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[bookmark: _Toc110362687]Introduction
Accounting is not only an important but also one of the compulsory activities that every business organisation has to perform. There are different types of benefits of accounting within an organisational context. This study has been prepared to discuss and illustrate the fundamentals of accounting. In the first part, the income statement and the statement of financial position will be prepared for a company named Wales plc. It will be showing the workings on how these financial statements have been prepared. The reasons underlying for why the statement of financial position is always balanced is going to be discussed as well. Besides this, financial statements of a sweets and confectionary manufacturer named Sweets plc are going to be considered for the calculation of the company’s financial ratios. Depending on the calculation of these ratios, the financial position and performance of the company will be evaluated.
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a) Prepare an income statement for the year ended 31st December 2021 for Wales plc and a statement of financial position as at that date
Financial statement preparation is one of the fundamental duties or activities in the field of accounting. Financial statements refer to the reports that are prepared in business organisations, which report their financial performance and position at the end of each year (Bragg and Bragg, 2022). The elements that these financial statements record and disclose are liabilities, assets, revenues, costs, profits, losses and cash flows. The two main types of financial statements prepared in business organisations are the income statement and the statement of financial position. According to Al-Hayek (2018), the income statement is a financial statement prepared in companies, which reflects their revenues and costs and indicates its profits or losses. In this context, Bragg and Bragg (2022) defined the statement of financial position as the financial statement in which business organisations summarise and report their assets, liabilities along with shareholders’ funds.
Depending on the information that is available about the organisation Wales plc, the following is the income statement prepared for the organisation for the year ending 31st December 2021 –
In the books of Wales Plc
Income Statement prepared for the year ended 31st December 2021
	Items
	Amount
	Amount

	Revenue from sales
	
	£ 800,980

	Less: Cost of Goods Sold (or COGS)
	
	- £ 578,650

	Gross profit
	
	£ 222,330

	Less: Operating costs and expenses
	
	

	Administrative expenses
	£ 30,000
	

	Distribution costs
	£ 28,000
	

	Salaries to staff (Director’s remuneration)
	£ 5,000
	- £ 63,000

	
	
	£ 159,330

	Less: Outstanding expenditures
	
	- £ 3,000

	Profit Before Interests & Taxes (or PBIT)
	
	£ 156,330

	Less: Interests paid
	
	- £ 2,000

	Profit before taxes (or PBT)
	
	£ 154,330

	Less: Corporation taxes for the year
	
	- £ 100,000

	Profit after taxes (or PAT)
	
	£ 54,330



Working notes:
1. Revenue from sales
= Sales recorded in books of accounts as at 31st December 2021 + Goods sent to customers on 31st December 2021 not recorded into ledger accounts yet
= £800000 + £980
= £800980
2. Operating costs and expenses
= Administrative expenses + Distribution costs + Salaries to staff (Director’s remuneration)
= £30000 + £28000 + £5000
= £63000
3. Outstanding expenditures
= Commission owed to salesmen in respect to the sales achieved in the month of December
= £3000
4. Profit before interests & taxes (PBIT)
= Gross profit – Operating costs and expenses – Outstanding expenses
= £222330 – £63000 – £3000
= £156330
5. Profit before taxes (PBT)
= Profit before interests & taxes (PBIT) – Interest expenses
= £156330 – £2000
= £154330
6. Corporation taxes for the year 
= Corporation taxes for the year estimated but not yet paid
= £100000
7. Profit after taxes (PAT)
= Profit before taxes (PBT) – Corporate taxes for the year
= £154330 – £100000
= £54330
Conversely, based on the information that is available about the organisation Wales plc, the following is the statement of financial position prepared for the organisation as on 31st December 2021 –
In the books of Wales Plc
Statement of Financial Position as on 31st December 2021
	Items
	Amount
	Amount

	(A) ASSETS
	
	

	I. Non-Current Assets
	
	

	Plant and Equipment
	
	£ 650,000

	Total non-current assets
	
	£ 650,000

	II. Current Assets
	
	

	Accounts receivables (or sundry debtors)
	£ 170,125
	

	Add: Credit sales to be collected in the next year
	£ 980
	£ 171,105

	Stock in hand
	
	£ 330,600

	Cash in hand and at bank
	
	£ 76,250

	Total current assets
	
	£ 577,955

	Total Assets [I + II]
	
	£ 1,227,955

	(B) LIABILITIES AND SHAREHOLDERS' EQUITY
	
	

	I. Non-current liabilities
	
	

	4% Debentures
	
	£ 100,000

	Total non-current liabilities
	
	£ 100,000

	II. Current Liabilities
	
	

	Corporation taxes payable
	
	£ 100,000

	Accounts payables (or sundry creditors)
	
	£ 188,625

	Outstanding expenditures
	
	£ 3,000

	
	
	

	Total current liabilities
	
	£ 291,625

	Net Assets
	
	£ 936,330

	III. Shareholders' funds
	
	

