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By definition, accounting is an information system which is engaged in measuring, processing and communicating financial information about the business (Needles et al., 2014). Accountants emphasise on the needs of various financial data of different users – both internal and external – and prepare financial statements and reports to address them. The two main distinctive types of accounting are management and financial. Financial accounting focuses on the preparation of specific, standardised financial statements reflecting the performance and transactions of a business and follows pre-defined standards (Needles et al., 2014). An example of a financial accounting task is the preparation of the income statement and statement of financial position. Management accounting prepares different reports depending on the managerial needs for decision-making (Needles et al., 2014). The format of the reports is not standardised and can vary significantly across organisations. An example of a managerial accounting report is ratio analysis. 
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a) The income statement is a document showing the revenues earned and expenses occurred for the business for a certain period, usually a year (Needles et al., 2014). It shows the profit made by the business for the period, considering all costs and revenues incurred. This is why, it is believed to be one of the most important accounting statements – it provides an overview about the profitability of the business along with its sales, cost of sales, operating expenses, non-operating expenses, taxes and dividends paid (if any). 
The income statement of Wales Pls for the year ended 31st of December 2021 is shown below.






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

	Sales
	£800,980.00

	Cost of sales
	£578,650.00

	Gross profit
	£222,330.00

	
	

	Administrative expenses
	£30,000.00

	Distribution costs
	£28,000.00

	Sales commission
	£3,000.00

	Directors remuneration
	£5,000.00

	Operating profit
	£156,330.00

	
	

	Interest paid
	£2,000.00

	Profit before taxes
	£154,330.00

	
	

	Corporate tax
	£100,000.00

	Preference dividends paid
	£30,000.00

	Ordinary dividend paid
	£20,000.00

	Net profit
	£4,330.00



Notes to income statement, explaining calculations:
Sales = 800,000 + 980 = £800.980
Gross profit = Sales – Cost of sales
Operating profit = Gross profit – operating expenses
Profit before taxes = Operating profit – Non-operating expenses
Net profit = Profit before taxes – Provision for taxes – Dividends paid

The statement of financial position (a.k.a. balance sheet) is another type of a financial statement, showing the assets, liabilities and shareholders’ equity of the business at a certain date or point of time (usually the last day of an accounting period, such as an year) (Needles et al., 2014). The statement of financial position for Wales Plc at 31st December 2021 is shown below.

	Statement of financial position at 31st December 2021 for Wales Plc

	
	

	Assets
	

	Fixed assets
	

	Plant and equipment
	£1,250,000.00

	
	

	Current assets
	

	Debtors
	£171,105.00

	Stock
	£430,600.00

	Cash and bank
	£176,250.00

	
	

	Total assets
	£2,027,955.00

	
	

	Liabilities
	

	Long-term liabilities
	

	4% Debentures
	£200,000.00

	
	

	Current liabilities
	

	Trade creditors
	£188,625.00

	Outstanding sales commission
	£3,000.00

	Corporate tax
	£100,000.00

	
	

	Total liabilities
	£491,625.00

	
	

	Shareholders' equity
	

	£1 Ordinary shares
	£1,000,000.00

	10% £1 Preference shares
	£400,000.00

	Retained profits at 1st January
	£132,000.00

	Net profit
	£4,330.00

	Total shareholders' equity
	£1,536,330.00

	
	

	Liabilities and Equity
	£2,027,955.00


Notes to statement of financial position, explaining calculations:
Debtors = 170,125 + 980 = £171,105

b) As evident by the statement, the value of total assets equals the sum of total liabilities and shareholders’ equity. This is also referred as the basic accounting equation. These two sides must always be equal, as they represent the dual nature of accounting transactions. Assets, which are the economic resources of the business, are obtained either through equity (stockholders and owners) or liabilities (e.g. bank loan) (Needles et al., 2014). The accounting equation shows how assets are being funded and how they are obtained. This equation is considered to be the foundation of the double-entry accounting system, emphasising on the fact that each entry and transaction has two effects on company’s accounts – debit and credit side (Fernando, 2022). 
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a) Return on capital employed (ROCE) is a financial ratio used to indicate and assess a company’s profitability and capital efficiency (Hayes, 2022). It is calculated using the following formula:
ROCE = Earnings before interest and tax / Capital employed X 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) X 100 = 10.23%
ROCE 2021 = (£620 + £226) / (£9,736 - £2,511) X 100 = 11.71%
· There is an increase of 14.47% for ROCE between 2020 and 2021.

