financial statement analysis. Financial statements provide absolute figures, but it cannot provide the comparability of the information. So, to compare all the information with other companies, ratio analysis is an important tool. In the requirement 2, ten ratios are calculated.
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Income Statement:
Income statement includes all the revenues and expenses. If revenues are higher than all the costs, then a company incurs profit and if revenues are lower than costs, then loss incurs. Income Statement of Wales Plc is calculated below:
	 
	 Amount 
	 Amount 

	Sales 
	 
	   800,000.00 

	(+) Unrecorded sales
	 
	          980.00 

	 
	 
	   800,980.00 

	(-) Cost of sales 
	 
	  (578,650.00)

	Gross profit
	 
	   222,330.00 

	(-) Operating cost:
	 
	 

	Administrative expenses 
	 (30,000.00)
	 

	Directors’ remuneration 
	   (5,000.00)
	 

	Distribution costs 
	 (28,000.00)
	 

	Commission of salesmen
	   (3,000.00)
	 

	Total operating costs
	 
	    (66,000.00)

	Operating profit
	 
	   156,330.00 

	Finance cost:
	 
	 

	Ordinary dividend paid 
	 (20,000.00)
	 

	Preference dividend paid 
	 (30,000.00)
	 

	Interest paid 
	   (2,000.00)
	 

	Total finance cost
	 
	    (52,000.00)

	Profit before tax
	 
	   104,330.00 

	Corporate tax
	 
	  (100,000.00)

	Profit after tax
	 
	       4,330.00 

	Retained profits at 1st January 2021 
	 
	   132,000.00 

	Retained profits at 31 December 2021 
	 
	   136,330.00 





Balance Sheet: Balance sheet includes all the assets and liabilities. In this statement, all the assets and liabilities are classified as current and non-current. And in the liability, apart from current liability and non-current liability, Equity is also considered. Wales Plc.’s Balance sheet is also calculated below:
	 
	 Amount 
	 Amount 

	Current assets:
	 
	 

	Stock at 31st December 2021 
	 
	     430,600.00 

	Trade receivable 
	     170,125.00 
	 

	(+) unrecorded sales
	            980.00 
	 

	 
	 
	     171,105.00 

	Cash and bank 
	 
	     176,250.00 

	Total current assets
	 
	     777,955.00 

	Long-term assets:
	 
	 

	Plant and equipment 
	 
	  1,250,000.00 

	Total assets
	 
	  2,027,955.00 

	Current liabilities:
	 
	 

	Trade payable 
	     188,625.00 
	 

	Accrued commission
	         3,000.00 
	 

	Corporate tax
	     100,000.00 
	 

	Total current liabilities
	 
	     291,625.00 

	Long-term liabilities:
	 
	 

	4% Debentures 
	 
	     200,000.00 

	Equity:
	 
	 

	£1 ordinary shares 
	  1,000,000.00 
	 

	10% £1 preference shares 
	     400,000.00 
	 

	Retained profits at 31 December 2021 
	     136,330.00 
	 

	 
	 
	  1,536,330.00 

	 
	 
