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The income statement or the statement of financial performance is a financial statement, which involves the determination of the profit or loss of a business (Lin et al., 2016). The main items of the income statement involve the sales, cost of sales, gross profit, operating expenses and net income or loss (Lau & Fredriksson, 2013). Table 1 below shows the income statement of Wales Plc. for the year ended 31st December 2021. Based on table 1, Wales Plc. had a net income of £54,330.

Table 1: Income Statement for the Year Ended 31st December 2021
	Wales Plc.

	Income Statement

	For the year ended 31st December 2021

	Sales
	 £                                           800,980.00

	Cost of sales
	 £                                           578,650.00 

	Gross profit
	 £                                           222,330.00 

	Less: Operating Expenses
	 

	Administrative expenses
	 £                                             30,000.00 

	Directors’ remuneration
	 £                                               5,000.00 

	Distribution costs
	 £                                             28,000.00 

	Sales commission
	 £                                               3,000.00 

	Total operating expenses
	 £                                             66,000.00 

	Profit before interest and  taxes
	 £                                           156,330.00 

	Interest paid
	 £                                               2,000.00 

	Profit before taxes
	 £                                           154,330.00 

	Corporate taxes
	 £                                           100,000.00 

	Net income
	 £                                             54,330.00 




The statement of retained earnings of Wales Plc. had to be prepared to determine the ending balances of the retained profits, which were used in the statement of financial position. According to Touvila (2020), the statement of retained earnings refers to a financial statement that details the retained earnings of a business through a specific period. Its elements involve the retained earnings balance brought forward, the dividends paid and the net profit or loss for the year to get the retained earnings balance carried down (CFI Team, 2022). In contrast, a balance sheet or statement of the financial position involves a financial statement that shows the assets, equity, and liabilities of the business (Ferranti, 2013). Table 2 and 3 below shows the two statements. Based on table 3, Wales Plc. had total assets amounting to £2,027,955, total liabilities amounting to £491,625 and total equity amounting to £1,536,330.

Table 2: Statement of Retained Earnings for the Year Ended 31st December 2021
	Wales Plc.

	Statement of Retained Earnings

	For the year ended 31st December 2021

	Retained profits on 1st January 2021
	 £                               132,000.00 

	Add: Net income for the year
	 £                                 54,330.00 

	Less: Ordinary dividend paid
	 £                                 20,000.00 

	Less: Preference dividend paid
	 £                                 30,000.00 

	Retained profits on 31st December 2022
	 £                               136,330.00 



Table 3: Statement of Financial Position as of 31st December 2021
	Wales Plc.

	Statement of Financial Position

	As Of 31st December 2021

	ASSETS
	 
	

	Non current Assets
	 
	

	Plant and equipment
	 £                                                    1,250,000.00 
	

	Total Non current Assets
	
	 £                 1,250,000.00 

	Current Assets
	 
	

	Stocks on 31st December 2021
	 £                                                       430,600.00 
	

	Trade receivable
	 £                                                       171,105.00 
	

	Cash and bank
	 £                                                       176,250.00 
	

	Total Current Assets
	 
	 £                    777,955.00 

	Total Assets
	 
	 £                 2,027,955.00 

	LIABILITIES
	 
	

	Non-current Liabilities
	 
	

	4% Debentures
	 £                                                       200,000.00 
	

	Total Non-current Liabilities
	 
	 £                    200,000.00 

	Current Liabilities
	 
	

	Trade payables
	 £                                                       188,625.00 
	

	Accrued sales commission
	 £                                                           3,000.00 
	

	Accrued taxes
	 £                                                       100,000.00 
	

	Total Current Liabilities
	 
	 £                    291,625.00 

	Total Liabilities
	 
	 £                    491,625.00 

	EQUITY
	 
	

	Ordinary shares
	 £                                                    1,000,000.00 
	

	Preferences shares
	 £                                                       400,000.00 
	

	Retained profits
	 £                                                       136,330.00 
	

	Total Equity
	 
	 £                 1,536,330.00 

	Total Liabilities and Equity
	 
	 £                 2,027,955.00 
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The statement of financial position balances due to the accounting equation. According to Fernando (2019), the accounting equation is based on the assumption that the assets of an organization are equal to the sum of the equity and the liabilities of that company. This is a straightforward relationship between the assets, equity, and liabilities of an organization and thus, Fernando (2019) considers it as the basis of the double-entry accounting system. As per Fernando (2019), the accounting equation ensures that the balance sheet remains balanced since each entry made on the debit side must have a corresponding entry on the credit side. 
Warsono (2017) studied “the accounting equation and the theory of double-entry bookkeeping”. By studying the law of funds, Warsono (2017) was able to determine that the balance sheet balances as a result of the accounting equation being intertwined with the double-entry bookkeeping concept. The law of funds was based on two principles. One is the use of funds and the other is the source of funds (Warsono, 2017). According to Warsono (2017), the accounting equation involves the use of funds (assets) and the sources of funds (liabilities and equity), as depicted in the equation below.

