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[bookmark: _Toc124540647]Introduction
The following assignment demonstrates the preparation of income statement and statement of financial statement. The information present in financial statement assists various stakeholders in making their respective relevant decisions. This study shall clarify the needs of the primary users of the financial statements. These statements have been made by following the relevant accounting principles. It is mandatory for companies to comply with these principles as the reports are meant to be distributed to the stakeholders and public at large. Companies tend to raise funds by demonstrating their financial position through their reports and might manipulate the contents of these reports to seem financially stable. Therefore, these principles ensure that the statements prepared by companies present an accurate and fair view of the entity. The assignment shall also apply the tool of ratio analysis to compute ratios for an entity and interpret the ratios calculated for investment purposes.
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Each organization, irrespective of their size and form must maintain books used for recording all financial transactions, so that its ultimate impact for the computation of profit or loss for the period can be determined. The process of maintaining books of accounts by recording, classifying, summarizing, and posting accounting records is called accounting (Warren et al., 2020). An organization that does not have to answer to anyone except the proprietor do not have to maintain any specific set of books. On the other hand, organizations that are answerable to their shareholders for their activities must maintain their books by complying with the required standards. 
Financial accounting is a function of the accounting department in which financial books are prepared to distribute the internal and external stakeholders. Preparing financial accounts for a period consists of several tasks, such as journal entries, posting into ledger accounts, and trial balances, all of which are covered under financial accounting. Each of the stakeholders requires statements for their own decision-making requirements. An organization’s financials primarily consist of an income statement, balance sheet, and cash flow statement (Schroeder et al., 2022).
A balance sheet, also known as the “statement of financial position, “contains a list of all assets and liabilities owned and owed by the entity, respectively. It includes the amounts of all assets or debts of the entity on that given and is made at the end of an accounting period. The statement is made by following the principle of consistency, which states that accounting estimates being used should not be changed in the middle of an accounting period unless the old one becomes obsolete (Weygandt et al., 2019). Stakeholders use the balance sheet to evaluate the company's liquidity, solvency, and valuation. 
Income statements, also called the “statement of profit or loss” includes all expenses or costs and gains or revenues that occur throughout a given period, only to calculate the period`s profit or loss. Income statements are mainly used to determine an entity`s profitability. This statement is mostly made by following the accrual principle of accounting, which states that expenses and revenues should be recorded in the books if they are accrued in the period, even if they are not received or paid in the actual sense (Adamyk, 2017). For effective decision-making, stakeholders such as potential investors, shareholders, and management scrutinize financial reports collectively. 
Management accounting is another accounting domain that involves preparing reports that are used only by internal management. Financial accounting is only used for reporting, whereas management accounting is used for planning, organizing, directing, and controlling. It includes reports such as managerial reports, performance reports, variance reports and budget control reports. Each of these reports has its own distinct functions, hat collectively help an entity in achieving its goals by making optimum utilization of resources (Drury, 2018). 


A. Financial statements of Wales plc
	In the books of Wales plc
Income statement for the year ended December 31st, 2021

	Particulars
	Amount £

	Revenue
	800000

	Cost of Sales
	-578650

	Gross profit
	221350

	Other income
	

	Distribution costs
	-31000

	Administration expenses
	-35000

	Operating profit
	155350

	Finance costs 
	-8000

	Profit before tax
	147350

	Taxation
	-100000

	Profit for the period
	47350



	Statement of Financial Position as at December 31st, 2021
	Amount £
	Amount £

	Assets
	
	

	Non-current assets
	
	

	Property, Plant, & Equipment
	1250000
	

	Intangible assets
	
	

	
	
	1250000

	Current assets
	
	

	Inventories
	
	

	Trade and other receivables
	170125
	

	Cash and cash equivalents
	176250
	

	
	430600
	

	Total assets
	
	2026975

	
	
	

	Liabilities
	
	

	Current liabilities
	
	

	Trade and other payables
	197625
	

	Short-term borrowings
	
	

	Current tax payable
	100000
	

	
	
	297625

	Non-current liabilities
	
	

	Long-term borrowings
	200000
	

	Long term provisions
	
	200000

	
	
	

	Total liabilities
	
	497625

	
	
	

	Net assets
	
	1529350

	
	
	

	Equity
	
	

	Share capital
	
	

	Share premium
	
	1400000

	Other reserves
	
	

	Retained earnings
	
	

	Total equity
	
	129350

	
	
	1529350




  
B. Why does the statement of financial position balance?
The primary reason for matching a balance sheet is the double-entry book-keeping system which all listed companies follow. In the double-entry system, each transaction is entered into two different accounts: the first account is debited, and the other is credited (Robinson, 2020). All the transactions of an entity affect four elements, namely, assets, expenses, liabilities, and gains. For example, when an entity buys a piece of equipment for cash, the account for equipment is debited, and the account for cash is credited. Therefore, the asset side of the balance sheet remains the same, as the increase in one account is compensated by the decrease in another. 
When an entity takes a loan, its liabilities and assets are affected. Since cash is received while taking a loan, the cash account is debited, and the loan account is credited, increasing the liabilities. It results in an equal increase in assets and liabilities and balances the statement. 

