


Accounting Fundamentals
Assigment A1

Student Name: Veronica Nita
Student ID: 2123371
Module Code: LCBB4001
Lecturer- Thomas Adeyemi
Submission Date: 13.01.2023



[bookmark: _Hlk123766477]









Contents
Introduction	3
Answer to Question no 1 (a)	3
Answer to Question no 1 (b)	5
Answer to Question no 2 (a)	6
Answer to Question no 2 (b)	16
Conclusion	17
References	18



[bookmark: _Toc123723402]Introduction 
Proper accounting helps companies understand how day-to-day operations and economic fluctuations affect their finances. Accounting streamlines the process of preparing financial statements for organizations, ensuring all users have access to essential financial data. This article discusses how to create financial statements for a firm and the ratios used to assess its health and performance.
[bookmark: _Toc123723403]Answer to Question no 1 (a)
Income statement of to Wales plc for the year ended 31st December 2021
	Particulars
	Amount
	Amount
	Amount

	Sales 
	£800,000
	
	

	Add: Credit sales
	£980
	
	

	Net Sales Revenue
	
	£800,980
	

	Less: Cost of sales
	
	£578,650
	

	Gross Profit
	
	
	£222,330

	Less: Operating Expenses
	
	
	

	 Administrative expenses
	
	£30,000
	

	  Directors’ remuneration
	
	£5,000
	

	  Distribution costs
	
	£28,000
	

	  Commission expense 
	
	£3,000
	

	Total Operating Expenses
	
	
	£66,000

	Operating Profit
	
	
	£156,330

	Less: Non-operating expenses
	
	
	

	    Interest Expense
	
	£2,000
	

	    Add: accrued [(£200,000*4%)-£2,000] 
	
	£6,000
	£8,000

	Profit Before Taxation
	
	
	£148,330

	Less: Tax expense for the year
	
	
	£100,000

	 Net Profit 
	
	
	£48,330

	Less: Preference stock dividend 
	
	
	£40,000

	Net Profit Available for common equity holders
	8,330




Statement of financial position as at that date for Wales plc for the year ended 31st December 2021
	Particulars
	Amount 
	Amount 
	Amount 

	Non-Current Assets:
	
	
	

	   Plant & Equipment
	
	£1,250,000
	

	Total Non-Current Asset
	
	
	£1,250,000

	Current Asset:
	
	
	

	    Closing stock
	
	£430,600
	

	   Trade receivable
	£170,125
	
	

	    Add: credit sales
	£980
	£171,105
	

	    Cash & Bank
	
	£176,250
	

	Total Current Asset
	
	
	£777,955

	Total Asset
	

	
	£2,027,955

	Liabilities and Equity
	
	
	

	Non-Current Liabilities
	
	
	

	   4% Debenture
	
	
	£200,000

	Current Liabilities
	
	
	

	   Trade Payable
	
	£188,625
	

	   Payable tax expense
	
	£100,000
	

	   Payable commission expense
	
	£3,000
	

	   Payable preferred dividend
	
	£10,000
	

	   Payable interest expense 
	
	£6,000
	

	Total Current Liabilities
	
	
	£307,625

	Total Liabilities
	£507,625

	Shareholder's Equity:
	
	
	

	  10% £1 preference shares
	
	£400,000
	

	  £1 Ordinary shares
	
	£1,000,000
	

	   Retained profit at 1st January, 2021 
	£132,000
	
	

	   Add: Profit in the year 2021
	£8,330
	
	

	   Less: Ordinary Dividend Payment
	£20,000
	
	