	Ordinary shares (@£1 per share)
	£ 500,000
	

	10% preference shares (@£1 per share)
	£ 200,000
	

	Retained profits
	£ 136,330
	

	Total shareholders' funds
	
	£ 836,330

	Total Liabilities and Shareholders' Funds
	
	£ 1,227,955



Working notes:
1. Accounts receivables (or sundry debtors)
= Accounts receivables (or sundry debtors) + Credit sales to be collected in the next year
= £170125 + £980
= £171105
2. Stock in hand
= Stock as on 31st December 2021
= £330600
3. Corporation taxes payable
= Corporation taxes for the year estimated but not yet paid
= £100000
4. Outstanding expenditures
= Commission owed to salesmen in respect to the sales achieved in the month of December
= £3000
5. Retained profits
= Retained profits as on 1st January 2021 + Profit after taxes as on 31st December 2021 – Preference dividends paid – Ordinary dividends paid
= £132000 + £54330 – £30000 – £20000
= £136330
b) Why does the statement of financial position balance?
According to Robinson (2020), one of the primary financial statements prepared in business organisations is the statement of financial position. There are two main parts in this financial statement. The first part of this statement records and reports the total assets that a business organisation owns. In the other part of this statement, a business organisation reports its liabilities and its shareholders’ funds. However, both the parts of the statement of financial position have to show equal balance. According to ODO and UDEH (2017), the statement of financial position is always balanced. The reason due to which the statement of financial position is always balanced is that the assets of a company are funded either by its equity or through the medium of liabilities. In cases wherein there is a difference identified between the asset side of a statement of financial position and the liabilities and shareholders’ equity side, it is an indication of a mistake. Whenever the statement of financial position of a company is not balanced, it is a reflection of the presence of some mistakes, issues or financial frauds taking place in its context.
The double entry bookkeeping system is an important method that helps business organisations in the balancing of the statement of financial position. This bookkeeping system is a method that records transactions in which an entry for every financial transaction is recorded in at least two accounts. For example, in Wales plc, the adoption of the double entry bookkeeping system has helped in balancing its statement of financial position. Entries have been made into two different ledger accounts for every financial transaction of the business. Accordingly, the accuracy of the general ledger balances of the business organisation has been maintained. Due to this, the asset side and the liabilities and shareholders’ funds side of Wales plc are balanced. In this manner, the statement of financial position of all companies is always balanced.
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a. Calculate the following ratios for Sweets plc for 2021 and 2020, showing the formulas and workings
1- ROCE
Formula = Operating profit (or EBIT) ÷ Total assets – Current liabilities * 100
2021 
= £805 ÷ £9736 – £2511 * 100
= £805 ÷ £7225 * 100
= 11.1418
= 11.14%
2020 
= £699 ÷ £10087 – £3046 * 100
= £699 ÷ £7041 * 100
= 9.9275
= 9.93%
2- ROE 
Formula = Profit for the year ÷ (Ordinary share capital + Share premium + Retained profit) * 100
2021 
= £431 ÷ (£300 + £1071 + £1717) * 100
= £431 ÷ £3088 * 100
= 13.9572
= 13.96%
2020 
= £366 ÷ (£300 + £1071 + £1541) * 100
= £366 ÷ £2915
= 12.5686
= 12.57%
3- Earnings per share 
Formula = Profit for the year ÷ Weighted average shares outstanding
2021 
= £431 million ÷ (£300 million * 0.5 pence)
= 431000000 ÷ 150000000
= 2.87333
= 2.87 pence
2020 
= £366 million ÷ (£300 million * 0.5 pence)
= 366000000 ÷ 150000000
= 2.44 pence
4- Net profit margin 
Formula = Profit for the year ÷ Net sales revenues * 100
2021 
= £431 ÷ £6738 * 100
= 0.0639655 * 100
= 6.3965
= 6.4%
2020 
= £366 ÷ £6441 * 100
= 0.0568234 * 100
= 5.682347
= 5.68%
5- Asset turnover 
Formula = Net sales revenues ÷ Total assets
2021 
= £6441 ÷ £10087
= 0.036284
= 0.04 times
2020 
= £6738 ÷ £9736
= 0.04426
= 0.04 times
6- Stock holding days 
Formula = Average stock in hand ÷ Cost of Sales * 365 
2021 
= £708 ÷ £3235 * 365
= 708 ÷ 1180775
= 79.8825
= 79.88 days
2020 
= £659 ÷ £3096 * 365
= 659 ÷ 113004
= 77.692183
= 77.69 days
7- Debtors collection period 
Formula = Average trade debtors ÷ Sales revenue on credit * 365 
2021 
= £1249 ÷ £6738 * 365 
= 1249 ÷ 2459370
= 67.65880
= 67.66 days
2020 
= £1287 ÷ £6441 * 365 
= 1287 ÷ 2350965
= 72.93199
= 72.93 days
8- Current ratio
Formula = Current assets ÷ Current liabilities
2021 
= £2303 ÷ £2511
= 0.91716
= 0.92
2020 
= £2355 ÷ £3046
= 0.77314
= 0.77
9- Gearing ratio 
Formula = Total liabilities ÷ (Total liabilities + Total shareholders’ funds) * 100
2021 
= £6648 ÷ (£6648 + £3088) * 100
= 6648 ÷ 9736 * 100
= 68.2826
= 68.28%
2020 
= £7175 ÷ (£7175 + £2912) * 100
= 7175 ÷ 10087 * 100
= 71.13115
= 71.13%
10- Interest cover 
Formula = Operating profit (or EBIT) ÷ Total interest expenses
2021 
= £805 ÷ £226
= 3.56194
= 3.56
2020 
= £699 ÷ £181
= 3.86187
= 3.86
b. Using the information in the financial statements and the ratios you have calculated, comment on the financial performance and position of Sweets plc.
