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[bookmark: _Toc124555339]INTRODUCTION
Accounting fundamentals is a practice that is helping business owners to increase their organisation’s potential. The best way to maximize their profit is to be aware of the financial health of their company and a good understanding of the fundamental accounting together with the fundamental equation is essential. (Milano, 2021)
· There are few accounting principles that needs to be followed in order to get good results. The accounting practices demands keeping track and updating the budgets and projections on a monthly or quarterly basis.
· Bills payment and the ability to minimize the debts and interest are more likely to happen when the cash flow is managed properly.
· An up to date balance sheet provides information about the status of the business, if its value is decreasing or increasing monthly.
· The income statement or profit-and-loss statement shows the monthly activity of the business, how well it performs.
· Also, the same accounting principles will offer information regarding the production and overhead costs.
[bookmark: _Toc124555340]Financial Statements: Balance and Income Statement
Financial statement are giving information about the financial health and performance of a company and they consist in written records regarding the company’s activities.
They are audited by different institutions (government agencies accountants, firms) or investors for tax, financing or investment purposes. (Murphy, 2022).
Balance sheet, income statement, statement of changes in equity or cash flow statement are representing for-profit financial statements.
[bookmark: _Toc124555341]Balance Sheet
The balance sheet is created on a given period of time and it is offering a clear perspective of company’s assets, liabilities and shareholders’ equity. The end of the reporting period is it written at the beginning of the balance.
The balance is represented by:
Assets:
· Cash and cash equivalents – liquid assets
· Accounts receivables – money that the company has to receive from its customers as a result of its economic activity.
· Inventory – what the company has for sale, finished goods, work in progress or raw materials
· Properties, plant and equipment – buildings, heavy machinery, raw materials used in the process of production
· Investments are related to the future development, they are used just for the capital appreciation
· Trademarks, patents and intangible assets, things that you can’t touch them physically but they are registered for the company’s long-term benefit. 
Liabilities:
· Utility bills, rent to be paid and the money spent to buy raw materials
· Salaries that have to be paid to employees for the work they performed
· Dividends to be paid to shareholders
· Long-term debts represented by mortgages, loans, bond funds that needs to be paid over a period of more than one year.
Shareholders’ Equity
· Is represented by the difference between a company’s total assets and its liabilities.
· Stockholders’ equity is given by the amount of money that the shareholders will receive in case that assets will sold and the debts of the company will be paid off.
[bookmark: _Toc124555342]Income Statement
The income statement can be annually or quarterly. It offers information regarding the revenues, expenses, net income and earnings per share.
· Revenue – represents the money that a company makes as a result of selling its products or services.
· Expenses – the activity of a company generates expenses before generating profit. This expenses are: salaries, cost of goods, administrative expenses, sales commissions and utilities. Other expenses are tight to secondary activities are interest paid for debts, losses incurred from selling an asset that depreciated in time.
Income statement is offering information regarding the company’s profitability and financial outcome of its activities, it indicates the increase or decrease of the revenue over different periods.
Also, if there are investors interested in a company they can see how efficient is  the management of company in controlling the expenses in order to decrease the cost of sales and maximize the profit.
QUESTION 1 
The following balances relate to Wales plc for the year ended 31st December 2021:
	
	£
	£

	£1 ordinary shares
	
	1,000,000

	10% £1 preference shares
	
	400,000

	4% Debentures
	
	200,000

	Plant and equipment
	1,250,000
	

	Stock at 31st December 2021
	430,600
	

	Sales
	
	800,000

	Cost of sales
	578,650
	

	Trade receivable
	170,125
	

	Trade payable
	
	188,625

	Cash and bank
	176,250
	

	Retained profits at 1st January 2021
	
	132,000

	Ordinary dividend paid
	20,000
	

	Preference dividend paid
	30,000
	

	Administrative expenses
	30,000
	

	Interest paid
	2,000
	

	Directors remuneration
	5,000
	

	Distribution costs
	28,000
	  ________

	
	2,720,625
	2,720,625




The following information is relevant:
1. Corporation tax for the year is estimated at £100,000.
2. Salesmen are owed commission of £3,000 in respect of December sales. It will be paid on 31st January 2022 and has not been recorded in the ledger accounts yet.
3. Goods valued at £980 were sent to customers on 31st December 2021. Payment is due on 28 February 2022. This has not been recorded in the ledger accounts yet.
4. The preference shares should be included within equity.
5. Required:
a) Prepare an income statement for the year ended 31st December 2021 for Wales plc and a statement of financial position as at that date.
	
