








ACCOUNTING FUNDAMENTALS

Table of Contents
Introduction	2
Question 1	2
a) Financial Statements: Income Statement and Balance Sheet	2
b) Reason for balancing the statement of financial position	7
Question 2	7
a) Computing financial ratios of Sweets Plc	7
b) Justification of financial performance and position	12
Conclusion	12
Reference List	13


[bookmark: _gq83foqy5r40][bookmark: _Toc112259803]Introduction
Financial management plays a vital role for companies. It involves substantial amounts of calculation for understanding financial performances of a company. Income statement and balance sheet are calculated for this purpose. As opined by Ameen et al. (2018), computing such values also helps the management to decide their scope of decision making for that organisation. Similarly, ratios of different financial perspectives are calculated to report their scope of growth during any period. In this case, both Wales Plc and Sweets Plc are examined to report their existing financial balances. Adequate justification for balancing financial statements are also mentioned in this instance.
[bookmark: _tc39j877za4b][bookmark: _Toc112259804]Question 1
[bookmark: _556eun78hn21][bookmark: _Toc112259805]a) Financial Statements: Income Statement and Balance Sheet
Income Statement
An income statement is prepared to develop adequate knowledge about various incomes and expenses of a company. It gives adequate information about the quantity of funds spent by any company for generating the sales during any period. As described by Levytska et al. (2020), this statement comprises both fixed and variable expenses that are reduced from incomes for reporting profits for that period. It was previously identified as a “Profit and Loss Statement” for any organisation. This also includes only those items (incomes and expenses) which are relevant for a specific year or period.
	Income Statement of Wales Plc

	For the year ended 31 December 2021

	Particulars
	Amount (£, Million)
	Amount (£, Million)

	Revenue during the year
	 
	800000

	Additional Sales
	 
	980

	Total Revenue for that year
	 
	800980

	Expenses
	 
	 

	Cost of Goods Sold
	578650
	 

	Additional Sales
	980
	 

	Total Cost of Goods Sold
	 
	579630

	Gross Income
	 
	221350

	Operational Expenses
	 
	 

	Administrative Expenses
	30000
	 

	Distribution Expenses
	28000
	 

	Total Operating Expenses
	 
	58000

	Operating Income
	 
	163350

	Commission for Sales
	3000
	 

	Earnings before Interest and Tax (EBIT)
	 
	160350

	Financial Expenses
	2000
	 

	Outstanding Interest Expenses
	2000
	 

	Earnings before Tax (EBT)
	 
	156350

	Less: Corporate Tax
	 
	-100000

	Net Income (NI)
	 
	56350

	Director's Remuneration
	5000
	 

	Preference (Share) Dividend
	30000
	 

	Ordinary (Share) Dividend
	20000
	 

	Net Gains (Profit)
	 
	1350


Working notes:- 
1. Debentures are issued at a rate of 4% for the given period of time. However, only £2000 was paid as interest for that period. Remaining £2000 was concluded as outstanding for that year.
2. Additional sales made at the end of the year were totalled as revenue for that period. Thus, it was added to current year sales. However, it was also reduced as cost of goods sold for that year.
Sales during the year ended 31st December 2021 were calculated as £800980. However, cost of sales was evaluated as £579630. It helped to generate a gross income worth £221350. Consistent number of expenditures finally reported a net profit of £56350. Later, payment of dividend to both preference and equity shareholders along with directors led to report only £1350 as their final retention.
Balance Sheet
Financial statements also included preparing a balance sheet for an organisation. It is a classic segregation of “assets”, “liabilities”, and “equity” for understanding the financial position of a company. As mentioned by Mazzocchetti et al. (2020), balance sheet briefly describes the book values for each asset and liability for highlighting their financial adequacy. This also includes evaluation in terms of current and non-current items. It helps to understand their financial liability during any period along with the expected amount of income from their debtors.



	Income Statement of Wales Plc

	For the year ended 31 December 2021

	Particulars
	Amount (£, Million)
	Amount (£, Million)

	Assets
	 
	 

	Non-Current Assets
	 
	 

	Plant and Equipment
	650000
	 

	Total Non-Current Assets
	 
	650000

	Current Assets
	 
	 

	Trade (Debtors) Receivables
	170125
	 

	Additional sales
	980
	 

	Cash & Equivalents and Bank
	76250
	 

	Less: Additional Sales
	-980
	 

	Closing Stock of Inventory
	330600
	 

	Total Current Assets
	 
	576975

	Total Assets
	 
	1226975

	Equities and Liabilities
	 
	 

