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[bookmark: _mtvlg0ote7nn][bookmark: _Toc153368170]Introduction 
This report aims to discuss different aspects of accounting fundamentals and the use of those fundamentals in the context of businesses. The objective is to conceptualise the principles and conventions of accounting to prepare the financial statements of the businesses and evaluate relevant accounting ratios. In question 1, some statements related to accounting principles have been provided whose authenticity will be analysed. In Question 2, the income statement and balance sheet of Wales Plc for the financial year 2022 will be produced using the information of the trial balance. In question 3, various accounting ratios will be derived using the information from the financial statements of Sweets Plc. On the basis of the analysis, the performance and positioning of the business will be compared for two different periods and will be provided some suggestions as well. 
The term ‘accounting fundamentals’ refers to a set of technical methods businesses use for recording, analysing, and producing financial reports, from which the external stakeholders of the businesses will assess the financial performance and position. Fundamentals also include the accounting conventions that are to be followed during the preparation of financial statements. The use of these conventions makes the financial reporting process transparent and accurate (Toms and Fleischman, 2015).  
[bookmark: _ani7ljb9zrd3][bookmark: _Toc153368171]Question 1
Statement 1:
The statement narrated in the brief is not justified as the cash flow operations are not projected through the balance sheet or statement of financial position of a firm. The cash inflows and outflows are showcased through the cash flow statement of the business. The statement shows only the cash transactions of the business. Transactions that will bring cash within the company such as cash sales, credit sales, capital, etc. are recorded under the cash inflows section and the outflows section includes cash expenses and current liabilities. Net cash flow is the difference between cash inflows and cash outflows. The balance sheet projects the available assets, liabilities, and company’s equity recorded on a particular date. The accounting equation often followed when preparing the balance sheet is Assets = Liabilities + Equity (McLaney and Atrill, 2020).   
Statement 2:
This statement does not interpret the characteristics of the non-current assets of a firm at all. Assets are the resources that a company purchases and then uses to receive economic benefits. There are two categories of assets held by a firm - current assets and non-current assets. Current assets are the ones that can be used only for a financial year. These current assets include cash in hand, inventories, trade receivables, etc. Non-current or fixed assets are the assets used for an extended period. If non-current assets are tangible such as plant & machinery, equipment, buildings, etc. Plant and machinery, equipment, etc. can be physically moved. However, these assets depreciate over time (Coste et al. 2014). However, intangible fixed assets cannot be moved as they do not have any physical existence. A firm requires non-current assets to perform larger operations and enjoy improved efficiency and productivity within the organisation.    
Statement 3:
This statement is also not true as there is no justification for providing the financial reports to current shareholders only. The accounting regulations and jurisdictions indicate that the financial information of a business should be fully disclosed to the public including current shareholders and potential shareholders as well. It is important to disclose the financial statements to be listed on the stock exchanges as public limited companies (Goldstein and Yang, 2017). All stakeholders of a business include shareholders, management and owners, customers, employees, creditors or financiers, suppliers, government agencies, financial analysts, and the general public as well. These stakeholders make accurate decisions by going through the financial information of the business. It protects the potential shareholders and makes the financial reporting of the business transparent and accurate. Also, the accountability of the businesses improves with this full disclosure of financial information. 
Statement 4: 
Prepayments and accruals are two important financial tools of a business and these are to be included in the financial statements of the businesses. Prepayment is generally considered as the current asset and is included in the balance sheet of the firm. Prepayment refers to the transaction that a business has paid in advance to purchase any raw material or other asset that will be delivered later. On the other hand, accruals are the expenses that a firm has paid, however, they have not been recorded in the financial statements. This is considered a current liability and is considered in the liabilities section of the statement of financial position of a business (Kaplan, 2023). To assess the true profitability of a business during a specific financial period and the financial health a firm is in, prepayments and accruals are to be considered when preparing the financial statements.    
Statement 5:
Regulation is an important part of accounting and financial reporting for a business, so the provided statement is wrong. The use of a regulatory framework makes the accounting and financial reporting process authentic and transparent. The regulation also helps the external stakeholders of the business to make decisions and form relationships with the business. Also, for consistency and comparing the financial statements, regulation is necessary. To reduce the risks of financial fraud, and market and credit risks, regulation in the accounting profession is used. It pushes the business to enforce ethical operations and technical standards within the organisation (Baudot, 2013). Also, it makes the business perform activities that comply with the regulations and practices of the industry. The use of regulation maintains the efficiency of the financial markets. With the help of regulations, there comes a standardized interpretation of the financial statements so that all users of the accounting information can assess the financial performance and position of the business appropriately. 
Statement 6:
This statement is right as in accounting, to prepare the financial statements of a business, it is necessary to balance the ledger accounts and the trial balance as the accounting equation “Assets = Liabilities + Equity” is followed. All financial transactions of a business are recorded and listed in the ledger accounts. On the other hand, the debit and credit transactions of the business are showcased through the trial balance of the company. The balance between the debit entries and credit entries ensures that the double-entry accounting system of the business has not committed any mathematical error (Lumen Learning, 2023). Then, the financial information of these statements can be used to prepare the financial reports to project the financial performance and position to the external stakeholders of the business. If the trial balance is balanced, the statement of financial position or balance sheet will be in balance as well.                
[bookmark: _dntrnye5r7h8][bookmark: _Toc153368172]Question 2
[bookmark: _60620sgc0qrg][bookmark: _Toc153368173]What is an Income statement?
In financial accounting, the income statement is one of the financial accounting reports produced using the information of trial balance. To measure the financial performance or profitability of a business, the income statement is prepared. The statement shows the revenues generated from the sale of goods and services, manufacturing expenses such as labour costs, materials costs, and production overheads and the operating or fixed expenses such as utilities, salaries, advertising, office supplies, etc. (McLaney, 2005) The gross profit is the difference between total revenue and costs of manufacturing. Operating expenses are deducted from the gross profit to derive the operating profit. From the operating profit, interest and tax expenses are deducted to derive the net profit of the year. Based on the information in the income statement, investors and shareholders make decisions about whether to purchase new shares and invest in the following financial year or not. Also, the management sets the operating and pricing strategies accordingly.   
[bookmark: _dlo311fre5to][bookmark: _Toc153368174]The Income Statement of Wales Plc
Following is the income statement of Wales Plc derived using the information of the given trial balance.
	In the books of Wales plc