	  2,027,955.00 
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Financial position is one of the statements of the financial accounting. And the reason its balanced figures is a double entry system. Based on double-entry system, all the transactions are recorded. It can also be addressed as the recording system. Under a double entry system, for any financial transaction, two sides are affected financially. It means that when any financial transaction incurs, each party’s financial position has two parts and those two parts are affected due to the double entry system.
In financial accounting, there is an equation name Accounting Equation. Like other equations, this equation also has two sides, one is the assert side and another is the liability side. And on the liability side, there are two parts, one is liability and another is equity. When the financial transaction is recorded, that transaction affects either both sides of the transaction or affect one side twice. Accounting equation is the representation of the financial position. Some examples are discussed below:
1. A company sold its goods on cash.
Here, the company sold goods to its customer. And that transaction incurred on cash. First of all, due to sales, its revenue is increased and revenue is the part of equity. So, increase in sales revenue affects the equity portion and equity is increased. On the other hand, the transaction incurred on cash so cash is also increased and cash is the component of the asset. So, in the equation, asset portion has also increased. Through this transaction, both sides of the equation are affected and the equation becomes balanced.  
2. A company purchase materials on credit
Here, the company purchased goods from the supplier, and that purchase incurred on credit. Purchase is a revenue expense and due to purchase, company’s expense has increased. Expenses decreases equity so here equity is decreased. On the other hand, that purchase is on credit. Due to credit purchase, company’s liability has increased. And due to this reason, in the accounting equation, liability is increased. So, due to this transaction, one time equity is decreased and one time liability is increased. So, due to twice impact on same side, the equation is balanced.
There are thousands of financial transactions and all of them affect the accounting equation or financial position in this same way. So, now it can be concluded that due to double entry system, financial position is balanced.
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Task 2
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1. Return on capital employed
Return on capital employed = Operating Profit ÷ (Long term liabilities + Equity) (Scott and O'Brien, 2003). This ratio determines how much profit will be go for the financing sources. As in this ratio both the long-term financing sources are considered.
	Description
	2021
	2020

	Operating profit
	805
	699

	Loans and other borrowings
	4,137.00
	4,129.00

	Ordinary share capital (50p shares)
	300
	300

	Share premium
	1,071
	1,071

	Retained profits
	1,717
	1,541

	Total capital employed
	7,225.00
	7,041.00

	Operating Profit ÷ (Long term liabilities + Equity)
	11.14%
	9.93%



Here, the Return on capital employed is increased compared to the last year because the company’s operating profit has also increased. It means that the company is properly utilising its capital employed in generating profits.
2. Return on Equity
Return on equity = Net Profit ÷ Equity. Here, this ratio only indicates the equity. But here net profit is considered because shareholders are the last claimers and they can claim net profit not the operating profit. 
	Description
	2021
	2020

	Net profit
	431
	366

	Ordinary share capital (50p shares)
	300
	300

	Share premium
	1,071
	1,071

	Retained profits
	1,717
	1,541

	Total Equity
	3,088.00
	2,912.00

	Net Profit ÷ Equity
	13.96%
	12.57%



Like ROCE, ROE is also higher compared to the last year. From the equity portion, except retained earnings, to other components have changed. On the hand, the company’s net profit has also increased. It means that the company’s profitability is increasing.
3. Earnings per share: Net profit ÷ Number of shares. Earnings per share is another profitability ratio but it divides the net profit by the number of shares. As a result, it can be identified how much net profit will go for each shareholder.
	Description
	2021
	2020

	Net profit
	431
	366

	Ordinary share capital (50p shares)
	300
	300

	Price per share
	0.50
	0.50

	Number of shares
	600
	600

	Net Profit ÷ Equity
	0.72
	0.61



Here, earnings per share is higher compared to the last year because of two reasons. One is company’s net profit is higher than the last year and the company’s equity has not increased. It means that with the same level of shares (no further issue), the company has improved its profitability.
4. Net Profit Margin
Net profit margin = (Net profit ÷ Revenue) × 100. Net profit margin is most popular and common profitability ratio. Because it determines the net profit compared with revenue. Normally by figure, profit may seem higher. But when that profit is compared with the revenue, actual profitability can be ensured.
	Description
	2021
	2020

	Net profit
	431.00
	366.00

	Revenue
	6,738.00
	6,441.00

	(Net profit ÷ Revenue) × 100
	6.40%
	5.68%



Here, the net profit ratio has increased in the year 2021 compared to the last year. Though the difference is not so much high but still the changes can be observed. Sometimes when the company increased revenue, other expenses also increased along with. But the company has managed its good profitability position. 
5. Asset Turnover
Asset turnover = Revenue ÷ Total assets (Hopwood, 2000). Asset turnover is an efficiency ratio or turnover ratio. Assets are used to generate revenue. This ratio tells how efficiently a company can utilise its assets to generate revenue.
	Description
	2021
	2020