Sources of funds
Uses of funds


The algebraic equation above for the law of funds must always hold, which means that the accounting transactions need to maintain a balance. In case of imbalances, it is evident that an error has been made. This is because anything that has a debit must have a credit on the other side of the accounting equation. For example, if an organization purchased furniture on credit, the assets would be debited, which would increase and thus, this would result in an increase in the accounts payable (liabilities) of the business. Another example would be when the management injected capital into the business. This would increase the equity, which would affect the bank balances and thus, the assets would also increase. 
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3. Earnings Per Share (EPS)



4. Net profit margin



5. Asset turnover



6. Stock holding days





7. Debtors’ collection period




8. Current ratio




9. Gearing ratio




10. Interest cover
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Profitability Ratios
Profitability ratios evaluate how profitable a business is. Different profitability ratios for Sweets Plc. were computed for 2020 and 2021 to evaluate its financial performance and position (Thomas & Rabiyathulbasariya, 2017). These include the Return on Capital Employed (ROCE), the Return on Equity (ROE), and the net profit margin. Firstly, the ROCE was calculated by dividing the earnings before interest and taxes by the capital employed. Sweets Plc. had a ROCE of 7.66% in 2020, which rose to 8.58% in 2021. This was attributed to an increase in the earnings before interest and taxes as the capital employed of Sweets Plc. dropped in 2021 as compared to 2020. Since the ROCE is positive and it increased, the profitability of Sweets Plc. would be said to be increasing.
Secondly, the ROE of Sweets Plc. was computed by dividing the net income of the company by its shareholder’s equity in any given year (Thomas & Rabiyathulbasariya, 2017). From the calculations, Sweets Plc. had an ROE of 12.57% in 2020, which increased to 13.96% in 2021. This was due to an increase in both the net income and shareholder’s equity of the business. Ideally, it is expected that since the company was performing well, it attracted a lot of investors and thus, an increase in the shareholder’s equity could be seen. Since the ROE of Sweets Plc. is positive in both years under consideration and it increased from 2020 to 2021, the profitability of Sweets Plc. would be said to be increasing. 
Lastly, the net profit margin of Sweets Plc. was computed by dividing the net profit of the company by its sales (Thomas & Rabiyathulbasariya, 2017). From the calculations, Sweets Plc. had a net profit margin of 5.68% in 2020, which rose to 6.40% in 2021. This was due to an increase in the net income of the business as the company’s sales also inclined. Since the net profit margin of Sweets Plc. was positive and it increased from 2020 to 2021, the company would be considered profitable.
Market Ratios
Market ratios evaluate how a company is performing from the perspective of the shareholders (Thomas & Rabiyathulbasariya, 2017). In terms of the market ratios, only the Earnings Per Share (EPS) of Sweets Plc. was computed. The EPS of Sweets Plc. was calculated by dividing the net income of the organization by the number of ordinary shares outstanding. In this case, the number of ordinary shares outstanding was computed by dividing the total ordinary share capital by the price per ordinary share. From the calculations, Sweets Plc. had an EPS of £1.22 per share in 2020, which inclined to £1.44 per share in 2021. This was attributed to an increase in the net income of the business. A rise in the earnings per share means that the company is generating higher earnings for its shareholders. Since the EPS of Sweets Plc. inclined from 2020 to 2021, the company would be said to be profitable. 
Efficiency Ratios
Efficiency ratios look at whether a firm is efficiently converting its assets into cash or sales (Thomas & Rabiyathulbasariya, 2017). For Sweets Plc., the asset turnover, stock holding days and debtor’s collection period were computed. Firstly, the asset turnover was calculated by dividing the sales of the company by its total assets. The higher the assets turnover, the better as it would mean that the organization is efficiently converting its assets into sales. As per the computations, Sweets Plc. had an assets turnover of 0.64 times in 2020, which increased to 0.69 times in 2021. This was attributed to an increase in the sales of the business as the total assets dropped. Since the asset turnover of Sweets Plc. increased from 2020 to 2021, Sweets Plc. would be said to be efficiently converting its total assets into sales despite the sales revenue dropping from 2020 to 2021.