	For the year ended 31st December 2022

	Income Statement

	Particulars
	£

	Sales revenue
	901,000

	Cost of sales or purchases
	578,650

	
	

	Gross profit
	322,350

	
	

	Administrative expenses
	170,000

	Directors' remuneration
	5,000

	Distribution costs
	28,000

	Cost of debentures
	4,000

	Depreciation of equipment
	65,000

	Outstanding commission
	2,000

	
	

	Total operating expenses
	274,000

	
	

	Operating profit/ Profit before tax and interests (EBIT)
	48,350

	Interests paid
	2,000

	
	

	Profit before Tax (EBT)
	46,350

	Corporation Tax
	15,000

	
	

	Net profit / Profit after Tax
	31,350


Table 1: Income statement of Wales Plc
(Source: Self- prepared, 2023)
Workings: 
i. Total sales revenue = Sales + credit sales = £900,000 + £1,000 = £901,000. 
ii. Gross profit = Total sales revenue – cost of sales = £901,000 - £578,650.
iii. Administrative expenses = £160,000 + December’s salaries payable  = £160,000 + £10,000 = £170,000. 
iv. Cost of debentures = 4% of £100,000 = £4,000. 
v. Depreciation expenses for the year = 10% of £650,000 through straight-line basis = £650,000*10% = £65,000. 
vi. Operating profit = Gross profit – operating expenses = £322,350 - £274,000 = £48,350. 
vii. Profit before Tax (EBT) = Operating profit – interest expenses = £48,350 - £2,000 = £46,350. 
viii. Net profit of Wales plc for the year = EBT – corporation tax = £46,350 - £15,000 = £31,350. 
[bookmark: _wq2calj0au9z][bookmark: _Toc153368175]Question 3 - 
[bookmark: _ds6l9vzm6yq][bookmark: _Toc153368176]a) Calculations of different types of ratios of Sweets Plc in 2021 and 2022:
1. ROCE:
	Calculation for ROCE ratio

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	EBT
	539.00
	620.00

	Interest payable
	181.00
	226.00

	EBIT
	720.00
	846.00

	Capital Employed
	7041.00
	7225.00

	EBIT/Capital employed
	10%
	12%


2. ROE:
	Calculation for ROE ratio

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	Net profit
	366.00
	431.00

	Total equity
	2912.00
	3088.00

	Net profit/equity
	13%
	14%


3: Earning per share:
	Calculation for Earning per share

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	Net profit
	366.00
	431.00

	Outstanding share
	300.00
	300.00

	Net profit/outstanding share
	122%
	144%


4: Net profit margin:
	Calculation for Net Profit Ratio

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	Total Revenues
	6441.00
	6738.00