	2021

	
	

	Non- Current assets
	£m

	Intangible assets
	0

	Property, plant and equipment
	1,250,000

	Total 1
	1,250,000



	Current assets
	

	Inventory
	430,600

	Trade and other receivables
	171,105

	Cash and cash equivalents
	176,250

	Total 2
	777,955

	
	

	Total assets (total 1 + total 2)
	2,027,955



	Current liabilities
	

	Trade  and other payables
	188,625

	Short term borrowings
	0

	Current tax payable
	100,000

	Commission payable
	3000

	Total
	291,625



	Non current liabilities
	

	Long term borrowings
	200,000

	
	

	Total 
	491,625

	Net assets
	0



	Equity
	

	Share capital
	1,000,000

	Share premium
	400,000

	Other reserves
	0

	Retained earnings
	136,330

	Total Equity
	1,536,330

	
	

	Total Liabilities (plus Equity)
	2,027,955


Assets = Liabilities +Equity 
2,026,975 = 491,625 + 1,536,330
Income Statement of WALES PLC for the year ending 31st of December 2021
	
	2021
	

	
	£m
	

	Revenue
	800,980
	(sales + goods)

	Less: Cost of sales
	(578,650)
	

	Gross profit
	222,330
	

	Other Income
	0
	

	Less: Distribution costs
	(28,000)
	

	Administrative expenses
	(35,000)
	

	Operating profit
	159,330
	

	Finance Cost
	(2000)
	

	Profit/(loss) before taxation
	157,330
	

	Taxation
	(100,000)
	

	Profit for the year
	57,330
	

	Less: Preference dividend paid
	30,000
	

	Earnings available for equity shareholders
	27,330
	

	Less: Dividend paid
	20,000
	

	Net earnings
	7,330
	



b. Why does the statement of financial position balance?
Liabilities plus equity must be equal to total assets. If the balance sheet is out of balance, it can be a sign that the accounting system contains a mistake or that the company has  a serious issue that could result in bankruptcy or may translate in problems with liquidity.
Is not the case for Wales PLC as the balance is balanced, the company has a sound position, financially speaking and from the Income Statement result that in year 2021, the business run on profit, there were no issues in paying the debts or dividends towards stakeholders.
QUESTION 2 
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
	
	2021
	2020

	
	£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

	
	
	



[bookmark: _Toc124555343]Statement of Financial Position as at 31st December
	
	2021
	2020

	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 2021 a total dividend of £255m was paid (2020: £242m)
ii. The average share price during 2021 was £5.12 (2020: £4.00).
Required: a. Calculate the following ratios for Sweets plc for 2021 and 2020, showing the formulas and workings: 
1- ROCE 
2- ROE 
3- Earnings per share 
4- [bookmark: _Hlk124554029]Net profit margin 
5- Asset turnover 
6- Stock holding days 
7- Debtors collection period 
8- Current ratio 
9- Gearing ratio 
10- Interest cover

Using the information in the financial statements and the ratios you have calculated, comment on the financial performance and position of Sweets plc.

[bookmark: _Toc124555344]ROCE
ROCE stands for Return on Capital Employed  and it is a financial ratio that helps in assessing the company’s profitability and capital efficiency. This ratio is one of many other ratio used in order to analyze an investment in a company. (Hayes, 2022)

	ROCE =  

	2021
	2020

	Profit before interest
	805
	699

	Assets employed (Total assets – Current Liabilities)
	7225
	7041

	ROCE
	11,14%
	10%



[bookmark: _Toc124555345]ROE
ROE stands for Return on Equity and represents the net income of a company divided by the total shareholders’ equity. It shows the profitability of equity investments or more simply the profit made for each pound from shareholder’s equity.(CFI Team, 2022)

	ROE =  

	2021
	2020

	Earnings (Profit for the Year)
	431
	366

	Equity
	3088
	2912

	ROE
	14%
	12%



[bookmark: _Toc124555346]Earnings per share
Earnings per share (EPS) is determined dividing the company’s profit to the outstanding share of the form’s stock. It is a very important metrics as it shows the profitability of an organization. (Fernando, 2022)

	EPS =  

	2021
	2020

	Earnings (Profit for the Year)
	431
	366

	Number of ordinary shares
	300
	300

	Earnings per Share
	143 p
	122 p



[bookmark: _Toc124555347]Net profit margin
Net profit margin is a metric for how much profit is generated as a percentage of the sales. Or we can say that shows how much from a pound in revenue obtained by a firm it is transformed in profit. (Murphy, 2022)

	Net Profit Margin =  

	2021
	2020

	Net profit
	805
	699

	Sales
	6738
	6441

	Net Profit Margin
	12%
	11%




[bookmark: _Toc124555348]Asset turnover
Asset turnover indicates how productively are the company’s assets used in order to generate revenue. A higher asset turnover translate into an efficient and competitive company. (Beers, 2022)
	Asset turnover =  