According to SUTHAR (2018), financial ratios are the numbers calculated by the comparison of different numerical figures reported in the financial statements of companies. Financial ratios reflect the financial performance and position of companies during a specific period. For example, the financial ratios calculated above for Sweets plc help in the evaluating of the financial performance and position of this company. The ROCE is a profitability ratio, which measures the percentage of profit that a company has achieved from its capital employed during a specific period (Shrotriya, 2019). Analysis of this ratio of Sweets plc reflects a change from 9.93% to 11.14% between 2020 and 2021. This indicates the ROCE of the organisation has increased between 2020 and 2021, which reflects an improvement in the profits earned from capital employed. Conversely, ROE is the profitability ratio, which measures the percentage of profit that a business organisation has been able to earn during a specific period (Ariesa et al., 2020). Analysis of this ratio of Sweets plc reflects a change from 12.57% to 13.96% between 2020 and 2021. This ratio yet again indicates an increase in the profit generated in the organisation from its equity.
The earnings per share or EPS refer to the financial measure, which identifies the profitability of a company, based on the amount of profit that has been allocated to each of its share (Mathews et al., 2022). Analysis of this ratio of Sweets plc reflects a change from 2.44 pence to 2.87 pence between 2020 and 2021. This shows an improvement in the company’s profits based on its stock market performance. According to Nariswari and Nugraha (2020), the net profit margin is yet another profitability ratio. This ratio shows the percentage of profit that a business organisation has generated within its context from its operations after the deduction of all direct, operating, interest and tax expenses. An improvement can also be identified in this ratio of Sweets plc. Analysis of this ratio of Sweets plc reflects a change from 5.68% to 6.4% between 2020 and 2021. Thus, the profitability ratios indicate an improvement in the profitability of the organisation over the two years.
Asset turnover is defined as a type of efficiency ratio, which reflects the efficiency with which companies are utilising their assets for the generation of sales (Kurniawan, 2021). Analysis of this ratio of Sweets plc reflects a figure of approximately 0.04 times in 2020 as well as 2021. No major changes can be identified in the asset turnover of this organisation over the two years. The asset turnover of the organisation is quite low as well. Conversely, the stock holding days is an efficiency ratio, which reflects the number of days that an organisation requires for converting its inventories into sales (Bačík et al., 2020). Analysis of this ratio of Sweets plc reflects a change from 77.69 days to 79.88 days between 2020 and 2021. This shows a slight decline in the company’s inventory managing efficiency. Besides this, it can be identified that the inventory managing efficiency is poor, as the organisation takes more than 2.5 months to change inventories to sales.
The debtors’ collection period is an efficiency ratio indicating the efficiency of companies in managing debtors (Abdulazeez et al., 2018). Analysis of this ratio of Sweets plc reflects a change from 72.93 days to 67.66 days between 2020 and 2021. This indicates an improvement in the organisation’s debtor managing efficiency. The current ratio is a liquidity ratio that indicates the capacity of a company to pay off its current debt obligations using its current assets (Mulyadi and Sihabudin, 2020). Analysis of this ratio of Sweets plc reflects a change from 0.77 to 0.92 between 2020 and 2021. Despite improvement in this ratio, the current ratio in the both the years is poor and indicates poor liquidity present in the organisation.
According to GEZER and KINGIR (2020), the gearing ratio is the solvency ratio that indicates a company’s capacity to meet all short-term and long-term debts. However, the interest cover is a ratio that indicates the capacity of a company to make payments of its interests (Rosario and Chavali, 2019). The gearing ratio of Sweets plc has changed from 71.13% to 68.28% between 2020 and 2021 while its interest cover shows a change from 3.86 to 3.56.  These ratios reflect that the solvency of the company has improved from 2020 to 2021. However, further improvement is required in the company’s gearing ratio to achieve better solvency. The interest cover shows a slight decrease over the two years, thereby reflecting the requirement of the company to improve its interest cover. Therefore, on an overall basis, the profitability of Sweets plc is good. The overall financial performance and position of the organisation in terms of efficiency and solvency are satisfactory. However, immediate improvements are needed in the liquidity of Sweets plc.

[bookmark: _Toc110362690]Conclusion 
Therefore, the findings of the study help in understanding and evaluating the two fundamental elements of accounting, financial statement preparation and financial ratios. The preparation of the financial statements of Wales plc assisted to understand how the financial statements of a company are prepared. Besides this, the fundamental reason due to which the statement of financial position is always balanced could also be identified. On the other hand, the ratio calculation assisted in understanding how financial ratios are calculated. Ratios also assisted in evaluating the financial performance achieved in a company as well as its financial position over several years.
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