	Net profit
	366.00
	431.00

	(Net profit / Revenue)
	6%
	6%


5. Assets Turnover Ratio:
	Calculation for Assets Turnover Ratio

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	Total Asset
	10087.00
	9736.00

	Average total assets
	10087.00
	9911.50

	Net sales
	6441.00
	6738.00

	Net sales/ Average total assets
	0.64
	0.68



6. Stock holding day:
	Calculation for stockholding day

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	Closing inventory
	659.00
	708.00

	Cost of goods sold
	6441.00
	6738.00

	Closing inventory/ cost of goods sold
	37
	38


7. Debtors collection period:
	Calculation for Debtor collection period

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	Total Debt
	4129.00
	4137.00

	Total assets
	10087.00
	9736.00

	Total Debt / Total Assets
	149
	155


8. Current ratio:
	Current ratio

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	Current Assets
	2355.00
	2303.00

	Current Liability
	3046.00
	2511.00

	Current assets/ Current Liability
	0.77
	0.92


9. Gearing ratio:
	Calculation for Gearing ratio

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	Total debt
	4129.00
	4137.00

	Total equity
	2912.00
	3088.00

	Total debt/ total equity
	1.42
	1.34


10. Interest cover:
	Calculation for Interest coverage ratio

	Particulars
	2021
	2022

	
	Amount (£)
	Amount (£)

	Interest payable
	181.00
	226.00

	EBIT
	720.00
	846.00

	EBIT/interest expenses
	3.98
	3.74


[bookmark: _firj70qeg0ft][bookmark: _Toc153368177]b) discussion about the financial performance of Sweets Plc:
ROCE: Return on capital employed helps to determine the portion of the employees in the parts of earning ability of the business (ACCA, 2023). In the year 2021, the ROCE is 10% and in 2022 the ROCE is 12%.  It reflects the increasing numbers of earnings of their employees from the  profit of Sweet Plc.
ROE: The ROE ratio helps to determine the portion of shareholders found in the process of earnings (Equity, 2016). Additionally, it reflects the profit-generating ability of investors from their operations. In 2021 ROE is 13% and in 2022 the ROE is 14%. This reflects the increasing numbers of earning ability of the shareholders.
Earning per share: The calculations of the earning per share ratio help to determine how much the shareholders of the business are able to generate profits from one share (Wallstreetmojo, 2023). In 2021 the earning per share of is 122% and in 2022 is 144%. Additionally, it reflects the increasing growth of shareholders' earnings per share.
Net profit margin: Net profit margin helps to determine the portion of the business earnings from their revenue (Choiriyah, and Ulfa, 2020). For that, in 2021 the net profit margin for Sweet Plc is 5.75 and in 2022 is 6.4%, For that the ability of the business to generate net profit from its earnings is increased.
Assets Turnover Ratio: the assets turnover ratio helps to determined the portion of the assets involved in the process of generating maximum of revenue. In 2021, this ratio for Sweet plc is 0.64 and in 2022 is 0.68. With the increasing proportion of their assets their revenue generating ability are also increased.
Stock holding day: it reflects the number of days the business is held its inventories before making revenue from it (ACCA, 2023). In 2021 this stok holding day for Sweet Plc is 37 and in 2022 is 38. For that the business hold their invenetoris for a long time then 2021 before selling it.
Debtors collection period: It helps to determine when the business needs to be collect their debts to increase their performance (CFI, 2023). In 2021 the debt collection period for Sweet Plc is 149 which is increased continuously and reached 15 days in 2022.
Current ratio: Current ratio helps to determined the ability of the business o settled their current liabilities by using its current assets. In 2021 the current ratio for Sweet plc is 0.77 and in 2022 is 0.92. It reflects the increasing ability of the business to settled their corrent liabilities by using their assets.
Gearing ratio: The gearing ratio of the business helps to detriment the involvement of debts in the shareholder's equity  (ACCA, 2023). In 2021 the ratio of gearing is 1.42 and 1.34. It reflects that the portion of debts in their equity has been decreased. Additionally, decreases the risks of investments. 
Interest cover: This ratio helps to determine the periods when the earnings of the business can serve interest on it (CFI, 2023). In 2021 the interest cover rate of the business was 3.98 and in 2022 it was 3.74. It reflects the decreasing ability to receive interest from their earnings.
[bookmark: _9usxld100sw][bookmark: _Toc153368178]Conclusion - 
This report fulfilled its aims of discussing different aspects of accounting fundamentals and the use of those fundamentals in the context of businesses. It conceptualises the principles and conventions of accounting to prepare the financial statements of the businesses and evaluate relevant accounting ratios. In question 1, some statements related to accounting principles have been described. In Question 2, the income statement and balance sheet of Wales Plc for the financial year 2022 are produced using the information of the trial balance. In question 3, various accounting ratios will be derived using the information from the financial statements of Sweets Plc. Based on the analysis, the performance and positioning of the business are compared for two different periods. 