	   Retained profit at 31st December, 2022 
	
	£120,330
	

	Total Shareholder's Equity
	
	
	£1,520,330

	Total Liabilities & Shareholder's Equity
	

	
	£2,027,955


[bookmark: _Toc123723404]Answer to Question no 1 (b)
The assets included on a company's balance sheet are measurable resources that the company now has or expects to acquire. Liabilities include things like tax obligations, bills that need to be paid, employee salaries, and any other kind of debt. Retained earnings and shareholder contributions are both included in the company's shareholders' equity section. For a company's balance sheet to be considered "balanced," all of its assets and liabilities must match its shareholders' equity. A balance sheet is required to be balanced because of the double entry system of accounting. Each transaction is recorded in at least two different accounts inside this system to double-check the accuracy of the bookkeeping. Each debit and credit must be entered in two different accounts using double-entry accounting so that all transactions can be tracked and documented accurately. It is essential that debits and credits be equalized in a system with many entries. Keeping the records using the double-entry method increases the chance of an accurate financial statement and reduces the risk of human error (Sangster, 2016). Because of its benefits in reducing the likelihood of human error while also helping with the reporting of financial data and the prevention of fraud, double entry accounting is widely used in enterprises. Any added amount on a balance sheet must equal zero. If everything went as planned, the balance sheet would show an asset value that was exactly equal to the sum of the liability and owner equity positions. A company's equity can never rise beyond the difference between its assets and debts. Assets minus owners' equity must always equal liabilities (Wen and Hu, 2021). An error in the books has been made if the balance sheet's totals don't tally up. Common sources of error include wrong equity, depreciation, and amortization calculations, missing data, poorly recorded transactions, improper foreign exchange rates, and inaccurate inventory counts (Wen and Hu, 2021). Verify that the necessary entries and classifications have been made before attempting a balance sheet reconciliation. It is possible that the balances on the balance sheet are erroneous if they are not reconciled on a regular basis. Monthly balance sheet reconciliations are recommended for most business types (Wen and Hu, 2021). Therefore, while recording a financial transaction in the books, a debit entry must be made against one account and a credit entry must be made against another account for the same amount. 
[bookmark: _Toc123723405]Answer to Question no 2 (a)
Return on Capital Employed (ROCE):
Return on capital employed = EBIT / capital employed
ROCE measures a company's ability to produce returns from capital investments. This ratio may show a company's cash-to-profits conversion efficiency (Hilkevics and Semakina, 2019). ROIC can quantify stock and debt returns, which is a strength. Advantages include: ROCE benefits: Investors use it to create portfolios and investment strategies. This may help compare companies' capitalisation techniques.
	Particulars
	2020 
(Amount in £ millions)
	2021
(Amount in £ millions)

	Operating Earnings
	699
	805 

	Total Asset
	10,087 
	9,736 

	Total Current Liability
	3,046 
	2511 



Based on the available facts, the ROCE of Sweets Plc for 2020 and 2021 is computed below:
2020
= *100
= 9.93%
2021
= *100
  = 11.14%

Return on Equity (ROE):
Return on equity = Net income / shareholder’s equity

Return on equity measures a company's profitability. ROE is frequently called ROA-L since it's computed by adding a company's assets and subtracting its liabilities (Kimmel and Kieso, 2020). ROE is a key indicator for comparing companies in the same sector (Kimmel and Kieso, 2020). 
In order to calculate return on equity, Sweets Plc has given the following data:
	Particulars
	2020
(Amount in £ millions)
	2021
(Amount in £ millions)

	Net Income
	366 
	431 

	Total Shareholder’s Equity
	2,912 
	3,088 



2020
= *100
= 12.56%
2021
= *100
= 13.96%
Earnings Per Share (EPS):
Earnings per share = (Net income – dividends payments) / weighted average shares outstanding

It's a common metric for gauging how much an individual investor in the stock market is prepared to pay for one pound of the Company's stated profits. Profit per share is the same as the company's net profit divided by the number of outstanding shares of common stock. It is often used as a surrogate for a company's profitability in stock valuation (Jurakulovna, 2021). The report breaks out the return on investment for stockholders in great detail. The ability to compare stock investments' returns helps investors choose an investing strategy for the future (Jurakulovna, 2021). 
	Particulars
	2020
(Amount in £ millions)
	2021
(Amount in £ millions)

	Net Profit
	366 
	431 

	Number of equity shares outstanding
	=
 = 600 million equity shares
	=
 = 600 million equity shares



2020
=
 = £0.61 per outstanding equity share
2021
=
= £0.72 per outstanding equity share

Net Profit Margin:
Net profit margin = Net income / net sales
It is a method of gauging a business's profitability by looking at how well it converts sales into cash. What percentage of total revenue is ultimately transformed into profit for equity investors after subtracting all manufacturing, operational, and financial costs required to create revenue for the firm in a certain accounting period? Earnings / Revenue = Net Profit. The end result of this move will be a benefit for you. Many businesses heavily weigh the net profit margin (ROS), often called the return on sales ratio, to gauge how well they're performing (Robinson, 2020). Net profit margin is one metric that may help investors evaluate a company's ability to turn a profit after deducting operating expenditures and overhead costs from revenue (Robinson, 2020). 
	Particulars
	2020
(Amount in £ millions)
	2021
(Amount in £ millions)

