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1. Income statement and SOFP for Wales plc
Wales plc
Income statement for the year ended 31st December 2022
	
	£

	Revenue (800,000+980)
	800,980

	Cost of sales
	 (578,650) 

	Gross profit
	222,330

	Distribution costs
	(28,000)

	Administration expenses (30,000+5,000+3,000)
	(38,000)

	Operating profit
	156,330

	Interest payable (200,000×2%)
	(4,000)

	Profit before tax
	152,330

	Taxation
	(100,000)

	Profit for the period
	 52,330

	
	


Wales plc

Statement of Financial Position as at 31st December 2022
	
	£
	£

	ASSETS
	
	

	Non-current assets
	
	

	Property, plant & equipment
	1,250,000
	

	

	
	
	1,250,000

	Current assets
	
	

	Inventories
	510,850
	

	Trade and other receivables (W1)
	171,105
	

	Cash and cash equivalents
	 96,000 
	

	
	
	 777,955

	Total assets
	
	 2,027,955 

	 
	
	

	LIABILITIES
	
	

	Current liabilities
	
	

	Trade and other payables (W2)
	191,625
	

	Interest paid
	    2,000
	

	Current tax payable
	100,000
	

	
	
	293,625

	Non-current liabilities
	
	

	Long term borrowings
	 200,000 
	

	

	
	
	 200,000 

	Total liabilities
	
	 493,625 

	
	
	

	Net assets
	
	 1,534,330 

	
	
	

	EQUITY
	
	

	Share capital (W3)
	
	1,400,000

	Retained earnings (W4)
	
	     134,330 

	Total equity
	
	 1,534,330


	TOTAL LIABILITIES AND EQUITY             
	
	2,027,955


Workings

W1) Trade and other receivables
Trade receivables                      170,125
Other receivables                             980 
                                                   171,105
W2) Trade and other payables
Trade payables                           188,625

Other payables                               3,000
                                                    191,625
W3) Share capital

£1 ordinary shares                       900,000
10% £1 preference shares           500,000
                                                  1,400,000
W4) Retained earnings
Retained profit at 01.01.2022     132,000

Profit for the year 2022                 52,330

Ordinary dividend paid                (20,000)

Preference dividend paid            (30,000)
                                                    134,330
2.SOFP always balance

The balance sheet, a financial document, showcases the accounting equation, revealing the organisation’s financial standing at a particular date, like a snapshot capturing its status at that moment (Sangster et al. 2017, p.11).

The financial statement shows that the sum of equity and liabilities equals the total assets (Assets = Liabilities + Equity). This relationship is clear and simple: assets are acquired either by obtaining funds from the owner(s) or external parties, or a combination of both (Atrill et al. 2018, p.38). 
The accounting equation may be substituted with verbal expressions denoting the assets of the enterprise: 

	Resources: what they are = Resources: who supplied them

(Assets)                          (Capital + Liabilities)


 (Sangster et al. 2017, p.10)
The balance sheet portrays the two sides of accounting equation, ensuring that the sum of one side always equals the sum of the other. Each transaction impacts two elements in the equation, occasionally affecting the same item twice – once positively (increasing) and once negatively (decreasing) (Sangster et al. 2017, p.16).
The example below illustrates the accounting equation. 
XYZ plc is a recently established business, formed on 1st April 2020 through a deposit of £30,000 into a bank account. This amount was obtained by a combination of £11,000 from the owner and £19,000 from borrowing. As a result , both the owner (equity) and the lender (liability) will have claims on the business. 
When presenting the statement of financial position for XYZ plc after these transactions, it will be shown as follows:

XYZ plc
Statement of financial position as at 1st April 2020
ASSETS                                                                                                            £
Cash at bank                                                                                            30,000
Total assets                                                                                            30,000
EQUITY AND LIABILITIES

Equity                                                                                                       11,000
Liabilities – borrowing                                                                              19,000
Total equity and liabilities                                                                     30,000
According to Atrill et al (2018, p.39) the accounting equation A=L+E will always remain constant. No matter what changes happen to the business’s assets or the claims on it, corresponding adjustments will be made elsewhere to ensure that the statement of financial position always remains balanced. The transaction recorded on 2nd April 2020 (XYZ plc purchased a van for £6,000 and made the payment using cheque) will illustrate why does the statement of financial position balance
XYZ plc

Statement of financial position as at 2nd April 2020
ASSETS                                                                                                            £
Cash at bank (30,000-6,000)                                                                   24,000
Van                                                                                                             6,000
Total assets                                                                                            30,000
EQUITY AND LIABILITIES

Equity                                                                                                       11,000

