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[bookmark: _Toc121258274]Introduction
The various transactions occur in the business that is recorded in the books of accounts as soon as occur. Various accounting policies are followed at the time of recording such transactions in the financial statements such as accrual system, double entry system and various others. At the end of the accounting period, the recording of the transactions alone does not give a clear picture of the financial performance of the business. Thus, the financial statements are prepared that summarise all the accounting transactions and give the overall view of the financial performance of the business during the period.

[bookmark: _Toc121258275]Answer 1
i)
	“Income statement for the year ending 31 March 2021”

	“Particulars
	Amount (£)

	Sales
	800,980

	Less: Cost of sales
	-578,650

	Gross profit
	222,330

	Less: Administrative expenses
	-30,000

	Employee benefit expenses
	-8,000

	Selling and distribution expenses
	-28,000

	Earnings before interest and tax
	156,330

	Less: Interest
	-2,000

	Earnings before tax
	154,330

	Less: Tax
	-100,000

	Earnings after tax
	54,330

	Less: Preference dividend paid
	-30,000

	Earnings available for equity shareholders
	24,330

	Less: Dividend paid
	-20,000

	Net earnings”
	4,330



	“Statement of financial position as at 31 December 2021”

	“Particulars
	Amount (£)

	Non-current assets
	 

	Property, plant and equipment
	1,250,000

	Total Non-current assets
	1,250,000

	 
	 

	Current assets
	 

	Inventory
	430,600

	Trade receivables
	171,105

	Cash and bank
	176,250

	Total Current assets
	777,955

	Total assets
	2,027,955

	 
	 

	Current liabilities
	 

	Trade payable
	188,625

	Corporate tax payable
	100,000

	Commission payable
	3,000

	Total Current liabilities
	291,625

	 
	 

	Non-current liabilities
	 

	4% Debentures
	200,000

	Total Non-current liabilities
	200,000

	 
	 

	Equity
	 

	Ordinary share capital
	1,000,000

	10% preference share capital
	400,000

	Retained earnings
	136,330

	Total equity
	1,536,330

	Total equities and liabilities”
	2,027,955



Notes to accounts:
1. Sales
	Particulars
	Amount (£)

	Total sales revenue
	800,000

	Add Goods sent to customers but payment not received (Accounting tools, 2022)
	980

	Total
	800,980



2. Employee benefit expenses
	Particulars
	Amount (£)

	Director’s remuneration
	5,000

	Commission payable to salesmen
	3,000

	Total
	8,000



3. Trade receivables
	Particulars
	Amount (£)

	Trade receivables
	170,125

	Add Goods sold but payment not received
	980

	Total
	171,105



4. Retained earnings
	Particulars
	Amount (£)

	Retained profits at 1st January 2021
	132,000

	Add: Profits earned during the period
	4,330

	Total
	136,330



Note: In the given case, the corporate tax has been estimated to be £100,000. Therefore, it would be deducted from the earnings before the tax. Further, the tax has not been paid yet at the end of the accounting period therefore it would also form part of the current liabilities.

ii) The statement of financial position is prepared under 2 heads namely the assets and the equity and liabilities. There is always a balance between both heads that is the sum of both heads is always the same. This is because of the double-entry system of accounting that is followed at the time of preparation of the financial statements. This principle of accounting requires that whenever ant business transaction is undertaken and the same is recorded in the books of accounts then its effect is taken in the two ledger accounts where one ledger account has the debit balance and the other ledger account has the credit balance. Thus each transaction of the business impacts both the credit and debit sides with an equal amount. This result is the financial position statement being tallied (Westland, 2020).
The other reason for balancing the financial position statement is because all the assets of the company consisting of the current and the non-current assets can be financed from 2 sources which include the equity and the liabilities. Therefore, the total liabilities and the equity is always equal to the amount of total assets. If at any time, both balances do not match, then it means that certain errors have been committed at the time of preparation of the financial statements (CFI, 2022).
Answer 2
i)
	Particulars
	Formula
	Ratio
	2021
	2020

	ROCE
	“Earnings before interest and tax / Total capital employed”
	“Earnings before interest and tax”
	846
	720

	 
	 
	“Total capital employed”
	7225
	7041

	 
	 
	ROCE
	11.71%
	10.23%

	 
	 
	 
	 
	 

	ROE
	“Earnings for equity / Equity shareholders funds”
	“Earnings for equity”
	431
	366

	 
	 
	“Equity shareholders funds”
	3088
	2912

	 
	 
	ROE
	13.96%
	12.57%

	 
	 
	 
	 
	 

	Earnings per share
	“Total earnings for equity / Number of equity shares”
	“Total earnings for equity”
	431
	366

	 
	 
	“Number of equity shares
	600
	600

	 
	 
	Earnings per share
	£0.72
	£0.61

	 
	 
	 
	 
	 

