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[bookmark: _1fob9te]Question One
[bookmark: _3znysh7]a) Income statement for year ending on December 31st 2022 for Wales plc and financial position statement as of that date

[bookmark: _2et92p0]Income statement for year ending on December 31st 2022

	Wales plc
 

	Profit and Loss Statement for the Year Ended 31st December 2022


	Particulars 
	Amount (£)
	 Amount (£) 

	Cash sales 
	 
	   800,000.00 

	Add Credit sales
	 
	           980.00 

	Total sales (A)
	 
	   800,980.00 

	Cost of sales (B)
	578,650
	 

	Gross profit C = (A-B)
	 
	   222,330.00 

	Expenses
	 
	 

	Administrative expenses
	30,000
	 

	Directors remuneration
	5,000
	 

	Distribution costs
	28,000
	 

	Interest paid
	2,000
	 

	Sales Commission 
	3,000
	 

	Total Expenses (D)
	68,000
	 

	Income Before Taxes (E= C-D)
	 
	   154,330.00 

	Provision for Corporation tax (F)
	100,000
	 

	Net Income (G = E-F)
	 
	     54,330.00 



The income statement is a financial document that reveals the results of a business organisation’s activities in the course of a financial year. The relationship between the shareholders of a company and the managers is regulated by the agency theory of management. According to the principles of this theory, the managers of a corporation act as agents of the shareholders such that their decisions should be geared towards maximising a company’s profitability (Payne & Petrenko, 2019). Therefore, the income statement for Wales Plc is critical in evaluating whether the managers have achieved their fiduciary duty to the shareholders. 
One of the notable features of the income statement is that it begins with sales as the top line. The implication is that when a company records an increase in sales, it is likely to experience an increase in other entries such as operating income and net income (De Luca, 2018). In the case of Wales Plc, the company’s sales are more than the cost of sales, thereby leading to a positive gross profit. The gross profit of £222,330 translates to a gross margin of 27.75%, meaning that the company converts about 28% of the revenue into gross profit. This is a positive attribute, implying that the company has the headroom to experience a marginal decline in revenue without making losses (De Luca, 2018). Overall, it is also notable that the company’s operating efficiency is optimal because when the gross profit is adjusted for operating expenses, the company still closed the year with a net income of £54,330. This is the income which is attributable to the shareholders of the company and the proceeds can be used to issue dividends and the remainder commitment to capital expenditures.

[bookmark: _tyjcwt]Financial position statement as of December 31st 2022
The statement of financial position is a financial document which reveals a company’s assets, liabilities, and equity at a specific period. The statement can be used to evaluate a company’s financial health by calculating various ratios in categories such as solvency, liquidity, and efficiency (Laitinen, 2018). Further, since profit derived from the income statement is transferred to the balance sheet as equity, an increase in the size of the balance sheet implies that the company is maximising shareholder wealth in line with the agency theory of management (Laitinen, 2018). In preparing the balance sheet, it is pivotal to demonstrate the changes in equity to adjust the opening equity to changes in the course of the year such as dividend payouts. 
	Wales Plc
 

	Financial position statement as of December 31st 2022

 

	Particulars
	 Amount (£) 
	Amount (£)

	ASSETS
	 
	 

	Non-Current Assets
	 
	 

	Plant and equipment
	     1,250,000.00 
	 

	Current Assets
	 
	 

	Trade receivables
	        171,105.00 
	 

	Cash and bank
	           96,000.00 
	 

	Inventory
	        510,850.00 
	 

	Total Current assets
	        777,955.00 
	 

	Total Assets
	 
	          2,027,955.00 

	LIABILITIES AND EQUITY
	 
	 

	Long Term Liabilities
	 
	 

	4% Debentures
	        200,000.00 
	 

	Current liabilities 
	 
	 

	Trade payables
	        188,625.00 
	 

	Outstanding sales commission
	             3,000.00 
	 

	Taxes due
	        100,000.00 
	 

	Total current liabilities
	        291,625.00 
	 

	Total Liabilities
	        491,625.00 
	 

	EQUITY
	 
	 

	£1 ordinary shares
	        900,000.00 
	 

	10% £1 preference shares
	        500,000.00 
	 

	add Retained profits as at 1st January 2021
	        132,000.00 
	 

	Add Profit for the year ended 31st December 2022
	           54,330.00 
	 

	Less ordinary dividends
	           20,000.00 
	 

	Less:  preference dividends
	           30,000.00 
	 

	Total Equity 
	     1,536,330.00 
	 

	 
	 
	 

	LIABILITIES AND EQUITY TOTAL
	 
	          2,027,955.00 



 From the preceding financial position statement for Wales Plc, it is notable that the sum total of liabilities and equity equals to the sum of assets. This shows that the balance sheet is correctly prepared such that the acquisition of the assets of the company is financed through liabilities and equity. The figures in the balance sheet can subsequently be used to compute ratios to determine the company’s solvency, liquidity, profitability, and operating efficiency. 