	Revenue
	6,738.00
	6,441.00

	Total assets
	9,736.00
	10,087.00

	Revenue ÷ Total assets
	0.69
	0.64



Here, the turnover ratio is increased compared to the last year. Because the company’s revenue is increased but the increase is not so much high. But another reason for increasing the ratio is that the company has reduced assets. After observing the overall scenario, it can be stated that the company has disposed of or removed some of its non-operating assets.
6. Stock Holding Days
Stock holding days = (Inventory ÷ Cost of sales) × 365 (Weil et al, 2013). Stock holding days is the efficiency ratio. Stocks are the goods that is sold to the customers. A company needs to have goods in stock but that quantity should be optimal amount. Here the optimal amount means when a company can fulfil the demand of the customers and can incur less warehouse cost that is optimal. 
	Description
	2021
	2020

	Inventory
	708.00
	659.00

	Cost of sales
	3,235.00
	3,096.00

	(Inventory ÷ Cost of sales) × 365
	79.88
	77.69



The company’s stock holding days are increased. From the above ratio, it can be assumed that company’s demand may have increased and after predicting that demand, the company has stocked more inventory. And this is the reason of 2 days more.

7. Debtors collection days
Debtors’ collection days = (Trade receivable ÷ Revenue) × 365 (Harrison et al, 2014). Debtors’ collection days is the efficiency ratio that determines how many days a company takes to collect cash from the receivables. Sometimes receivables are considered as investments because when customers are satisfied with the company, they make the frequent purchase from them. And sale on credit is one of the reasons that satisfy the customers. But a company should also remember that if cash is not collected shortly, there is a high chance of bad debt and short of liquidity.
	Description
	2021
	2020

	Trade receivables
	1,249.00
	1,287.00

	Revenue
	6,738.00
	6,441.00

	(Trade receivable ÷ Revenue) × 365
	67.66
	72.93



Here, the company’s average collection days are decreased compared with the last year. From the above ratio, it is confirmed that the company’s profitability is increased and it means that the revenue and financial transactions have also increased. But still, the company has managed to collect fast from its receivables. It indicates the company’s efficiency.
8. Current Ratio
Current ratio = Current assets: Current Liabilities. Current ratio is a liquidity ratio that compares current assets with current liabilities determines a company’s ability to pay to the current liabilities out of the available current assets.
	Description
	2021
	2020

	Current assets
	2,303.00
	2,355.00

	Current liabilities
	2,511.00
	3,046.00

	Current assets: Current Liabilities
	0.92: 1
	0.77: 1



here, company’s current ratio is increased compared to the last year. It means that the company is doing well with its current ratio though still current assets are lower than current liabilities.
9. Gearing ratio
Gearing ratio = Debt ÷ Equity
	Description
	2021
	2020

	Current debt
	2,511.00
	3,046.00

	Non-current debt
	4,137.00
	4,129.00

	Total debt
	6,648.00
	7,175.00

	Total equity
	3,088.00
	2,912.00

	Debt/ Equity
	215%
	246%


 
Here, the company has more debt compared with equity and it may provide tax shield but it also attracts loan covenants.
10. Interest cover
Interest cover = Operating Profit ÷ Interest.
	Description
	2021
	2020

	Operating profit
	805
	699

	Interest
	226.00
	181.00

	Operating Profit ÷ Interest.
	3.56
	3.86



Here, the company’s ineptest coverage is decreased because its interest cost has increased.
[bookmark: _Toc124502303]Conclusion
From the ratio analysis it is clear that the company is performing well in terms of profitability and efficiency. But it needs to reduce its debt because it is too much higher. And on the other hand, due to higher debt, interest coverage is also lower. So, the company should take care of it.
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