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[bookmark: _Toc154057727]QUESTION 1

You have been talking to someone who had read a few chapters of an accounting text some years ago. During your conversation the person made the following statements:

1. The statement of financial position shows how much cash has come into and left the business during the accounting
period and the resulting balance at the end of the period.
2. Non-current assets are things that cannot be moved.
3. Managers should only supply financial information to the “current” shareholders of companies.
4. No need to include prepayments and accruals on the statement of financial position.
5. No need for regulation over financial accounts.
6. It is important to balance ledger (T) accounts and trial balance before preparing financial statements.


1. A financial statement is a comprehensive report that provides detailed information on an organization's performance and financial transactions. Financial accounts show a range of figures and data, such as sales, expenses, profits, losses, assets, liabilities, and equity. UK companies have a legal duty to disclose information regarding their financial statements. The financial statements comprise the statement of financial status, known as the balance sheet, the income statement, known as the profit and loss account, the document that outlines the inflows and outflows of cash within a business, known as the statement of cash flow.
A statement of financial position, commonly referred to as a balance sheet, offers a comprehensive snapshot of a company's financial worth during a certain period, displaying its assets and liabilities, which represent what the company owns and owes, respectively. A cash flow statement offers a comprehensive record of an organization's financial inflows and outflows within a designated accounting period.




2. Non-current assets, known as fixed assets, refer to the assets and property owned by a business that are intended to be utilised for a period longer than one accounting cycle. Current assets, such as cash and inventory, are tangible or monetary assets that a business expects to utilise or sell within a one-year timeframe. Non-current assets encompass a variety of tangible assets, such as manufacturing equipment, automobiles, buildings, land, and furnishings, that require a significant allocation of financial resources. Non-current assets may experience depreciation as their value diminishes over time. Non-current assets can be categorised into two primary classifications:
1. Tangible assets refer to physical properties such as land, equipment, cars, and machinery.
2. Intangible assets such as goodwill, trademarks, and copyrights.
 While the value of most assets tends to depreciate with time, certain assets such as land or property are more likely to rise in value. On the other hand, machinery typically experiences a decline in worth as it is used.
Nevertheless, some organisations often transfer fixed assets strategically, allowing for the mobility of non-current assets. Anything that is not permanently affixed to the land can be categorised as movable property, irrespective of its form, dimensions, characteristics, or amount. Recording fixed-asset transactions is crucial for determining asset values and simplifying financial reporting, especially for projects requiring substantial capital investment. 
Examples of movable assets encompass vehicles, electrical devices, and any machinery equipment that is not permanently attached to the ground.



3. Financial information provides a clear and precise comprehension of a company's fiscal condition and its operations. The objective of this is to supply internal stakeholders with clear and concise information, empowering them to make well-informed choices. The financial performance of a business predominantly influences its owners and shareholders, while also potentially affecting other stakeholders. Stakeholders encompass owners, shareholders, employees, the government, customers, the local community, and suppliers.
Investors are particularly concerned with the financial performance of a corporation, as higher earnings directly translate into greater returns for the investors. The financial performance of a corporation affects all its stakeholders, including not only its current stockholders but also other parties involved. Businesses are legally obligated to provide financial information to all shareholders, including both current and prospective investors. Furthermore, it is advantageous for all parties involved and promotes strong corporate governance to offer accurate and clear financial information.

4. Prepayments are payments paid in advance for goods or services that will be received later. These items are classified as assets since the business has already made a payment for them and expects to generate future profits from them. Prepayments are classified as assets and are reported in the statement of financial condition. Accruals refer to costs that have been incurred but not yet paid, or revenue that has been earned but not yet received. Accruals are employed to align revenues with expenses in the accounting period in which they are created or spent, instead of being utilised when money is exchanged. Accruals can be located on either the asset or liability section of the statement of financial position. Both accruals and prepayments affect the final accounting by ensuring that revenue and expenses are recorded in the appropriate time. This enhances the understanding of a company's financial status and its operational effectiveness. In the absence of this, the profitability for a given period may be exaggerated or understated, resulting in financial statements that lack precision.


5. According to UK Company Law, directors of UK-incorporated firms are required to prepare financial statements for each financial year that accurately represent the company's financial position. These accounts are Companies Act Accounts' or 'IAS Accounts'. 
The purpose of financial regulations is to safeguard investors by ensuring that information regarding the financial position and performance of companies is accurate and trustworthy. This increases investor confidence and helps well-informed decision-making. Legal requirements, such as tax rules and reporting standards, are often required by financial regulations. This makes sure that businesses follow the law and meet their responsibilities to the stakeholders. Regulations that are followed correctly help keep the financial system stable by dealing with structural risks, promoting good corporate governance, and stopping actions that could cause financial crises.






