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[bookmark: _Toc118508833]Introduction
Accounting is the process of identifying financial transactions and then, such transactions are recorded, reported, and so on (Atrill & McLaney, 2022). This report is going to answer two major questions. The first will highlight the preparation of two major financial statements of Wales Plc and then the reasons for making the balance sheet balance. The second questions are about the financial ratios and based on the result, comments will be provided.

[bookmark: _Toc118508834]Question-1
[bookmark: _Toc118508835]a) Income statement and statement of financial position
Wales Plc
Statement of profit and loss
For the year ended on 31st December 2021
	Particulars
	£
	£

	Sales
	
	800,000

	Cost of sales
	
	578650

	Gross Profit
	
	221,350

	Operating expenses
	
	

	Administrative expenses
	30000
	

	Directors’ remuneration
	5000
	

	Distribution costs
	28000
	

	Owed sales commission 
	3000
	

	Interest on debentures
	8000
	

	Total operating expenses
	
	74000

	Earnings before interest and income tax
	
	147,350

	Interest paid
	
	2000

	Earnings before income tax
	
	145,350

	Corporate Tax 
	
	100000

	Net profit
	
	45,350




Wales Plc
Statement of financial position
31st December 2021
	Particulars
	£
	£
	£

	Assets
	
	
	

	Current assets
	
	
	

	Trade receivables  
	
	170125
	

	Cash and bank
	
	176250
	

	Ending stock
	
	430600
	

	Total current assets
	
	
	776975

	Non-current assets
	
	
	

	Plant and equipment
	
	1,250,000
	

	Total non-current assets
	
	
	1,250,000

	Total assets
	
	
	2,026,975

	Liabilities and equities
	
	
	

	Liabilities
	
	
	

	Current liabilities
	
	
	

	Interest on debenture
	
	8000
	

	Trade payable
	
	188625
	

	Accrued commission
	
	3000
	

	Total current liabilities
	
	
	199625

	
	
	
	

	Non-current liabilities
	
	
	

	Deferred corporate tax
	
	100000
	

	Debentures
	
	200000
	300000

	Total liabilities
	
	
	499625

	Shareholders' equity
	
	
	

	Shareholders' equity
	
	
	

	Ordinary shares
	1,000,000
	
	

	Preference shares
	400,000
	
	

	Total shares
	
	1,400,000
	

	Retained earnings
	
	
	

	Beginning retained earnings
	132,000
	
	

	(+) Net income
	45,350
	
	

	(-) Ordinary Dividend paid
	20000
	
	

	(-) Preference Dividend paid
	30000
	
	

	Retained earnings
	
	127,350
	

	Total shareholders' equity
	
	
	1,527,350

	Total liabilities and shareholders' equity
	
	
	2,026,975



[bookmark: _Toc118508836]b) The reasons for which statement of financial position balance
A statement of financial position is the representation of the financial position or status of the business that requires historical data; based on historical data a statement of the financial position of the business is prepared. For a particular period, a statement of financial position usually period that represent the assets, liabilities, and shareholders’ equity at the end of the day. It is also called a ‘Balance sheet’ because it represents the snapshot of the balance that consists of assets, liabilities, and shareholder’s equity (Foley, 2018). That is why this kind of statement is used as a snapshot of the company’s financial status in the comprehensive form of the financial conditions of the business. After all, this snapshot represents the snapshot of the business’s assets, liabilities, and equity at the end of the day. 
Balance has two major segments where one is the asset segment and the other is the liabilities and shareholders’ equity segment. The first one’s elements are found on the debt side of the trial balance and the second segment’s components are found on the credit side of the trial balance. Trial balance is the summary of the balances that are transferred from the permanent book, named ledger account books. In the statement of financial position, the asset segment is classified into short-term and long-term assets. Assets are owned by the business that can be owned for a short period or a longer period (Nguyen, 2022). On the other hand, when the business owes, then the items will be called liabilities and these liabilities can also be found in short-term liabilities and long-term liabilities. This section’s other segment is the shareholder’s equity segment and this section represents the status of the equity of the business by combining with liabilities, the entire segment is usually equivalent to the asset segment. The shareholder’s equity represents the retained earnings of the business that are found as the net income in the statement of profit and loss. 
Reasons for being balanced
According to the dual-entity system, a formula is always followed that shows total assets are equivalent to the combination of total liabilities and shareholder’s equity. The formula looks like this, Assets (A) = Liabilities (L) + Shareholders’ equity (Nguyen, 2022). That means the entire system in accounting or said, the accountant of the accounting department of a business, like Wales Plc, needs to record all kinds of financial transactions according to their distinct classification and in this case, such financial transactions are classified into two major categories. Usually, the balance sheet always does balance; if not, then, some errors or mistakes may exist that need to be identified for sorting out the issues immediately. 
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[bookmark: _Toc118508838]a) Calculation of financial ratios
	No
	Financial ratios
	Formulas
	2021
	2020