	2021
	2020

	Turnover
	6738
	6441

	Assets employed
	9736
	10087

	Asset turnover
	0.69
	0.64







[bookmark: _Toc124555349]Stock holding days

Known also as says sales of inventory (DSI) it is a ratio that shows the how many days a company needs to turn its inventory into sales.
Stock holding days measures how efficient is the stock management in a company, and the days that the inventory is blocked in the company indicates actually the average time the company’s finances are locked up in the inventory. (Hayes, 2022)

	Stock holding days=  x 365

	2021
	2020

	Inventory
	708
	659

	Cost of sales
	3235
	3096

	Stock Holding Days
	80 days
	78 days







[bookmark: _Toc124555350]Debt collection period 
Is the period that is used, on average, for an organization to collect the outstanding payments from its customers. It is an ratio that needs to be monitored to make sure that the company can fulfill his due-term financial obligations and has enough cash for this. (CFI Team, 2022).

	Debt collection period=  x 365
	2021
	2020

	Trade Receivables
	1249
	1287

	Credit sales
	6738
	6441

	Debt Collection Period
	68 days
	73 days






[bookmark: _Toc124555351]Current ratio
Known also as working capital it indicates the potential of a company to fulfill its short-term obligation in a period of a year.
It measures the financial health of a business and what is the best way to increase the liquidities so that the debts and payables are settled. (CFI TEAM, 2022).

	Curent ratio =  
	2021
	2020

	Current assets
	2303
	2355

	Current liabilities
	2511
	3046

	Current ratio
	0.917
	0.77






[bookmark: _Toc124555352]Gearing ratio
It measures the company’s financial leverage. In other words represents how much of the business is funded by the help of lenders
This financial ratio compare the relative debt of the company to metrics like total equity or assets. 
It is used by the investors to assess the structure of the company an what risk implies the capital structure. (Carlson, 2022)

	Gearing  ratio =  x100
	2021
	2020

	Debt
	4137
	4129

	Debt + Equity
	7225
	7041

	Gearing ratio
	57.25
	58.64






[bookmark: _Toc124555353]Interest Cover Ratio
Interest cover ratio indicates the company’s capacity to deal with its outstanding debts. This ratio is used to assess the company financial condition. The investors and market analyst are looking for a good gearing ratio as a business will not survive if it is not able to pay the interest to his creditors. (Maverick, 2022)

	Interest cover ratio =  
	2021
	2020

	Profit before interest
	805
	699

	Interest charges
	226
	181

	Interest Cover ratio
	3.56
	3.86






[bookmark: _Toc124555354]Financial evaluation of Sweet PLC in 2021 compare to 2020
From the Income Statement results that 2021 brought superior values in terms of revenue and assets. The liabilities levels decreased even though the value of assets is slightly increased just in some areas. Overall, the revenue has increased from 6,441 to 6738 which can be translated as better managerial tactics, better pricing strategy.
However the best financial metrics that shows where the company stands and how can be seen Sweet PLC by potential investors, are given by the financial ratios.
Increased ROCE is a sign of improvement on return of the capital employed in 2021.
ROE has increased from 12% to 14% which means that dividends and stock rate is increased, the company got better and is generating profit.
Earning per share increased in 2021 with 22 p. This ratio indicates that the company is making 143 p per each share of its stock.
Net profit margin has slightly increased, so the profit compared to the money that were invested Increasing.
Asset turnover represents the ability of a company to make profit by the help of its assets. In this case study the difference between the 2 years is small. However the value is higher for 2021 than 2020, the company performs in an efficient manner.
Sock holding day is a showing the period in which the company  is holding the stock before being sold. In our case, 2021 the stock  stays with the company for 80 days, more than the 2020.
Debtors collection period  ratio decreased compare to 2020 to 68 days. This means that the company spends less time in recovering the account receivables and transform them into cash.
Current ratio, Gearing ratio and interest cover ratio gives information related to the efficiency and liquidity.
The Current ratio is 1: 0.9 compare to 1:0.77.In 2021 the ratio got closer to 1 that means that the company has strengthen her position.
Gearing ratio decreased compare to 2020 that means the an improvement in debts in 2021.
The Interest Cover ratio was a little bit better in 2020 than 2021, but for both years the company had a strong ability to pay its debts.
All this ratios are showing that Sweet PLC is a company that over one year period managed to increase the efficiency of its activity, the decision-making process based on the financial statements  was more productive and as a result the profit of the company increased.
[bookmark: _Toc124555355]Conclusion
In the lights of this study we can say that based on the accounting fundamentals principles, the balance sheet and the income statement together with the financial ratios a company  can asses with accuracy its position on the market. Also, this financial situation can be accessed by investors or governmental agencies so that they can make an informed decision.
Any sign, for instance a balance that is unbalanced, a negative value of the ratios means that the company might have difficulties that can lead to the firm’s insolvency.
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