Secondly, the stock holding days of Sweets Plc. were calculated by multiplying the inventory turnover by 365 days (Thomas & Rabiyathulbasariya, 2017). In this case, the inventory turnover of Sweets Plc. was gotten by dividing the closing stock of the firm by its cost of goods sold. The lower the stock holding days, the better since this would allow the business to turn around cash faster. Sweets Plc. had 77.69 stock holding days in 2020, which inclined to 79.88 stock holding days in 2021, as evidenced in the computations. As a result of the increase in the stock holding days of Sweets Plc. from 2020 to 2021, the company would be said to be less efficient in converting its inventory into sales or cash.
Lastly, the debtor’s collection period was calculated by dividing the trade receivables of the company by its sales and multiplying by 365 days (Thomas & Rabiyathulbasariya, 2017). A lower debtor’s collection period would be considered better since this would mean that the corporation is realizing cash faster from its debtors. From the analysis, Sweets Plc. had a debtor’s collection period of 72.93 days in 2020, which dropped to 67.66 days in 2021. Since the debtor’s collection period of Sweets Plc. declined from 2020 to 2021, the corporation would be said to be less efficient in converting its trade receivables into sales or cash.
Liquidity Ratios
Liquidity ratios determine whether an enterprise has enough liquid assets to pay its short-term obligations when they become due (Thomas & Rabiyathulbasariya, 2017). For Sweets Plc.’s analysis, only the current ratio was calculated. The current ratio of Sweets Plc. was computed by dividing the current assets of the enterprise by its current liabilities. The current ratio is used to measure liquidity and thus, a higher current ratio would be preferred since it would mean that the organization can pay its short-term obligations more when they become due. Sweets Plc. had a current ratio of 0.77 times in 2020, which rose to 0.92 times in 2021, as evidenced by the calculations. Since the current ratio of Sweets Plc. increased from 2020 to 2021, the company would be said to be liquid and therefore, it can have higher short-term obligations when they become due more in 2021 than in 2020.
Solvency Ratios 
Solvency ratios determine the sources of financing of a business, that is, whether debt or equity (Thomas & Rabiyathulbasariya, 2017). In addition to this, they evaluate the ability of an enterprise to pay back its long-term obligations when they become due. For Sweets Plc., the gearing ratio and the interest cover were computed. The gearing ratio was calculated by dividing the total debt of the company (short-term and long-term) by its total shareholder’s equity. A gearing ratio that is lower than 100% would be preferred since it would mean that an organization is financed with a lower debt level as compared to equity and thus, this would attract investors to invest their funds in the company. The main reason why investors would be attracted to invest in the company is due to the greater returns that it would provide them. The computations reveal that Sweets Plc. had a gearing ratio of 141.79% in 2020, which decreased to 133.97% in 2021. A drop in the gearing ratio of Sweets Plc. is good as this means that the level of debt funding of the organization decreased. However, the company’s gearing ratio was still higher than 100%, which indicates that Sweets Plc. was financed by a greater debt level as opposed to shareholder’s equity.
Consequently, the interest cover ratio was calculated by dividing the earnings before interest and taxes (EBIT) of the firm by its interest expenses in a particular period (Thomas & Rabiyathulbasariya, 2017). A high-interest cover ratio would be preferred since it means that the organization can pay higher interest obligations in any given financial year. Based on the computations, Sweets Plc. had an interest cover ratio of 2.98 times in 2020, which dropped to 2.74 times in 2021. Since the interest cover of Sweets Plc. declined from 2020 to 2021, which means that the ability of the organization to pay interest obligations declined. 

Recommendation
Firstly, the profitability of Sweets Plc. was evaluated through the computation of the ROCE, ROE, and net profit margin. All these profitability ratios increased and thus, Sweets Plc. would be considered to be a profitable company. Secondly, the market ratios were evaluated through the calculation of the EPS. The EPS of Sweets Plc. increased and thus, the organization would be said to be performing well from an investor’s viewpoint. Thirdly, the efficiency of Sweets Plc. was evaluated through the calculation of the asset turnover, stock holding days and debtor’s collection period were computed. The analysis revealed that Sweets Plc. was efficient in terms of its assets and less efficient in terms of its debtors and stock. Fourthly, the liquidity of Sweets Plc. was analyzed through the calculation of the current ratio. Since it increased, Sweets Plc. would be considered a liquid company. Finally, the solvency of Sweets Plc. was analyzed through the calculation of the gearing ratio and the interest cover. Since the gearing ratio of Sweets Plc. was higher than 100% and its interest cover declined, the company would be said to be insolvent. 
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