	Net Profit
	366 
	431 

	Sales Revenue
	6,441 
	6,738 



2020
= *100
= 5.68%
2021
= *100
= 6.40%

Asset Turnover:
Asset turnover = Net sales / total assets
A company's inventory turnover rate indicates how quickly it can turn stock into cash. It evaluates a business's liquidity, financial health, and operational efficiency (Welc, 2022). A more accurate allocation of storage costs may be a boon for distribution companies if they had some idea of how many days' worth of goods they had on hand. This statistic represents the average weekly frequency with which the company's items were sold. If the corporation can reduce the amount of time it takes to sell off its stock, it will be to its advantage (Welc, 2022). The asset turnover of a company is a common efficiency statistic used to evaluate the effectiveness of the company's management in allocating and using the company's assets to maximize profit.
	Particulars
	2020
(Amount in £ millions)
	2021
(Amount in £ millions)

	Revenue
	6,441 
	6,738 

	Total Asset
	10,087 
	9,736 



2020
=
= 0.64
2021
=
= 0.69

Stock Holding Days:
Stock holding days = (average inventory / cost of goods sold) × 365
It is a measure of a company's inventory management team's efficiency in turning inventory into sales. Average time it takes to collect debts from customers is measured by a key accounting metric called the Debtor Collection Period. Simply speaking, a shorter time frame is indicative of more efficiency. The time it takes to collect payment may be weighed against the time it took to issue and use credit (Welc, 2022). With increased productivity, you can need less time to get the same amount of work done. Using this data, the company might evaluate the practical time it takes to collect vs the notional credit period that is extended (Welc, 2022).
	Particulars
	2020
(Amount in £ millions)
	2021
(Amount in £ millions)

	Closing stock
	659 
	708 

	Cost of goods sold
	3,096 
	3,235 



2020
=
= 78 days 

2021 
=
= 80 days (rounded figure)

Debtors Collection Period:
Debtor collection period = (accounts receivables / total sales) × 365
Another efficiency ratio for gauging a business's ability to turn credit sales into cold hard cash. When calculating the average time business takes to collect debts from customers, accountants use a metric called the Debtor Collection Period. An effective time frame is one that can accomplish the desired result in as little time as possible. Time spent collecting against time spent extending credit may be weighed by the firm (Welc, 2022). As a result of increased productivity, it may take less time to get the job done. Company officials might use this data to evaluate the practical time it takes to collect vs the notional credit term that is extended (Welc, 2022).
	Particulars
	2020
(Amount in £ millions)
	2021
(Amount in £ millions)

	Trade debtors
	1,287 
	1,249 

	Revenue
	6,441 
	6,738 



2020
=
 = 73 days 
2021
=
= 68 days 
Current Ratio:
Current ratio = (current assets / current liabilities)
It's a measure of the proportion of a company's assets that can be quickly converted into cash to meet its short-term obligations; hence, it's a short-term solvency ratio. Because it measures a company's capacity to pay its short-term debts, the current ratio is a subclass of the liquidity ratio. "(Schroeder et al., 2022). Potential investors might examine how well a business is able to service its brief borrowing using its cash reserves by looking at the current ratio. Inability to conduct meaningful comparisons of performance metrics across different sectors is a weakness of the existing ratio (Schroeder, 2022).
	Particulars
	2020
(Amount in £ millions)
	2021
(Amount in £ millions)

	Current Asset
	2,355 
	£2,303 

	Current Liability
	3,046 
	2,511 



2020
=
= 0.77
2021
=
= 0.92 
[bookmark: _Toc118846851]Gearing ratio:
Gearing ratio = total debt / total equity
It's a popular measure of a company's long-term financial health that indicates how much debt financing it has utilized to finance its asset structure in order to take advantage of development opportunities. The gearing ratio measures the level of debt in relation to the value of a company's equity. To get a sense of how financially stable a business is, one might look at its gearing ratios (or borrowed money). Gearing is a measure of financial leverage that indicates how much of a company's resources are being provided by equity investors as opposed to debt investors. The extent to which a firm's operations are funded by equity investors determines whether the company has positive or negative gearing. Robinson (Robinson, 2020). (Robinson, 2020). The gearing ratio may be used as a useful predictor of a company's potential for financial distress. Too much debt may put a firm in serious financial peril. On the other side, a low gearing ratio suggests a large amount of equity relative to debt.  
	Particulars
	2020
(Amount in £ millions)
	2021
(Amount in £ millions)