Liabilities – borrowing                                                                              19,000
Total equity and liabilities                                                                     30,000
Acquiring the van leads to a decrease of £6,000 in the bank balance and adds a new asset (the van) to the financial statement. The overall assets remain constant, only the composition of assets is modified. The obligations against the business remain unchanged, as there is no shift in the business’s financing approach.
The XYZ plc example demonstrates that the accounting equation (A=L+E) reflects the idea that a business needs to secure funds equivalent to the cost of acquiring assets. Consequently, the total cost of acquired assets should always equal the total of equity and liabilities.
3.Calculations and ratios

	Ratio
	Working (2021)
	Working (2020)
	2021
	2020

	1.ROCE
(Profit Before Interest/Capital Employed)×100%
	19/(9,736-2,511)×100
	5/(10,087-
3,046)×100
	0.26%
	0.07%

	2.ROE
(Earnings/Equity)×100%
	(431/3,088)×100
	(366/2,912)×100
	13%
	12%

	3.EPS
Earnings/Number of ordinary shares £
	431/600
	366/600
	£0.71
	£0.61

	4. Net Profit Margin
(Operating Profit/Sales)×100%
	(805/6,738)×100
	(699/6,441)×100
	11%
	10%

	5.Asset Turnover
Revenue/Capital Employed (times)
	6,738/(9,736-2,511) 
	6,441/(10,087-3,046)
	0.93 times
	0.91 times

	6. Stock Holding Days
(Inventory/Cost of sales)×365(days)
	(708/3,235)×365
	(659/3,096)×365
	80 days
	78 days

	7. Debtors Collection Period
(Trade Receivables/Revenue)×365(days)
	(1,249/6,738)×365
	(1,287/6,441)×365
	68 days
	73 days

	8. Current Ratio
Current Assets/Current Liabilities (x:1)
	2,303/2,511
	2,355/3,046
	0.91:1
	0.77:1

	9.Gearing Ratio
(Long Term Debt/Long Term Debt+Equity)×100%
	(4137/9736)/
(4,137/9736+3,088) ×100
	(4,129/10,087)/
(4,129/10,087+2,912) ×100
	0.01%
	0.01%

	10. Interest Cover
Profit Before Interest/Interest Charges (times)
	19/226
	5/181
	0.08
times
	0.02
times


4. Comments on the financial performance and position of Sweets plc.
In 2020, the Return on Capital Employed (ROCE) stood at 0.07%, while in 2021 , it rose to 0.26%. This upward trend in ROCE is viewed as a positive indicator and outlines that Sweets plc is efficiently handling its assets and capital structure to generate higher profits. Similarly, the Return on Equity (ROE) has also experienced growth, moving from 12% to 13%. This is another positive sign that suggest a favourable indication of enhanced profitability for Sweets plc.

Sweets plc. experienced an increase in EPS from £0.61 in 2020 to £0.71 in 2021. This suggests growth in the company’s profitability over that period.

From 2020 to 2021, there was an increase in the Net Profit Margin, going from 10% to 11%. The rise in Net Profit Margin means that the company is earning a larger proportion of profit from its revenue, suggesting improved operational efficiency  and cost management.
An Asset Turnover ratio of 0.91 in 2020 and 0.93 in 2021 indicates a slight improvement in the company efficiency. This means that for every pound of assets owned by the company, it generated £0.91 and £0.93 of revenue in 2020 and 2021, respectively. The increase in the ratio shows that the company has been using its assets more effectively to generate sales over time.
In the case of Sweets plc, it seems that the stock holding days increased from 78 days in 2020 to 80 days in 2021. A rise in Stock Holding Days could raise concerns for Sweets plc, indicating that the company is holding inventory for an extended period before selling, potentially leading to tied-up  capital and higher storage expenses. The company should carefully manage and optimise their inventory levels to strike a balance between meeting demand and reducing holding costs. 

A decrease in Debtor Collection Period from 73 days in 2020 to 68 days in 2021 is reducing the likelihood of bad debts because the company is able to receive payments from customers at a faster rate, leading to better cash flow and improved working capital position.

In the case of Sweets plc, a current ratio of 0.77:1 in 2020 suggests that for every £1 of current liabilities, the company had £0.77 of current assets. Moreover, a current ratio of 0.91:1 in 2021 indicates an improvement, with £0.91 of current assets for every £1 of current liabilities. This upward trend highlights that the company’s liquidity position improved from 2020 to 2021, indicating a potentially stronger ability to meet short-term obligations.
The Gearing Ratio remained 0.01% in both 2020 and 2021, it suggests that there was no change in the ratio of debt to equity during that period.

The Interest Cover was 0.02 times in 2020 and increased to 0.08 times in 2021. Slight increase in the Interest Cover may give rise not to worries regarding the company’s financial well-being.
Overall, Sweets plc’s positive performance in terms of increased ROCE, ROE, EPS, Net Profit Margin, Asset Turnover, Stock Holding Days and Current Ratio indicates operational efficiency and improved profitability, and that can make the company more appealing to investors. However, the decrease in Debtors Collection Period, and Interest Cover raises concerns about accounts receivable management, capital structure, and interest payment capabilities.
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