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Accounting is the term which describes the processes related to consolidating financial statement, recording financial transactions and processing any type of other financial data for the needs and purposes of the specific business under consideration (Powell, 2022). A vast majority of accounting activities and procedures are governed by specific standards, such as the preparation of balance sheets, income statements, cash flow statements, journal entries and many more. Accounting is perceived as one of the most important business functions as it keeps records of corporate transactions, facilitates decision-making on managerial level, communicates and assesses different financial results from performance and ensures that legal requirements are met by the business (Powell, 2022). 
The two main branches of accounting are financial and managerial. Financial accounting involves the preparation of financial statements and processing transactions, while management accounting deals with analysing different financial information upon request according to the current needs of managers or business (Powell, 2022). For example, in the current assignment, Question 1 is focused on financial accounting procedures, as it requires the development of an income statement and statement of financial position. Question 2, on the other hand, is compatible with management accounting, as it involves ratio analysis. 
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a) An income statement is one of the three most fundamental documents prepared by accountants, in addition to the balance sheet and the cash flow statement. Income statement is one of the first sources of information used to assess the performance of the business and its profitability (Chen, 2022). It shows the sales of the business, cost of sales, operating and non-operating expenses, taxes and final profit or loss made (Chen, 2022). The income statement shows cumulative data for a particular period of time and can be prepared on a monthly, quarterly or annual basis (Chen, 2022). It can be used to evaluate company’s financial position and success in the market, as well as to draw trends of development across different time periods. The income statement for the year ended 31st December 2021 of Wales Plc is presented below (based on data provided in the case). 

	Income statement for the year ended 31st December 2021 of Wales Plc

	Sales revenue
	£800,980

	Cost of sales
	£578,650

	Gross profit
	£222,330

	
	

	Administrative expenses
	£30,000

	Distribution costs
	£28,000

	Sales commission 
	£3,000

	Directors’ remuneration amount
	£5,000

	Interest 
	£2,000

	Profit before taxes
	£154,330

	
	

	Corporate tax
	£100,000

	Preference dividends paid
	£30,000

	Ordinary dividend paid
	£20,000

	Net profit for the year
	£4,330



Additional explanations:
Sales revenue = £800,000 + £980 = £800,980 (sales should also include the revenue incurred in December by goods shipped to consumers, although it is not yet recorded in the ledgers). 
Gross profit = Sales revenue – Cost of sales
Profit before taxes = Gross profit – Operating expenses – Interest
Net profit = Profit before taxes – Corporate tax – Dividends (both ordinary and preference)

The statement of financial position shows the company’s assets, liabilities and net worth represented by owners’  equity (Estevez, 2022). This document is very important for potential investors, lenders and other stakeholders of a business, as it provides a very good insight about corporate resources, some important policies (e.g. risk tolerance and debt financing) and structure of the organisation (e.g. in terms of shares). The distinctive feature of the statement of financial position is that, unlike income statement and cash flow statement, it does not show values for a period of time, but at a specific date. The statement of financial position of Wales Plc at 31st of December 2021 is presented as follows:
	Statement of financial position at 31st December 2021 for Wales Plc

	
	

	Assets
	

	Non-current assets
	

	Plant and equipment
	£1,250,000

	
	

	Current assets
	

	Trade receivable
	£171,105

	Stock (inventory)
	£430,600

	Cash and bank
	£176,250

	
	

	Total assets
	£2,027,955

	
	

	Liabilities
	

	Non-current liabilities
	

	Debentures
	£200,000

	
	

	Current liabilities
	

	Trade payable
	£188,625

	Sales commission payable
	£3,000

	Corporate tax provision
	£100,000

	
	

	Total liabilities
	£491,625

	
	

	Owners' equity
	

	£1 Ordinary shares
	£1,000,000

	10% £1 Preference shares
	£400,000

	Retained profits (beginning balance)
	£132,000

	Net profit for the year 2021
	£4,330

	Total owners’ equity
	£1,536,330

	
	

	Liabilities and Equity 
	£2,027,955



Additional explanations:
Trade receivable = £170,125 + £980 = £171,105 (the goods shipped to consumers at 31st December are payable in February and thus, should be added, as they have not been included in the ledger accounts). 

b) The statement of financial position balances because of the basic accounting equation, stating that assets should always be equal to the sum of liabilities and owners’ equity. This would clearly show that assets of the company are balanced by the company’s financial obligations along with the equity investment generated by shareholders and its retained earnings (Estevez, 2022). Assets represent the resources of the business which support its activities, while liabilities and owners’ equity are the two sources which are used for funding them (Estevez, 2022). Also, asset accounts on one side and liabilities and owners’ equity accounts on the other side are treated differently in the ledger accounts (in terms of debit-credit relationship) and this also contributes to the balance. 
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a) ROCE (standing for Return On Capital Employed) is one of the most commonly used ratio for assessing company’s performance in regard to profitability. It is calculated by dividing earnings before interest and tax by the capital employed in the company and is represented in the form of a percentage (Maverick, 2022). 
ROCE = (Earnings before interest and tax / Capital employed) * 100
Earnings before interest and tax = Profit before tax + Interest payable
Capital employed = Total assets – Current liabilities
ROCE 2020 = (£539 + £181) / (£10,087 - £3,046) * 100 = 10.23%
ROCE 2021 = (£620 + £226) / (£9,736 - £2,511) * 100 = 11.71%
Results indicate an improvement of 14.47% for the assessed period.

Return on equity (ROE) is a two-part ratio in its derivation as it brings items from both the income statement and the balance sheet to assess a company’s annual return divided by the value of owners’ equity with the aim of evaluating its profitability (CFI, 2022a). 