	Current liabilities
	3,046 
	2,511 

	Non-current liabilities
	4,129 
	4,137 

	Total Debt
	7,175 
	6,648 

	Total Equity
	2,912 
	3,088 



2020
=
= 2.46
2021
=
= 2.15
[bookmark: _Toc118846852]Interest cover: 
Interest coverage ratio = EBIT / total interest expense
It's a measure of a company's financial health that indicates whether or not its operating profit is adequate to cover its financing costs. To calculate the interest coverage ratio, net income before interest and taxes must be subtracted from total interest paid. The resulting metric is known as the coverage ratio of interest (EBIT) (Welc, 2022). The profitability ratio may be quickly calculated and may provide important info about a company's ability to satisfy its interest obligations. To analysts, this score represents the company's financial health as a whole. A larger percentage of interest paid to total debt is preferable in most cases (Welc, 2022).
	Particulars
	2020
(Amount in £ millions)
	2021
(Amount in £ millions)

	Earnings before interest & tax/Operating profit 
	699 
	805 

	Total interest expense
	181 
	226 



2020
=
= 3.86
2021
=
= 3.56

[bookmark: _Toc123723406]Answer to Question no 2 (b)
The Return on Capital Employed (ROCE) for Sweets Plc increased from 9.93% in 2020 to 11.14% in 2021. Due to rising demand for sugary snacks in the midst of the ongoing covid-19 pandemic, the company's operating income grew by £106 million in 2021. The increase in operating earnings for the firm is reflected in this number. The rising trend in ROCE suggests that management at Sweets Plc is making good use of the firm's available capital to create profits, which contributes to the achievement of capital efficiency.
The return on equity was 0.13 in 2020 and 0.14 in 2021, both increases over the previous year. If Sweets PLC is able to generate a healthy return on equity, it will be able to successfully convert the capital it raised from investors into operating cash flow. If Sweets PLC's return on equity is high, then means the company's management has spent money well to expand operations. Boosts in ROE show that the money invested by shareholders has been put to good use.
The 2020 EPS was $1.65, and the 2021 EPS is projected to be $3, both increases over the 2019 EPS. Investors will pay a greater price for a company's stock if they determine that the stock is undervalued relative to the company's profits.
The net profit margin for Sweets Plc has improved from 5.68 percent in 2020 to 6.40 percent in 2021, continuing an upward trend over the last two fiscal years. Higher sales in 2021 may explain the net profit margin improvement from £366 million in 2020 to £431 million in 2021, a 17.8 percent jump. This ongoing trend indicates that management at Sweets Plc is not only unable to take advantage of rising demand for its products by increasing sales revenue, but also unable to exert sufficient control over the cost structure, resulting in lower profits.
Predictions suggest an increase in asset turnover from 0.64 in 2020 to 0.69 in 2021. In 2021, the company's sales is projected to expand by 4.61 percent due to rising demand for its confectionary products. This upward trend is indicative of smart financial management on the part of Sweets Plc's leadership, who are using the company's potential to boost earnings.
With a rise from 78 days in 2020 to 80 days in 2021, the stock holding days ratio has been on the rise over the last two fiscal years. The 2 day increase in stock holding days in 2021 implies that it took Sweets Plc's management on average 2 days to transfer raw materials into revenue for the business in 2021. This highlights Sweets Plc's organizational inefficiency in inventory management in recent years.
The average number of days it took to collect from debtors was 37.34 in 2020 and 38.35 in 2021, both increases from the prior year. Given Sweets PLC's lengthy collection period, it's likely that payments are being held up. Please don't take this as a representation of how things really work here. Clients of Sweets PLC may be to blame for the prolonged collection period due to their tardiness in making payments.
Sweet Plc's current ratio should rise from 0.77 in 2020 to 0.92 in 2021. Despite a good trend, Sweet Plc's current ratio has been below 1.0 over the previous two years. Despite improving profitability over the previous two fiscal years due to a rigorous working capital program, Sweets Plc will face significant liquidity limits and financial issues amid dropping sales and cashflows (Palepu et al, 2020).
In 2019, the gearing ratio was 2.46; in 2020 and 2021, it was 2.15. If gearing is low, debt isn't pinching equity too much. Low gearing doesn't ensure a company's financial soundness.
In 2021, the interest coverage ratio fell from 3.86x to 3.56x. Higher finance expenditures (24.9%) and lower operating earnings (15.2%) will cause a deficit in 2021. Despite a minor reduction, Sweets Plc's debt-to-equity ratio was above 2.0x in each of the last two fiscal years, showing that management produced enough income from operations to fund debt financing.

[bookmark: _Toc123723407]Conclusion 
To increase shareholder wealth is the fundamental goal of financial management. Therefore, in the case of publicly traded companies, it represents the stock price, and in the case of privately held companies, it represents the market value of the owners' equity. Business financiers often look for ways to maximize profit while reducing loss. Based on the findings of this study, it is clear that the use of a variety of managerial and financial accounting tools and processes not only aids in the optimization of organizational decision-making, but also increases the quality and accuracy of management decisions.
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