[bookmark: _fvfo35kojvqi][bookmark: _Toc153368179]References
ACCA (2023) Ratio analysis, ACCA Qualification | Students | ACCA Global. Available at: https://www.accaglobal.com/gb/en/student/exam-support-resources/fundamentals-exams-study-resources/f2/technical-articles/ratio-analysis.html (Accessed: 13 December 2023). 
Baudot, L., (2013). Perspectives on the role of and need for accounting regulation. In The Routledge Companion to Accounting, Reporting and Regulation (pp. 207-227). Routledge. http://ndl.ethernet.edu.et/bitstream/123456789/22231/1/56.pdf.pdf#page=230.
CFI (2023) Financial ratios, Corporate Finance Institute. Available at: https://corporatefinanceinstitute.com/resources/accounting/financial-ratios/ (Accessed: 13 December 2023). 
Choiriyah, C., and Ulfa, U., (2020). The effect of return on assets, return on equity, net profit margin, earning per share, and operating profit margin on stock prices of banking companies in Indonesia Stock Exchange. International Journal of Finance Research, 1(2), pp.103-123.  Available at: https://journal.jis-institute.org/index.php/ijfr/article/view/280
Coste, A.I., Tudor, A.T. and Pali-Pista, S.F., (2014). Compliance of non-current assets with IFRS requirements concerning the information disclosure–case study. Procedia Economics and Finance, 15, pp.1391-1395. https://www.sciencedirect.com/science/article/pii/S2212567114006030.
Equity, R.O., (2016). Return on Equity. Health, 210, pp.22-2. Available at: https://repository.widyatama.ac.id/server/api/core/bitstreams/33abfa6a-5e40-4f16-b1bd-1362d069d07b/content
Goldstein, I. and Yang, L., (2017). Information disclosure in financial markets. Annual Review of Financial Economics, 9, pp.101-125. https://www.annualreviews.org/doi/full/10.1146/annurev-financial-110716-032355.
Kaplan. (2023). Chapter 6: Accruals and prepayments. [online] Available at: https://kfknowledgebank.kaplan.co.uk/acca/chapter-6-accruals-and-prepaymentsv2 [Accessed 13 Dec. 2023].
Lumen Learning. (2023). Preparing a Trial Balance | Financial Accounting. [online] Available at: https://courses.lumenlearning.com/suny-finaccounting/chapter/preparing-a-trial-balance/ [Accessed 27 Nov. 2023].
McLaney, E. (2005). Business finance: theory and practice. Pearson education. http://103.62.146.201:8081/xmlui/bitstream/handle/1/6074/business%20finance.pdf?sequence=1.
McLaney, E. and Atrill, P., (2020). Accounting and finance: an introduction. Pearson. http://ndl.ethernet.edu.et/bitstream/123456789/935/1/81.pdf.pdf.
Toms, S. and Fleischman, R.K., (2015). Accounting fundamentals and accounting change: Boulton & Watt and the Springfield Armory. Accounting, organizations and Society, 41, pp.1-20. https://akuntansi.uad.ac.id/wp-content/uploads/AOS-2015-41.pdf.
Wallstreetmojo (2023) Earnings per share (EPS) - meaning, formula, calculations - wallstreetmojo. Available at: https://www.wallstreetmojo.com/earnings-per-share-eps/ (Accessed: 13 December 2023). 
2

image1.png
Prifysgol Cymru
. Y Drindod Dewi Sant

Y University of Wales
Trinity Saint David