6. A T-account is a compilation of financial data that employ the double-entry accounting technique. The idea of double entry accounting asserts that the total worth of assets is equivalent to the combined value of obligations and owners' equity. Transactions in the double-entry method are documented as debits and credits. T-accounts are commonly utilised for the preparation of adjusting entries. As per the principle of accrual accounting, it is necessary for all expenses and revenues to be equal for a given time. The balances of the nominal ledger accounts are specified in a trial balance. It serves as a validation method that guarantees that a debit entry in one ledger account matches a credit entry in another for every transaction. In the event of a double entry, it is imperative that the sum of the credit and debit balances always corresponds. Furthermore, a trial balance acts as the fundamental basis for generating the balance sheet, profit and loss account, and other key financial statements. An adjusted balance ledger (T) and trial balance are fundamental elements of business accounting that offer the organisation accurate and easily understandable data, while also detecting any required modifications.


[bookmark: _Toc154057728]QUESTION 2

The following balances relate to Wales plc for the year ended 31st December 2022:
                                                                                                                                                                            £
Sales (revenue)                                                                                                                                       900,000
Equipment at cost                                                                                                            650,000
Equipment accumulated depreciation                                                                                             130,000
4% Debentures                                                                                                                                       100,000
Cost of sales                                                                                                                                             578,650
Administrative expenses                                                                                                                      160,000
Interest paid                                                                                                                                                 2,000
Directors’ remuneration                                                                                                                           5,000
Distribution costs                                                                                                                                    28,000
The following information is relevant:
[bookmark: _Hlk153122542]1. The equipment useful life is 10 years, and it is depreciated using the straight-line method (10% annually). Depreciation on equipment is charged to cost of sales. Depreciation of 2022 has not been recorded yet.
2. Salaries of December 2022 (£10,000) had not been paid until the end of the month. The company paid it on 3rd January 2022.  Salaries are charged to the administrative expenses.
3. Corporation tax for the year is estimated at £15,000.
4. Salesmen are owed commission of £2,000 in respect of December sales. It will be paid on 31st January 2023 and has not been recorded in the ledger accounts yet.
5. Goods valued at £1000 were sent to customers on 31st December 2022. Payment is due on 28 February 2023. This has not been recorded in the ledger accounts yet.

[bookmark: _Hlk153113439]Required: Prepare an income statement for the year ended 31st December 2022 for Wales Plc.
The income statement, or profit and loss account is one of the three fundamental financial statements, that ‘shows the wealth (profit) generated over a particular period.’ (Atrill, page 65)
To assess the profitability of a business, it is necessary to determine the overall revenue generated over a specific time frame. A business's revenue consists of all funds it receives through the sale of its products and services, while its expenses encompass everything it spends money on. Additionally, the total expenses associated with each period must be determined. Opposite to revenue, expenses consist of costs incurred by the business that are not capitalised. To generate revenue, businesses incur expenses such as staff salaries, rent, stationery, among others. An income statement, commonly referred to as a profit and loss account, offers a concise overview of a company's sales, expenses, and earnings for a certain timeframe.
An income statement includes:
· Revenue
· Cost of sales
· Gross profit
· Distribution costs
· Administrative expenses
· Other income
· Operating profit
· Income from investments
· Finance costs
· Profit before tax
· Taxation
· Profit for the period 

Income statement/ P&L for the year ended 31st December 2022 for Wales Plc


1. Calculating depreciation

Cost of asset:  650,000
Residual value: 0
Useful life: 10 years
Using the straight-line method: (650,000-0) :10= 65,000 is the depreciation for 1 year.

2. Unpaid or accrued salaries are classified as administrative expenses since they reflect the organization's responsibility for paying workers for labour provided but not yet received. Accrued salaries, which indicate wages earned by employees during a particular accounting period but due for payment in a subsequent period, are classified as expenses in the earning period. To reflect this accrual, an adjustment is made to the income statement by debiting the administration expenses, resulting in an increase.

