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[bookmark: _30j0zll]Question 1  
[bookmark: _1fob9te]a) Prepare an income statement for the year ended 31st December 2022 for Wales plc and a statement of financial position as at that date.
[bookmark: _3znysh7]Income statement
The income statement is one of the core financial statements of a corporation. Also referred to as a statement of profit and loss or statement of earnings, operates under the fundamental equation that net income is the excess of revenue over expenses (Thomas & Ward, 2019). When a company is formed, the goal is to maximise profit. To achieve this goal, a company's shareholders delegate their decisions to the managers and task them to make decisions that maximise shareholder value (Socea, 2012). Therefore, in the case of Wales Plc, using the extracts from the trial balance to construct the income statement is critical in evaluating whether the managers have achieved the expectation of the shareholders. The income statement elements can subsequently be used to determine the company’s financial health in absolute terms or through ratio calculations. 
The first step before drafting the income statement is to calculate net sales that will be extracted into the income statement as follows. 
Net sales = Cash sales + Credit sales
Net sales = £800,000 + £980 =£800,980.00





	Wales plc

	

	

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

	Particulars 
	Amount (£)

	Net Sales
	800,980.00

	Cost of sales
	578,650.00

	Gross profit (GP)
	222,330.00

	 
	 

	Administrative expenses
	30,000.00

	Directors remuneration
	5,000.00

	Distribution costs
	28,000.00

	Sales Commission 
	3,000.00

	Operating Expenses (OE)
	66,000.00

	Earnings Before Interest and Taxes (EBIT) = (GP-OI)
	156,330.00

	 
	 

	Interest paid
	2,000.00

	Earnings Before Taxes (EBT)
	154,330.00

	 
	 

	Income Tax Expense
	100,000.00

	Net Income (NI)
	54,330.00



The stakeholders of Wales Plc namely the shareholders, managers, employees, creditors, and the government can use the information to make their respective decisions. For example, the shareholder will primarily focus on the net income section to do a time series analysis to note any changes (Socea, 2012). On the other hand, creditors will focus on the EBT to determine the headroom for interest payments in the event that the company experiences a decline in revenue. The managers will focus on all sections including the gross margins to determine if they need to improve the rate of cost of sales and the net income to evaluate their performance in maximising shareholder wealth (Socea, 2012). 

[bookmark: _2et92p0]Statement of Financial Position
A company’s statement of financial position, also called the balance sheet, is a statement that shows the balance between the assets on one end, and the liabilities and equity on the other end. It is a critical financial statement because it can be used to evaluate several aspects of the financial health of a company such as solvency and liquidity as well as provide information on the size of shareholders’ equity in the company (Thomas & Ward, 2019). Before preparing the balance sheet, it is important to proceed with the preparation of the statement of changes in equity to find the closing equity position to be extracted into the balance sheet. 

	Wales Plc
 
Statement of changes in Equity for the Year Ended 31st December 2022
 

	Particulars
	 Amount (£) 

	£1 ordinary shares
	      900,000.00 

	Add 10% £1 preference shares
	      500,000.00 

	Add Retained profits 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









The figure of £1,536,330.00 will be extracted into the statement of financial position as presented below. 
	Wales Plc

	

	

	Statement of Financial Position as at 31st December 2022

	

	

	Particulars
	 Amount (£) 

	ASSETS
	 

	Fixed Assets
	 

	Plant and equipment
	1,250,000.00

	Current Assets
	 

	Trade receivables
	171,105.00

	Cash and bank
	96,000.00

	Stock
	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

	Accrued sales commission
	3,000.00

	Accrued Taxes
	100,000.00

	Total current liabilities
	291,625.00

	Total Liabilities
	491,625.00

	EQUITY
	 

	Equity
	1,536,330.00

	 
	 

	TOTAL LIABILITIES AND EQUITY
	2,027,955.00



There are several deductions from the statement of financial position. First, it can be noted that the total assets of £2,027,955.00 are equal to the total liabilities and equity. This observation is critical because it validated the correctness of the balance sheet (Thomas & Ward, 2019). Secondly, a financial analyst of the internal stakeholders of Wales Plc can use the figures in the balance sheet to make financial inferences. For example, comparing the current assets of £777,955.00 against the current liabilities of £291,625.00 would show that Wales plc liquidity is optimal because the current assets are sufficient to offset the current liabilities when they fall due. Overall, similar inferences can be made in aspects such as leverage and operating efficiency. 