[bookmark: _3dy6vkm]b) Why does the financial position statement balance?
As evidenced in the case of Wales Plc, a balance sheet needs to balance to reflect that all the accounting figures as at the date of preparation have been captured correctly. There are two primary reasons why the balance sheet balances. The first one is the use of the double-entry accounting principle in recording all financial and accounting transactions during the financial year. The principle contends that for every transaction, there is an equal but opposite transaction in a different account. (Thomas & Ward, 2019) The principle is applied across all transactions such that for every debit transaction, there is an equal corresponding transaction in a different account with an opposite effect. 
The second reason why the balance sheet document balances is the balance-sheet equation. The equation contends that the sum of liabilities and equity should be equal to the sum of assets (Thomas & Ward, 2019). The fundamental implication of the equation is that all the assets of a company are financed either through liabilities or equity. For example, for Wales Plc, the purchase of inventory through credit would be reflected in accounts namely a credit in the accounts payables (liabilities) account and a debit in the inventory account. Additionally, if the company wanted to acquire additional fixed assets such as plant and equipment, this would need the company to raise debt or issue additional equity (Thomas & Ward, 2019). The hallmark observation, therefore, is that when all the accounting entries are captured correctly in their respective ledgers, the balance sheet should show a balance between the assets on one hand, and liabilities and equity on the other hand. 

[bookmark: _1t3h5sf]Question Two 
[bookmark: _4d34og8]a) Calculation of the ratios for Sweets plc for the years 2021 and 2020
[bookmark: _2s8eyo1]1. Return on capital employed
ROCE refers to the return on capital employed. The ratio is calculated through the formula: 
ROCE = (EBIT/Capital employed) * 100
Capital employed = Total assets -  total current liabilities 
Capital employed: 
	Year 
	 Total assets(£m) 
	 Current liabilities(£m) 
	Capital employed (£m)

	2020
	10,087
	                                       3,046 
	 = 10,087 -3,046 =7,041 

	2021
	                      9,736 
	                                       2,511 
	 = 9,736 -2,511 = 7,225 



Therefore, for Sweets Plc, ROCE is as presented below. 
	Year 
	 EBIT (£m) 
	 Capital Employed(£m) 
	ROCE

	2020
	                    699.00 
	                                 7,041.00 
	= (699.00 /7,041) *100 = 9.93%

	2021
	                    805.00 
	                                 7,225.00 
	=(805/7,225) * 100 = 11.14%


[bookmark: _17dp8vu]
[bookmark: _3rdcrjn]2. Return on equity
Return on equity is the rate of net income measured against a company’s equity (Laitinen, 2018). The formula for ROE is: (Net income/Shareholders’ equity) * 100
Therefore, ROE for Sweets Plc is 
	Year 
	 Net Income (£m)
	 Shareholder’s Equity (£m)
	ROE

	2020
	                    366 
	                                 2,912 
	 = (366/2,912)*100 = 12.57%

	2021
	                    431 
	                                 3,088 
	 = (431/3,088)*100   = 13.96%



[bookmark: _26in1rg]3. Earnings per share
Earnings per share (EPS) refers to the net income of a company per unit of ownership (Laitinen, 2018). In this case, a unit of ownership is a unit of ordinary stock. The formula for EPS is: 
EPS = Net income/Shares Outstanding
Shares outstanding = Share capital/book value per share
shares outstanding for 2020 and 2021 = (300,000,000/50) = 6,000,000
Therefore, the EPS for Sweets Plc is: 
	Year 
	 Net Income (£m)
	 Shares outstanding (millions)
	EPS

	2020
	 366    
	                   6
	 = (366/6) =£61  

	2021
	                            431 
	                   6 
	= (431/6) = £71.8



[bookmark: _lnxbz9]4. Net profit margin
Net profit margin evaluates the share of revenue that is converted into net income during a financial year (Laitinen, 2018). The formula for net profit margin is: 
Net profit margin = (Net income/Revenue) *100
For Sweets Plc, the net profit margin is: 
	Year 
	 Net Income (£m)
	Revenue (£m)
	Net Profit Margin

	2020
	 366    
	                   6,441
	 = (366/6,441) *100 = 5.68%  

	2021
	                            431 
	                   6,738
	= (431/6,738) *100 = 6.40%



[bookmark: _35nkun2]5. Asset turnover ratio
Asset turnover ratio is a measure of operating efficiency, measuring the ability of a company to use the available assets to generate revenue (Laitinen, 2018). The formula for the asset turnover ratio is: 
Asset turnover ratio = Revenue/Average total assets
Average total assets = (Assets for the current year + Assets for the previous year)/
The average total assets are calculated as follows. 
	Year 
	 Assets for the previous year (£m)
	Current year assets (£m)
	Average total assets

	2020
	N/A    
	                   10,087
	 =10,087 

	2021
	                            10,087
	                   9,736
	= (10,087+9,736)/2 =9,911.5 



Therefore, the Assets turnover for the two years is: 
	Year 
	 Revenue (£m)
	Average total assets (£m)
	Asset turnover ratio