	Net profit margin
	“Net profit / Sales”
	Net profit
	431
	366

	 
	 
	Sales
	6738
	6441

	 
	 
	Net profit margin
	6.40%
	5.68%

	 
	 
	 
	 
	 

	Asset turnover
	“Sales turnover / Total assets”
	Sales turnover
	6738
	6441

	 
	 
	Total assets
	9736
	10087

	 
	 
	Asset turnover
	0.69 times
	0.63 times

	 
	 
	 
	 
	 

	Stock holding days
	“(Average inventory / Cost of sales) * 365”
	Average inventory
	683.5
	659

	 
	 
	Cost of sales
	3235
	3096

	 
	 
	Stock holding days
	77.12 days
	77.69 days

	 
	 
	 
	 
	 

	Debtors collection period
	“(Average trade receivables / Credit sales) * 365”
	Average trade receivables
	1268
	1287

	 
	 
	Credit sales
	6738
	6441

	 
	 
	Debtors collection period
	68.69 days
	72.93 days

	 
	 
	 
	 
	 

	Current ratio
	“Current assets / Current liabilities”
	Current assets
	2303
	2355

	 
	 
	Current liabilities
	2511
	3046

	 
	 
	Current ratio
	0.92
	0.77

	 
	 
	 
	 
	 

	Gearing ratio
	“Total debt / Total equity”
	Total debt
	6648
	7175

	 
	 
	Total equity
	3088
	2912

	 
	 
	Gearing ratio
	2.15
	2.46

	 
	 
	 
	 
	 

	Interest cover
	“Earnings before interest and tax / Interest”
	Earnings before interest and tax
	846
	720

	 
	 
	Interest
	226
	181

	 
	 
	Interest cover”
	3.74 times
	3.98 times


 
ii) Based on the calculation of the above ratios, the following conclusions can be drawn about the company (Thacker et al, 2021):
Profitability position -  The profitability of the company has been enhanced within the current period. It is evident from the enhanced in the NP ratio. This ratio indicates the profit-earning capacity of the business after incurring all the expenses including the interest payable on the long-term borrowings, payment of tax and the payment of dividends to the equity and the preference shareholders. The increase in the NP ratio during the period is due to the increase in the sales that have been achieved. It resulted in improved profit margins for the business.
Efficiency – The efficiency of the company can be evaluated with the help of various ratios including the assets turnover ratio, inventory holding period and the accounts receivables collection period. “The assets turnover ratio” has also improved during the period. It indicates the efficiency of the company in making use of the available assets to generate sales.
The stock holding period has reduced which indicates the efficiency of the company in handling the inventory and generating sales from such inventory. A reduction in such a ratio implies that during the current period less time has been taken by the business to convert the purchases made by it that are held in the form of stock to sales (CFI, 2022).
Debtors' collection period has also reduced during the period. It again indicates the efficiency of the company to collect the amount due from the debtors concerning the credit sales made to them. A reduction in such a ratio implies that less time has been taken by the debtors during the current period to make the payment to the company for the credit sales. It positively impacts the liquidity position of the company.
Solvency – “The solvency position of the company can be evaluated with the help of various ratios including the gearing ratio and the interest coverage ratio”.
The fearing ratio helps to determine what is the proportion of the external debt in the total capital employed in the business. It indicates how much of the total assets have been financed by way of owned funds and how much of the assets of the company have been financed by way of external funds. The gearing ratio has reduced during the period. This is because of the reduction in the current liabilities during the period,
“The interest coverage ratio has reduced during the period”. This is not a good indicator. A reduction in this ratio implies a reduction in the profits of the business that are available before the payment of interest expense and the payment of tax in proportion to the total interest expense during the period. The interest expense has increased during the current period because of the increase in long-term borrowings i.e. additional borrowings made during the period (My accounting course, 2022).

Liquidity position – The liquidity position of the business can be evaluated with the help of the current ratio. The current ratio helps to determine the relationship between the current assets and the current liabilities. It helps to find out the proportion of the current assets held in the business as compared to the current liabilities of the business. There has been an increase in the current ratio during the period even though it continues to remain at a lower level in the current period also i.e. lower than the standard ratio of 2. The liquidity position of the company requires further action as the current assets employed in the business are not enough to make the payment for the current liabilities. It can result in a default on the part of the company to make the payment for the current liabilities. If the current assets are not sufficient in the business to make the payment for the current liabilities then it may force the company to use funds from long-term sources to make the payment for the current liabilities (Quickbooks, 2019).
Thus, it can be said that the overall performance of the company has improved during the current period. Although there are certain areas where there is further scope for improvement such as improvement required in the liquidity position of the company.
[bookmark: _Toc121258277]Conclusion
Based on the above discussion, it can be said that the financial statements alone do not give meaningful information about the financial performance of the business. For this purpose, various ratios are calculated that help in evaluating the various variables contained in the income statement and the balance sheet.
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