ROE = (Net income / Owners’ equity) * 100
ROE 2020 = £366 / £2,912 * 100 = 12.56%
ROE 2021 = £431 / £3,088 * 100 = 13.96%
Results indicate an improvement of 11.15% for the assessed period. 

Earnings per share (EPS) is also a profitability ratio but assessing this area of company’s performance through comparing generated profit as relative by the outstanding shares of common stock (ordinary shares) (Fernando, 2022a). The result is presented in the form of absolute value

EPS = Net profit for the year / Number of shares
Number of shares is calculated as follows:
Ordinary share capital = 300
Price of share = 50p
Number of shares = 300 / 0.5 = 600 shares (the amount is the same for both years)
EPS 2020 = £366 / 600 = 0.61
EPS 2021 = £431 / 600 = 0.72
Results indicate an improvement of 18.03% for the assessed period. 

Net profit margin is one of the basic and also commonly used profitability measures for business performance, as it shows what proportion of sales revenue is represented in terms of final profit (CFI, 2022b). It is represented in the form oof a percentage. 

Net profit margin = (Net profit / Sales revenue) * 100
Net profit margin 2020 = £366 / £6,441 * 100 = 5.68%
Net profit margin 2021 = £431 / £6,738 * 100 = 6.40%
Results indicate an improvement of 12.68% for the assessed period. 

Asset turnover is a measure of efficiency and is focused on presenting sales revenue as a proportion of total assets (Hayes, 2022a). This gives an overview of how the company us using its assets to generate revenue (Hayes, 2022a). 
Asset turnover = Sales revenue / Total assets
Asset turnover 2020 = £6,441 / £10,087 = 0.64 times
Asset turnover 2021 = £6,738 / £9,736 = 0.69 times
Results indicate an improvement of 7.81% for the assessed period. 

Stockholding days is another foundational indicator of a company’s efficiency, but it focuses on the speed or time by which the company sells its inventory (Clear, 2022).It is represented in number of days inventory stays in the company on average before it is sold (Hayes, 2022b). 
Stockholding days = (Inventory / Cost of sales) * 365
Stockholding days 2020 = £659 / £3,096 X 365 = 77.69 days 
Stockholding days 2021 = £708 / £3,235 X 365 = 79.88 days
Results indicate that the stockholding period increased by approximately 2 days. 

Debtors’ collection period (a.k.a. average collection period) shows how well and effective the company is in collecting debts from customers for credit sales (BDC, 2022). In the case of Sweets Plc, it is assumed that all sales are on credit, as no other information is provided. 
Debtors’ collection period = (Trade receivable / Credit sales) * 365
Debtors’ collection period 2020 = (£1,287 / £6,441) * 365 = 72.93 days
Debtors’ collection period 2021 = (£1,249 / £6,738) * 365 = 67.66 days
Results indicate that the debtors’ collection period decreased by approximately 5 days for the assessed period. 

Current ratio is a the main liquidity ratio which shows the company’s ability to pay short-term obligations (the ones due within a year), using short-term assets (Fernando, 2022b). 
Current ratio = Current assets / Current liabilities
Current ratio 2020 = £2,355 / £3,046 = 0.73 times
Current ratio 2021 = £2,030 / £2,511 = 0.92 times
Results indicate an improvement of 26.03% for the assessed period. 

Gearing ratio shows the proportion of debt to equity of a company, which is one of the best indicators of financial leverage and dependency on external funding (thus, associated risk) (Kenton, 2022). 
Gearing ratio = Non-current debt / Total Equity
Gearing ratio 2020 = £4,129 / £2,912 = 1.42 times
Gearing ratio 2021 = £4,137 / £3,088 = 1.34 times
Results indicate a decrease of 5.63% for the assessed period, which is an improvement. 

Interest cover ratio shows how easily the company is covering its interest obligations on debts (Hayes, 2022c). It is sometimes referred to as Times interest earned ratio. 
Interest cover ratio = Earnings before interest and tax / Interest expense
Earnings before interest and tax = Profit before taxation + Interest payable
Interest cover ratio 2020 = (£539 + £181) / £181 = 3.98 times
Interest cover ratio 2021 = (£620 + £226) / £226 = 3.74 times
Results indicate a decrease of 6.03% for the assessed period, which is deterioration. 

b) Overall, it can be stated that Sweets Plc is performing significantly better in 2021 than when compared to 2020. This is indicated by the majority of ratios which show improvement in different areas (also labelled by green arrows to show the positive trends). There are just a few exceptions which, however, have to be examined further in order to be assessed correctly and explained properly. 
All profitability ratios shown above are better in 2021, some of which report significant improvements. It is a sign for improved capability of the company to realise profit and suggests that it is developing and growing (also evident by the increase in sales revenue). 
When efficiency is addressed, the majority of ratios are also improving, such as asset turnover and debtors’ collection period. The stockholding period, however, deteriorated. As stated above, the ratios, which show worsened performance, have to be analysed by collecting more information before being classified as negative trends. For example, high inventory stockholding may be a response of expected further increase in sales revenue and orders. 
Liquidity also improved for the assessed period, but there are some areas that have to be addressed and changed more. Current ratio, although registering an increase, is still considered as rather low (as it is lower than 1, meaning current liabilities are higher than current assets). This can impose significant risks to the business and lead to temporary inability to cover these obligations which, in turn, can have other consequences too. 
Gearing ratio and financial leverage also improved for the period, as owners’ equity increased as a proportion. This increases the reliability of the business and decreases risks as perceived by investors. 
Interest coverage ratio deteriorated and this is also an area that has to be further investigated. 
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