	Non-Current Liability
	 
	 

	4% Debentures
	100000
	 

	Total Non-Current Liabilities
	 
	100000

	Current Liabilities
	 
	 

	Commission for Salesmen
	3000
	 

	Trade (Creditors) Payable
	188625
	 

	Outstanding Interest
	2000
	 

	Corporate Tax Payable
	100000
	 

	Total Current Liability
	 
	293625

	Total Liabilities
	 
	393625

	Net Assets
	 
	833350

	Equity
	 
	 

	"£1 Ordinary Shares"
	500000
	 

	Add: Net Income
	1350
	 

	Add: 10%  £1 Preference Shares
	200000
	 

	Add: Profits reserved since previous year
	132000
	 

	Total Equity
	 
	833350


Total long term assets for this company have been determined as plant and equipment which are worth £650000. Similarly, current assets of this company have been totalled as £576975. This helped to report a total assets worth £1226975 for the year ended 31st December 2021. Liabilities were much less during this phase since long-term liabilities only included debentures worth £100000. Similarly, current liabilities were only £293625 which totalled to report £393625. Total equity was finalised as £833350 which is equal to net assets during that period.
[bookmark: _azyur765jhjg][bookmark: _Toc112259806]b) Reason for balancing the statement of financial position
Every transaction is supposed to meet specific accounting criteria for being included in the book of entry. Double entry book keeping system is implemented all around this globe to record various transactions as journals on the first instance. As explained by Sangster and Rossi (2018), this system seeks to record every transaction with a dual effect considering both debit and credit entries. Thus, every debit entry has an equal and opposite credit balance to tally both sides of trial balance. Moreover, the accounting equation suggests assets equal to equity plus liabilities (Faccia and Mosteanu, 2019). Both these assumptions help to balance the outcome at every point of time. There is ample scope for the stakeholders to evaluate their accounting data through this type of presentation. It implies that their financial position is adequately constituted with capital and assets. Balancing both sides of a balance sheet also helps to ensure that financial statements are precisely done for suggesting effective decisions by the management. Any deficiency on either side helps to understand if any items have gone missing during that year. It is a suitable method for reconciling different items in a balance sheet. There is adequate scope for them to rectify balancing errors while producing a balanced sheet of values. Moreover, it gives sufficient scope for managers to identify and compare different items irrespective of their asset or liability status during any year.
[bookmark: _j14d53p9xmmh][bookmark: _Toc112259807]Question 2
[bookmark: _zbhtbgdoxx4h][bookmark: _tbtmkf37ayan][bookmark: _Toc112259808]a) Computing financial ratios of Sweets Plc  
Financial ratio calculation and interpretation help evaluate a company's performance within a particular period. Financial ratios take data from financial reports and statements of a company and reflect company's profitability, liquidity, solvency, and efficiency position at year-end. As opined by Dyson (2010), financial ratios can be defined as the relative magnitude of two or more financial data of a company. Below is a ratio analysis of Sweets Plc which is a long-established Sweets and confectionery manufacturer. 


1- “ROCE” 
	ROCE "Return on capital employed" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	EBIT "Earnings before interest and tax" 
	699
	805

	{/} Capital employed 
	7,041
	7,225

	Assets (Total)
	10,087
	9,736

	{-} Liabilities (Current)
	3,046
	2,511

	ROCE
	10%
	11%


It is a financial ratio that highlights ventures' ability to effectively utilise capital employed for generating higher returns. In case of Sweets Plc, a 1% improvement in ROCE has been found. Besides, an increasing trend in capital employed and EBIT has taken place in 2021 in comparison to last year. 
2- “ROE” 
	ROE "Return on equity" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	Income (Net) 
	366
	431

	{-} Capital (Equity)
	2,912
	3,088

	ROE
	13%
	14%


ROE is a profitability ratio as it reflects company's earnings from effective utilisation of equity capital (Nariswari and Nugraha, 2020). Considering ROE of Sweets Plc, it can be said that profitability of the company has slightly increased. 1% improvement in company's profitability has taken place as both equity capital and net earnings have been slightly improved in 2021. 