3. A company has a responsibility to pay corporation tax on its gains and profits.
 


Revenue                                              900,000+1,000 (goods sent to customers) = 901,000 
Cost of sales                                        578,650+65,000 (depreciation)= 643,650
Gross profit                                        901,000-643,650= 257,350

Distribution costs                                                  28,000
Administrative expenses                                     170,000 (160,000+10,000- salary)
Director’s remuneration                                         5,000
Sales commission                                                   2,000
Total expenses                                                    205,000
Operating profit                                                257,350-205,000= 52,350          
Interest paid                                                            2,000
Profit before tax                                                 52,350-2000= 50,350  
Taxation                                                               15,000
Profit for the period                                          50,350-15,000=35,350
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Sweets plc is a long-established sweets and confectionery manufacturer. All products are manufactured in the UK, but sales are made worldwide. It is a growing but competitive market. Given below are extracts from their financial statements.


Profit and Loss statement for the year ended 31st December    2022            2021
                                                                                                      £m              £m

Revenue                                                                                     6,738            6,441
Cost of sales                                                                            (3,235)         (3,096)
Gross profit                                                                                3,503            3,345
Distribution costs                                                                     (437)             (422)
Marketing and selling costs                                                      (1,324)         (1,274)
Administrative expenses                                                             (937)            (950)
Operating profit                                                                             805              699
Profit/loss on sale of fixed assets                                                   19                (5)
Investment income                                                                         22                 26
Interest payable                                                                          (226)            (181)
Profit/(loss) before taxation                                                         620               539
Taxation                                                                                     (189)            (173)
Profit for the year                                                                         431              366










Statement of Financial Position as at 31st December                  2022            2021


Non- Current assets                                                                       £m               £m
Intangible assets                                                                           5,485           5,809
Property, plant, and equipment                                                     1,613           1,605
Investments                                                                                     335              318
                                                                                                     7,433            7,732
Current assets
 Inventory                                                                                       708               659
 Trade receivables                                                                        1,249            1,287
 Investments                                                                                    145               232
 Cash                                                                                               201               177
                                                                                                     2,303            2,355
Total assets                                                                                   9,736          10,087

Current liabilities
 Trade payables                                                                              (583)          (655)
 Other creditors                                                                           (1,928)       (2,391)
                                                                                                      (2,511)       (3,046)
Non-current liabilities
 Loans and other borrowings                                                        (4,137)       (4,129)

Net assets                                                                                       3,088          2,912

Equity
Ordinary share capital (50p shares)                                               300             300
Share premium                                                                                1,071         1,071
Retained profits                                                                               1,717         1,541
                                                                                                         3,088         2,912




Additional information:

i. During 2022 a total dividend of £255m was paid (2021: £242m)
ii. The average share price during 2022 was £5.12 (2021: £4.00).

Required:
a. Calculate the following ratios for Sweets plc for 2022 and 2021, showing the formulas and workings:

1- ROCE
2- ROE
3- Earnings per share
4- Net profit margin
5- Asset turnover
6- Stock holding days
7- Debtors collection period
8- Current ratio
9- Gearing ratio
10- Interest cover

b. Using the information in the financial statements and the ratios you have calculated, critically discuss the financial
performance and position of Sweets plc.


1. ROCE

As per Maeenuddia et al., (2020), the return on capital employed means the total shareholder’s equity and the interest given on the short-term as well as long-term liabilities.

ROCE= Operating Profit/ Total Assets - Total Current Liabilities x 100

ROCE (2022)   805/ (9,736-2,511) x 100
                          805/ 7,225 x 100= 11.14%
ROCE (2021)   699/ (10,087-3,046) x 100
                          699/ 7,041 x 100= 9.93%


The company’s performance has been good as it has increased the ratio since the previous year, from 9.93% to 11,14%. 

2. ROE

Return on equity refers to the percentage of the organization's net profit that is related to the shareholders' equity. This represents the investor's return on investment in the company, measured in pounds.

ROE= Net Profit/ Equity x 100

ROE (2022)   431/ 3,088 x 100= 13.96%
ROE (2021)   366/ 2,912 x100= 12.57%

The company’s performance has been good as it has increased the ratio since the previous year. 

3. Earnings per share

Earnings per share reflects the organization's performance in selling its shares to the public. The investors evaluate the earnings per share (EPS) to determine the future price of the shares.

EPS= (Net Profit - Preferred Dividends) / Average number of outstanding shares
EPS (2022) 431-255 / 5.12= 34.38£
EPS (2021) 366- 242 / 4= 31£

The increase in EPS will encourage the stockholders in the future.




4. Net profit margin

 According to Nariswari, and Nugraha, (2020), the net profit margin is the remaining percentage of revenue after removing the overall expenses and costs like interest, preferred stock dividends, and tax.