[bookmark: _tyjcwt]b) Why does the statement of financial position balance?
The fundamental principle is that the total assets should be equal to the total liabilities and equity. This is called the balance sheet equation and is achieved because of several factors (Spiceland et al., 2022). The first one of the double-entry accounting principles. Under this principle, each entry in a ledger should be accompanied by an equivalent but an opposite entry in a different ledger. For example, when Wales plc makes sales in cash, the sales account is credited and the cash at hand or in the bank is debited by an equal amount (Spiceland et al., 2022). Similarly, an increase in accounts payable is credited in the accounts payable ledger account, accompanied by an equal debit in the inventory ledger. Therefore, when the balance in the individuals is extracted into the balance sheet the debits should always be equal to the credits, such that the statement of financial position will balance. 
Another reason why the balance sheet should balance is that at the foundation level of a company, capital is injected in the form of either liability or equity. Since the primary goal of the company is to generate revenue, it is essential to acquire assets such as plants, equipment, and inventory (Spiceland et al., 2022). These assets are acquired using the proceeds of liabilities and equity such that for every entry on the assets side, there is an equivalent entry on the liabilities and equity side. Notably, the preceding reasons do not exist in a mutually exclusive system, implying that they should all be present for the two sides of the balance sheet to balance (Spiceland et al., 2022). 

[bookmark: _3dy6vkm]Question 2
[bookmark: _1t3h5sf]a. Calculate the following ratios for Sweets plc for 2021 and 2020, showing the formulas and workings
Ratio analysis is a tool for the analysis of financial statements. It presents the relative magnitude of one item in a financial statement against another item for the purpose of making financial deductions (Rosa, 2020). 

1. [bookmark: _4d34og8]ROCE – Return of Capital Employed
Return on capital employed is a profitability ratio that evaluates the magnitude of a company’s net income against the capital employed as well as the efficiency of a company in the use of capital employed to generate income (Rosa, 2020). 
ROCE = (Operating income/Capital employed) ×100
Capital employed = Total assets-current liabilities
ROCE for the 2020 financial year
Operating income = £699 million
Capital employed = £10,087-£3,046 = £7,041 million
ROCE = (699/7,041) ×100 = 9.93%
ROCE for the 2021 financial year
Operating income = £805 million
Capital employed = £9,736 – £2,511 = £7,225 million
ROCE = (805/7,225) ×100 = 11.14%

2. [bookmark: _2s8eyo1]ROE -  Return on Equity
Return on equity is a critical profitability ratio that compares net income against the equity attributable to the company’s shareholders (Rosa, 2020). Shareholders can use this ratio to determine performance against their expected return as well as compare it with the return for peer companies in the industry. 
ROE = (Net income/Shareholders equity) ×100
2020 financial year
Net income = £366 million
Equity = £2,912 million
ROE = (366/2,912) ×100 = 12.57%
2021 financial year
Net income = £431 million
Equity = £3,088 million
ROE = (431/3,088) ×100 = 13.96%

[bookmark: _17dp8vu]3. Earnings per share (EPS)
Earnings per share is a profitability ratio showing the relative income of Sweets plc per unit of shareholding. 
EPS = Net income/Shares Outstanding 
2020 financial year
Net income = £366
Nominal value per share (50p) = £0.5
Shares Outstanding = 300,000,000/0.5 = 600,000,000 shares
EPS = 366/600 = £0.61
2021 financial year
Net income = £431 million
Shares outstanding = 600,000,000
EPS = 431/600 = £0.72

[bookmark: _3rdcrjn]4. Net profit margin
This is a profitability ratio that demonstrates the rate of net income against the revenue generated during the year (Rosa, 2020). It is critical in reviewing the efficiency of a company. 
Net profit margin = (Net income/revenue) ×100
2020 financial year
Net income = £366 million
Revenue = £6,441 million
Net profit margin = (366/6,441) ×100 = 5.68%
2021 financial year
Net income = £431 million
Revenue = £6,738 million
Net profit margin = (431/6,738) ×100 = 6.4%