	1
	Return on capital employed
	Earnings before interest and tax/ (Total assets - current liabilities)
	11.1%
	9.9%

	2
	ROE
	Net income/ Shareholder's equity
2021 = 431/3088
2020=366/2912
	13.9%
	12.5%

	3
	Earnings per share
	Net income -dividend payments/ (Weighted average shares outstanding)
2021 =431/58.59
2020=366/75
	7.35
	4.88

	4
	Net profit margin
	Net income/Sales
2021 = (431/6738) x100
2020 =(366/6441) x100
	6.39%
	5.68%

	5
	Asset turnover
	Revenue/assets
2021 =6738/9736
2020=6441/10087
	0.692
	0.638

	6
	Stock holdings days
	Average inventory/Average daily COGS
2021=(708/3235)x360
2020=  (659/3096) x 360
	79.88
	77.69

	7
	Debtors’ collection period
	365/ Account receivable turnover ratio
2021 =(1249/6738)x360
2020=(1287/6441)x365
	67.65
	72.93

	8
	Current ratio
	Current assets/ Current liabilities
2021=2303/2511
2020=2355/3046
	0.91
	0.77

	9
	Gearing ratio
	Total debts/ Total assets
2021=4137/3088
2020=4129/2912
	1.33
	1.41

	10
	Interest coverage ratio
	EBIT/Interest expense
2021=(620+226)/226
2020=(539+181)/181
	3.74

	3.97



[bookmark: _Toc118508839]b) Comments on the estimated financial ratios
Return on capital employed (ROCE): This is one kind of profitability ratio that highlights the efficiency of the business (Collis, 2016). As this is a profitability ratio, it should be represented in the form of a percentage that needs to be higher. The higher the percentage, the more profitable the business will be. From the calculation, it is found that the ROCE of the business has increased by 1.2%. That means the business is in a more favorable condition than last year though its ROCE in 2020 was 9.9% which was also impressive. 
Return on equity (ROE): It is also a profitability ratio that represents the equity of the business and for calculating this ratio, both net income and shareholders’ equity need to be considered. This financial ratio will highlight the net income over the equity. Usually, 15% to 20% is an ideal range where the business obtained 13.9% in 2021 which was better than in 2020.
EPS: Earning Per Share is also calculated for showing the financial status or profitability of the business (Horngren, 2014). In this case, earning over the shares is shown and is also an essential measure for the business. EPS in 2021 was higher than EPS in 2020 indicating that the profitability of the business has increased. 
Net Profit Margin: It is another profitability ratio showing the net income over the sales of the business. The net Profit Margin in 2021 was 6.39% which was higher than in 2020 and the gap is almost 0.71%. 
Asset Turnover ratio: This measures the efficiency of the business so that the capability of the business in generating sales from the total assets of the business. After calculating the ratio, in both years, the ratios are quite the same.
Stock holdings days: It is the average number of days that shows how long the business can hold its inventories, especially before the sales of inventories (Purnomo, 2018). The company has more holding days than in 2020 indicating that the business can hold its inventories for a longer period. 
Debtors’ collection period: It shows the average number of days taken by the business in terms of collecting trade debts. The days for collecting from the debtor have decreased in 2021. 
Current ratio: It is the ratio between the current asset and liabilities. 2:1 is the ideal current ratio where the business has a lower than the ideal ratio. There is an improvement in this case.
Gearing ratio: It is the metric of comparing the equity of the shareholders to the business’ debt. The percentage has decreased in 2021. 
Interest Coverage ratio: It shows the capability of the business in terms of paying interest. 2 is quite good and for some businesses, three is also considered good. 3.74 is quite a good interest coverage ratio in 2021. 

[bookmark: _Toc118508840]Conclusion
After completing the entire report, two major financial statements have been prepared. It is identified that the dual system is the major reason for making the balance sheet balance. Financial ratios have been calculated and their results have been opined. 
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