Net profit margin= Operating profit/ Sales x 100
Net profit margin (2022) 431/6,738 x 100= 6.40%
Net profit margin (2021) 366/6,441 x 100= 5.68%


5. Asset turnover

Asset turnover is defined as how an organization can use its assets efficiently to make income.

Asset turnover= Revenue/ Capital employed (times)
Asset turnover (2022)   6,738/9,736= 0.69 times
Asset turnover (2021)   6,441/10,087=0.64 times

The increase in asset turnover ratio will attract investors towards the company.

6. Stock holding days

Stock holding days= Inventory/ Cost of sales x 365 days
Stock holding days (2022)   708/ 3,235 x 365= 80 days
Stock holding days (2021)   659/ 3,096 x 365= 78 days

7. Debtors collection period

The debtor’s collection period is the duration for converting the amount of accounts receivables to cash. 

Debtors’ collection period= Trade receivables/ Revenue x 365 days
Debtors’ collection period (2022) = 1,249/ 6,738 x 365= 68 days
Debtors’ collection period (2021) = 1,287/ 6,441 x 365= 73 days

8. Current ratio

The current ratio is used to calculate the capability of meeting the short-term liabilities with the help of current assets present in a firm.

Current ratio= Current Assets/ Current Liabilities (x:1)
Current ratio (2022) = 2,303/ 2,511= 0.92:1
Current ratio (2021) = 2,355/ 3,046= 0.77:1

9. Gearing ratio

It defines the ability to pay the debts of the company.

Gearing ratio= Debt/ Equity
Gearing ratio (2022) = (2,511+ 4,137) liabilities / 3,088 x 100= 21.55%
Gearing ratio (2021) = (3,046+ 4,129) liabilities / 2,912 x 100= 24.6%


10. Interest cover

This ratio means the capability of the company to pay for interest on the outstanding debt.

Interest cover= Operating profit/ Interest charges (times)
Interest cover (2022) = 805/ 226= 3.56 times
Interest cover (2021) = 699/ 181= 3.86 times




b. Evaluating the performance of Sweets Plc

 An examination of Sweet Plc.'s profitability, liquidity, and solvency financial ratios indicates a favourable trend in comparison to the prior year. Various metrics can be employed to assess the financial performance of a business. 
Financial accounts are necessary for the purpose of evaluating financial performance. These accounts include balance sheets as well as profit and loss account (also known as the income statement). Ratio analysis is employed by businesses to calculate and analyse crucial performance metrics. A balance sheet, also known as a statement of financial position, is a document that presents a business's assets (the things it owns) and liabilities (the things it owes) at one point in time, typically on the last day of a specified trading period. It is called a balance sheet because the sum of an organization's liabilities and assets will always equal its total assets. Typically, balance statements include financial information from both the current and previous year, facilitating comparisons and allowing ratio calculations. It is important for organisations to maintain a good level of liquidity, which may be assessed by evaluating the effectiveness of their working capital management. The general opinion is that the optimal range for the current ratio is often between 1.5:1 and 2:1. A current ratio below 1.5:1 is considered unsatisfactory and could be attributed to excessive borrowing. A business is considered highly geared if its gearing ratio is greater than 50%; in the case of Sweets Plc. the gearing ratio is significantly lower (21.55% in 2022), which is beneficial. The business is borrowing money to grow, but it hasn't taken on too much debt, and it will have enough income to pay back the debts. In addition to the gross and net profit margins, the profit and loss account (income statement) is utilised to assess the profitability of an organisation. One additional profitability ratio that is implemented for performance analysis is return on capital employed (ROCE). The ROCE for Sweets Plc is 11.14 percent in 2022 and 9.93 percent in 2021. In general, a higher value for this ratio is preferable. ROCE is frequently compared with the interest rate, which investors might accrue by depositing their funds in a bank account. Now, interest rates are exceptionally low, and investors unquestionably desire a higher rate of return. The increase in net profit margin (6.40% in 2022, 5.68 in 2021), means a good performance. The firm will be able to earn a high profit through revenue with the capability to properly decrease operational expenses. The return on equity (ROE) is a metric used to evaluate a company's profitability and the efficiency of its revenue generating. A corporation's ability to convert equity financing into profits is enhanced with a higher Return on Equity (ROE). ROEs ranging from 15% to 20% are generally seen as advantageous. Sweets Plc's return on equity (ROE) has increased from 12.57% in 2021 to 13.96% in 2022. In overall, Sweet Plc has shown improvement since last year, and if this trend continues, it is expected to have a successful year.
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