[bookmark: _Toc124540649]Question 2
A. Ratio calculation for Sweets plc
	
	Amounts in £m

	Input data for profitability ratios
	2021
	2020

	Gross profit
	3503
	3345

	Operating income
	805
	699

	Pre-Tax income
	620
	539

	Net income
	431
	366

	Sales
	6738
	6441

	Total equity
	3088
	2912

	Total assets
	9736
	10087

	Current liabilities
	2511
	3046



	
	Amounts in £m

	Input data for leverage ratios
	2021
	2020

	Total debt
	6648
	7175

	Total equity
	3088
	2912

	Total assets
	9736
	10087

	EBIT (Operating income)
	805
	699

	Interest expense
	226
	181



	
	Amounts in £m

	Input data for working capital ratios
	2021
	2020

	Inventories
	708
	659

	Account Receivables
	1249
	1287

	Account payables
	583
	655

	Cost of sales
	3235
	3096

	Sales
	6738
	6441

	Total assets
	9736
	10087



	
	Amounts in £m

	Input data for valuation ratios
	2021
	2020

	Earnings (Net income)
	431
	366

	Total shares outstanding
	600
	600



(a) ROCE
The return on capital employed, or the ROCE ratio is used for determining capital efficiency or the efficiency of an entity in using its capital funds for the generation of profits. ROCE is the profitability ratio and is one of the primary indicators of the efficiency of a company in making profits.
	Return on capital employed
	
	

	Operating income/Capital employed
	0.111419
	0.099276



(b) ROE
The return on equity, or the ROE ratio, indicates the usage of equity capital only. In calculating this ratio, debt is deducted from total capital as the managers wish to know the efficiency of management to generate profits using equity capital only (Palepu et al., 2020). Managers compute such ratios and compare them with their targeted ratios. The variances between budgeted and actual ratios are established, and steps are taken to reduce them. 
	Return on equity
	
	

	Net income/Total equity
	0.139573
	0.125687



(c) Earnings per share
Some ratios are mainly used by investors and are known as valuation ratios. These valuation ratios assist investors in evaluating the ability of an entity to generate profits for its potential investors (Haryanti and Murtiasih, 2019). Earnings per share or the EPS ratio is one which indicates the amount that is dedicated to each equity share of an entity. 
	Earnings per share
	
	

	Earnings/Total shares outstanding
	£0.72
	£0.61



(d) Net profit margin
The net profit margin of an entity indicates its profit-making ability of an entity. The net profit margin demonstrates how efficiently a company controls its expenses (Fridson and Alvarez, 2022). If the net profit margin of an entity is high and its sales are high, its profits will also be higher. On the other hand, if the profit margin is low, the profit will also be lower even if the sales amount is very high (Husain and Sunardi, 2020). 
	Net profit margin
	
	

	Net income/Sales
	6.396557
	5.682347



(e) Asset turnover
The asset turnover ratio demonstrates the entity`s ability to generate sales using its total assets. Although net profit margin is a profitability ratio and asset turnover, the ratio is an efficiency ratio; they are interrelated. It indicates that even if the asset turnover of the company is high, it is not necessary that its net profit margin will also be high.
	Asset turnover
	
	

	Net sales/Total assets
	0.692071
	0.638545



(f) Stock holding days
The stock holding days, or the inventory turnover days is an efficiency ratio indicating an entity’s efficiency in buying and selling its inventory. This ratio demonstrates the entity`s forecasting, marketing expertise, and inventory management (Wild, 2017). If the ratio is high, it either means that the entity's sales are high or its inventory is insufficient to support its sales (Alpi, 2018). At the same time, a low ratio indicates that its sales are weak or its products lack market demand.
	Inventory days
	
	

	(Inventories/purchases) *360
	78.78825
	76.62791



(g) Debtor`s collection period
The debtor`s turnover ratio, or the average receivable days, indicates the entity`s ability to make collections from its customers (Amanda, 2019). It illustrates the number of times an entity’s receivables have been converted into cash. This ratio is always favorable when it is high, and an entity should aim to collect its receivables at least once during its operating cycle or accounting period. A high turnover ratio also means better cash flow.  
	Account Receivables days
	