	2020
	6,441
	                   10,087
	 =(6,441/10,087) =0.63 

	2021
	                            6,738
	                   9,911.5
	= (6,738/9,911.5) = 0.68 



[bookmark: _1ksv4uv]6. Stock holding days’ ratio
Stock holding days’ ratio measures the amount of days a firm keeps inventory before this inventory is being converted into sales (Cuyos, 2019). The formula for the ratio is: 
Stock holding days = (Average inventory/cost of sales) * 365
Average inventory = (Opening inventory +Closing inventory)/2
The average inventory for two financial years is calculated as follows;
	Year 
	 Opening Inventory (£m)
	Closing inventory (£m)
	Average Inventory

	2020
	N/A
	                   659
	 =659 

	2021
	                            659
	                   708
	= (659+708)/2 = 683.5 


Consequently, the stock holding days’ ratio is calculated as follows. 
	Year 
	 Average inventory (£m)
	Cost of sales (£m)
	Stock holding days

	2020
	659
	3,096
	 =(659/3,096)*365 = 77.69 days 

	2021
	                            683.5
	3,235
	= (683.5/3,235)*365 = 77.12 days 



[bookmark: _44sinio]7. Debtors collection period
The debtors’ collection period represents an efficiency ratio that shows the number of days a company takes in order to collect the trade receivables (Cuyos, 2019). The formula for this ratio is as follows:
Debtors collection period = (Accounts receivables/credit sales) *365
	Year 
	 Accounts receivables (£m)
	Credit sales (£m)
	Debtors’ collection period

	2020
	1,287
	6,441
	 =(1,287/6,441)*365 = 20 days 

	2021
	                            1,249
	6,738
	= (683.5/3,235)*365 = 67.66 days 



[bookmark: _2jxsxqh]8. Current ratio
The current ratio is a type of liquidity ratio which measures the ability of a firm’s current assets to offset the current obligations when they fall due (Cuyos, 2019). The formula for current is given as: 
Current ratio equals Current assets/current liabilities
	Year 
	 Current Assets (£m)
	Current Liabilities (£m)
	Current Ratio

	2020
	2,355
	3,046
	 = (2,355/3,046) = 0.77 

	2021
	                            2,303
	2,511
	= (2,303/2,511) = 0.92 



[bookmark: _z337ya]9. Gearing ratio
The gearing ratio is a leverage ratio that measures the amount of a business organisation’s debt in the balance sheet (Cuyos, 2019). The formula for the gearing ratio is as follows. 
Gearing ratio = Total debt/Total Shareholders’ equity
	Year 
	 Total Debt (£m)
	Total Equity (£m)
	Gearing Ratio

	2020
	4,129
	2,912
	 = (4,129/2,912) = 1.42 

	2021
	                            4,137
	3,088
	= (2,303/2,511) = 1.34 



[bookmark: _3j2qqm3]10. Interest cover
The interest cover ratio is a leverage and a profitability ratio measuring the ease at which a company can honour the outstanding debt obligations (De Luca, 2018). The formula for the ratio is given as:

Interest cover = Earnings before interest and Taxes (EBIT)/Interest expense
	Year 
	EBIT (£m)
	Interest Expense (£m)
	Interest Cover

	2020
	699
	181
	 = (699/181) = 3.86 

	2021
	                            805
	226
	= (2,303/2,511) = 3.56 



[bookmark: _1y810tw]b) Financial performance and position of Sweets plc.
The Income statement documents and the balance sheet document can be supplemented by the ratio analysis to provide critical information regarding the firm’s financial position and performance. When it comes to profitability, the ROCE of 9.93% and 11.14% for the 2020 and 2021 financial years respectively shows that the company is not optimally maximising shareholder wealth (Payne & Petrenko, 2019). Although the optimal ROCE varies from one company to another depending on the industry where the company is domiciled, a return of at least 20% is considered ideal. Similarly, the net profit margins of 5.68% and 6.4% for the two financial years imply that the company is not efficient in converting revenue to net income. A marginal decline in the level of revenue would significantly impair the firm’s profitability. 
A remarkable observation is that based on the operating efficiency metrics such as the stock holding days and the debtors’ collection period, the company is relatively inefficient. For example, the stock holding days of 77.69 days in 2020 and 77.12 days in 2021 exceed the ideal ratio of about 60 days. The same negative attribute is manifested in the company’s liquidity based on the current ratio of 0.77 and 0.92 for the two financial years respectively, implying that the company’s current assets are inadequate to offset the current liabilities. Similarly, in terms of leverage, the gearing ratios of 1.42 and 1.34 for the 2020 and 2021 financial years exceed the optimal ratio between 0.25 and 0.5. This shows that the company is using more debt than equity in the capital structure. Although debt is a cheaper source of capital because of the tax savings, excessive use of debt increases agency costs to the company and increases the likelihood of bankruptcy (Cuyos, 2019). Overall, Sweets Plc needs to employ remedial action to reverse the negative attributes in profitability, leverage, operating efficiency, and liquidity. 
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