[bookmark: _26in1rg]5. Asset Turnover
Assets turnover is both an efficiency ratio and a profitability ratio. It is an efficiency ratio in that it shows how best the company is using its assets to generate sales (Jackson, 2021). It is also a profitability ratio because revenue is the core input in net income computation. 
Asset turnover = Revenue/Total assets
2020 financial year
Revenue = £6,441 million
Assets = £10,087 million
Asset turnover = 6,441/10,087 = 0.64
2021 financial year
Revenue = £6,738 million
Assets = £9,736 million
Asset turnover = 6,738/9,736 = 0.69

[bookmark: _lnxbz9]6. Stock holding days
Stock holding days is an operating efficiency ratio that shows how long a company holds inventory before converting it into sales. 
Stock holding days = (Average inventory/cost of sales) ×365 days
2020 financial year
Average inventory = £659 million
Cost of sales = £6,441 million
Stock holding days = (659/6,441) ×365 days = 37.34 days
2021 financial year
Average inventory = (659+708)/2 = £683.5 million
Cost of sales = £6,738 million
Stock holding days = 37.02 days

[bookmark: _35nkun2]7. Debtors collection period
Debtors collection is a ratio that can be classified as a liquidity ratio and an efficiency ratio. It is a liquidity ratio in that collection of receivables within an optimal period enhances a company’s liquidity (Wahlen et al., 2023). In contrast, it is an efficiency ratio in that the ease of collecting receivables demonstrates the prudence of a company’s debt collection policies. 
Debtors collection period = (Accounts receivables/credit sales) ×365 days
2020 financial year
Accounts receivables = £1,287 million
Credit sales = £6,441 million
Debtors collection period = (1,287/6,441) ×365 days = 72.93 days
2021 financial year
Accounts receivables = £1,249 million
Credit sale = £6,738 million
Debtors collection period = (1,249/6,738) ×365 days =67.65 days

[bookmark: _1ksv4uv]8. Current ratio
The current ratio is the most common liquidity ratio that measures the magnitude of the current assets against current liabilities. The primary objective of the ratio is to determine if a company has sufficient liquidity to meet the current obligations when they become due (Wahlen et al., 2023). 
Current ratio = Current assets/current liabilities
2020 financial year
Current assets = £2,355 million
Current liabilities = £3,046 million
Current ratio = 2,355/3,046 = 0.77
2021 financial year
Current assets = £2,303 million
Current liabilities = £2,511 million
Current ratio = 2,303/2,511 = 0.92

[bookmark: _44sinio]9. Gearing ratio
The gearing ratio measures the rate of a company’s use of debt against the sum of debt and equity (Wahlen et al., 2023). 
Gearing ratio = Debt/ (Debt +Equity)
2020 financial year
Debt = £4,129 million
Equity = £2,912 million
Debt +Equity = £7,041 million
Leverage = (4,129/7,041) = 0.58
2021 financial year
Debt = £4,137 million
Equity = £3,088 million
Debt + equity =£7,225
Leverage ratio = (4,137/7,225) = 0.57

[bookmark: _2jxsxqh]10. Interest cover
Interest cover measures the rate of operating income over interest expenses. The goal of this ratio is to determine the multiple that the operating income would cover the interest expenses (Wahlen et al., 2023). 
Interest cover = Operating income/interest expense
2020 financial year
Operating income = £699 million
Interest expense = £181 million
Interest cover = 699/181 = 3.86
2021 financial year
Operating income = £805 million
Interest expense = £226 million
Interest cover = 805/226 = 3.56

[bookmark: _z337ya]b. Using the information in the financial statements and the ratios you have calculated, comment on the financial performance and position of Sweets plc.
The financial performance and position of Sweets plc can be evaluated using the ratios in different classes such as liquidity, profitability, and leverage (Wahlen et al., 2023). With respect to liquidity, in the 2020 and 2021 financial years, the company liquidity was below the optimal level as evidenced by the current ratio of 0.77 and 0.92 respectively. These ratios show that the company would default on some of the current liabilities if they fall due (Jackson, 2021). On profitability, the ROCE and ROE are above the rate of 10% except in the 2020 financial year for ROCE. This means that the company’s profitability is positive. However, the rates fall on the borderline and the company should improve profitability to enhance shareholder value. 
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