	

	(Account Receivables/Sales) *360
	66.73197
	71.93293



(h) Current ratio
Liquidity ratios measure an entity’s efficiency in obeying its short-term or current obligations with its current assets (Mulyadi and Sihabudin, 2020). One of the primary liquidity ratios is the current ratio, which creditors mainly consider for evaluating an entity`s credit status. 
	Current ratio
	
	

	Current Assets/Current liabilities
	0.917164
	0.773145



(i) Gearing ratio
The gearing ratio indicates the percentage of debt included in the total capital of an entity. A company's capital should consist of debt and equity capital. If the company is very certain of generating high profits, it usually takes more debts, as they are easily available. Therefore, this ratio indicates the financial risk of the entity that operates primarily on debt. A high gearing ratio indicates that the entity operates mostly on debt.
	Debt/Equity ratio
	
	

	Total debt/Total equity
	2.15285
	2.463942



(j) Interest cover ratio
The interest coverage ratio demonstrates an entity`s ability to obey its interest expenses and is also a gearing ratio. The interest coverage ratio is directly related to the debt-equity ratio and is detrimental to the company if the former is high and the latter is low.
	Interest Coverage ratio
	
	

	EBIT/Interest expense
	3.561947
	3.861878



B. Interpretation of the ratios
Ratio analysis is a tool for interpreting the figures in a balance sheet in which results are depicted in ratios, percentages, and days (Welc, 2022). From the ratios calculated, it can be said that the ROCE of Sweet’s plc is relatively low, and it needs to improve its capital utilization policies. In the last year, the ratio was less than 10% and more than 11% in the current year, which indicates a very slight improvement.  
The ROE is usually higher than the ROCE ratio. In 2020, the ROE of the entity was 13% and 14% in 2021. Although an improvement can be seen in the ratio compared to the previous year, it is still deficient. The entity has not been making optimum utilization of resources which makes these ratios poor. The ratios that have been interpreted above are used mainly by the internal stakeholders of an entity to evaluate their performance. 
The EPS of Wales plc is £0.72 in the current year. The share price of the entity is £5.12 in the current year. From the given data, it can be interpreted that the earnings yield of Wales plc is around seven times. If an investor decides to invest in Wales plc, their investment shall be returned in 7 years. The EPS of the entity has been increasing over the years and can be considered stable as per industry standards. 
The net profit margin of Wales plc is too low but has improved from last year. It was around 6% in 2020 and 6.5% in 2021. Wales plc needs to make amends and control its operating expenditures. Therefore, it is imperative that the company be efficient in generating sales and controlling its operating expenditures.
Due to its high operating expenses, the net profit margin of Wales is low even though the asset turnover is high. The ratio should be high but is not helpful if the net profit margin is low. In 2020, the asset turnover was 64%, and it will be around 70% in 2021. 
The inventory turnover is converted to days by dividing the number of days in the accounting period. The ratio is favorable when high and the number of days is lower. A higher inventory turnover ratio indicates that the entity is able to sell its inventory stock a greater number of times in a year. From the given ratios, it can be seen that Wales plc is able to sell off its stock in 78 days in the current year, which means that its inventory turnover ratio is around five times. 
The debtor days of Wales plc were 71 days in 2020 and 67 days in 2021. There is a slight improvement in the ratio, which means the company is becoming inefficient in making collection from its debtors. To further improve this ratio, the company can incorporate strict rules of collection or offer attractive discount offers to encourage early payments from its customers. 
Current ratios are favorable when they are between 1.2 to 2, indicating that the entity has current assets two times more than its current liabilities to cover its debts (Madushanka and Jathurika, 2018). A current ratio lower than one can be very lethal to the company`s liquidity, which is exactly in the case of Wales plc. Its current ratio is lower than one in both years but has significantly improved in the current year. However, it still has to take measures to improve its current ratio. 
The debt-equity ratio of Wales plc is 2.15 in the current year. Its capital composition has changed since last year, and the total capital increase can be seen. It indicates that the company has taken excessive debt but cannot generate sufficient profits to obey interest expenses. The interest expenses of the entity are three times the operating income which means that Sweets plc generates enough profits to pay its interests. 


[bookmark: _Toc124540650]Conclusion
The above study has demonstrated the preparation of an income statement and balance sheet with the help of trial balance and additional information. These statements have been prepared by complying with the accounting principles prescribed by the board. A brief discussion has been made on why balance sheets are made in such a manner that their balances tend to match. Ratio analysis of Sweet’s plc has been performed using the information in its income statement and balance sheet. These ratios have also been interpreted, and recommendations have been made to Sweet’s plc on how it can make improvements to its ratios. 
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