3- “Earnings per share”
	EPS "Earnings per share" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	Income (Net) 
	366
	431

	{-} Dividend paid 
	242
	255

	{/} Outstanding shares (50p shares)
	600
	600

	EPS
	0.21
	0.29


Calculation of EPS for Sweets Plc indicates a £0.08 per share improvement in EPS. Due to the increasing trend of revenue and net incomes in 2021, the company was able to boost per-share earnings. This indicates sound profitability of Sweets Plc.  
4- “Net profit margin” 
	NPM "Net profit margin" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	Income (Net) 
	366
	431

	{/} Revenue (Sales) 
	6,441
	6,738

	NPM
	6%
	6%


NPM is calculated by dividend net income with sales revenue (McLaney and Atrill, 2016). Generally, companies aim to maintain higher net income to gain a competitive edge in market. In the case of Sweets Plc, consistency in NPM has been found. Even when the company has slight improvement in revenue in 2020, it has similar net profit margin because of slight increment in total operating expenses. 





5- “Asset turnover” 
	AT "Asset turnover" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	Sales (Net)
	6,441
	6,738

	{/} Assets (Total)
	10,087
	9,736

	AT
	64%
	69%


AT is a financial ratio that reflects profitability and efficiency of a company. As argued by Profir (2017), effectively utilising total assets brings more profit to the company. In case Sweets Plc, an increasing trend of profitability has been found as sales increased. However, the company has declined its total assets position which needs to be improved in future.  
6- “Stock holding days” 
	SHD "Stock holding days" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	Inventories   
	659
	708

	{*} Operating Days (365)
	240535
	258420

	{/} Cost of sales 
	3,096
	3,235

	SHD
	78
	80


Computation of SHD indicates slight reduction in financial performance of the company. In 2021, the company has taken 2days extra for converting inventories into sales. This also reflects reduction in the efficiency position of Sweets Plc in 2021 in comparison to 2020. 
7- “Debtors collection period” 
	DCP "Debtors collection period" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	Receivables (Debtors)
	1,287
	1,249

	{*} Operating Days (365)
	469755
	455885

	{/} Revenue (Sales) 
	6,441
	6,738

	DCP
	73
	68


Computation of DCP indicates that efficiency position of Sweets Plc has improved in 2021. In 2021, the company took 68days to collect dues which were 73days in 2020. Besides, it has made fewer credit sales in 2021 which reduces the risk of debt debts.  
8- “Current ratio” 
	CR "Current ratio" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	Assets (Current)
	2,355
	2,303

	{/} Liabilities (Current)
	3,046
	2,511

	CR
	0.77
	0.92


CR is liquidity ratio that identifies how well the company has used current assets for paying off current liabilities (Sinurat et al. 2021). As per calculation, Sweets Plc has slight reduction in liquidity position in 2021. However, current liabilities were in a decreasing trend which is good for the company.  
9- “Gearing ratio” 
	GR "Gearing ratio" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	Capital (Debts)
	7175
	6648

	{/}  Capital (Equity) 
	2,912
	3,088

	GR
	2.46
	2.15


According to GR, the gearing position of Sweets Plc is lower in 2021 in comparison to 2020. As the company has declined debt capital and increased equity capital in 2021, it was able to maintain solvent business position. Further, keeping debt lower has helped in reducing risk of insolvency for the company. 




10- “Interest cover”
	IC "Interest cover" of Sweets Plc

	Specifics
	"£m" 2020 
	"£m" 2021 

	EBIT "Earnings before interest and tax" 
	699
	805

	{/} Paid interests 
	181
	226

	IC
	3.86
	3.56


IC indicates ability of Sweets Plc to fulfil its debt obligations. In 2021, both interest paid and EBIT were on an increasing trend. However, IC in 2021 was slightly lower than in 2021. Thus, the ability of Sweets Plc to fulfil debt obligations slightly declined.  
[bookmark: _Toc112259809]b) Justification of financial performance and position 
Considering profitability, liquidity, solvency, and efficiency ratios of Sweets Plc, it can be said that the company has sound performance. As per ROCE, NPM, EPS, and AT, the profitability position of this company has been improved. Similarly, calculation of GR, CR, and DCP indicates the sound efficiency, liquidity, and solvency position of the company. However, calculation of SHD, and IC indicates a reduction in performance. Thus, the company has to work on its efficiency and solvency position. Overall, the company has sound performance in 2021 but some improvement is needed so that it performs well in the market. 
[bookmark: _Toc112259810]Conclusion 
Financial statements and reports provide key information about the performance of a company. By developing a financial position statement and income statement, an organisation can reflect its overall position in a particular year. In the case of Wales Plc, preparation of the financial statement shows a profit of £1350 and total assets of £1226975. Besides, the calculation of financial ratios for Sweets Plc indicates good profitability, liquidity, solvency, and efficiency position of the company in 2021. As per performance analysis, it can be said that a slight performance improvement would be needed in this company for operating well in confectionery manufacturing market.  
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