Return on equity (ROE) is calculated by dividing net income by shareholders’ equity and indicates a company’s annual return from operations, expressed as a percentage (Needles et al., 2014). 
ROE = Net income / Shareholders’ equity X 100
ROE 2020 = £366 / £2,912 X 100 = 12.56%
ROE 2021 = £431 / £3,088 X 100 = 13.96%
· There is an increase of 11.15% of ROE between 2020 and 2021

Earnings per share (EPS) is also a very valuable ratio, indicating the profitability of a company to potential investors (Needles et al., 2014). It is calculated by dividing a company’s profit by its outstanding shares of common stock (Needles et al., 2014).
EPS = Net profit for the year / Number of shares
Number of shares = Share capital X Share price
EPS 2020 = £366 / 600 = 0.61
EPS 2021 = £431 / 600 = 0.72
· There is an increase of 18.03% of EPS from 2020 to 2021

Net profit margin is also а crucial profitability indicator which shows the percentage of profit a company generates from its revenue, presented as a percentage (Needles et al., 2014). It is calculated using the following formula:
Net profit margin = Net profit / Revenue X 100
Net profit margin 2020 = £366 / £6,441 X 100 = 5.68%
Net profit margin 2021 = £431 / £6,738 X 100 = 6.40%
· There is a 12.68% increase of Net profit margin of the company between 2020 and 2021

Asset turnover is a ratio indicating the efficiency of the business by assessing the value of company’s revenues relative to the value of its assets (Needles et al., 2014). It is calculated using the following formula:
Asset turnover = Sales / Total assets
Asset turnover 2020 = £6,441 / £10,087 = 0.64 times
Asset turnover 2021 = £6,738 / £9,736 = 0.69 times
· There is an growth of 7.81% of asset turnover rate between 2020 and 2021

Stock holding days is also a measure of efficiency, focused on the number of days for which a company holds inventory before selling it to consumers (Needles et al., 2014). It is an important indicator outlining how the business is managing its resources. It is measured by using the following formula:
Stockholding days = Inventory / Cost of sales X 365
Stockholding days 2020 = £659 / £3,096 X 365 = 77.69 days (rounded to 77 days)
Stockholding days 2021 = £708 / £3,235 X 365 = 79.88 days (rounded to 80 days)
· There is an increase in stockholding days with 2 days

Debtors collection period measures the effectiveness of the company to collect its payments from customers, indicating the average number of days this process takes (Needles et al., 2014). It is calculated using the following formula:
Debtors’ collection period = Trade receivables / Credit sales X 365
For the purposes of this calculation, it is assumed that all sales generated from the company are credit sales. 
Debtors’ collection period 2020 = £1,287 / £6,441 X 365 = 72.93 days (rounded to 73 days)
Debtors’ collection period 2021 = £1,249 / £6,738 X 365 = 67.66 days (rounded to 68 days)
· There is a decrease in the debtors’ collection period of 5 days

Current ratio is one of the foundational indicators used to assess a company’s liquidity position (Needles et al., 2014). This means that it evaluates the company’s ability to cover its short-term debts. The ratio is calculated by dividing current assets by current liabilities.
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
· There is an increase of current ration by 26.03% from 2020 to 2021

Gearing ratio is one of the main indicators of a company’s financial leverage which is associated with the funding of corporate activities from either debt or own capital (Needles et al., 2014). 
Gearing ratio = Total debt / Total Equity
Gearing ratio 2020 = £4,129 / £2,912 = 1.42 times
Gearing ratio 2021 = £4,137 / £3,088 = 1.34 times
· There is an decrease in the gearing ratio of 5.63%

Interest cover ratio is a measure of debt and profitability by assessing the ability of the company to pay interest on its debts (Needles et al., 2014). It is calculated using the following formula:
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
· There is a decrease in interest cover ratio of 6.03% between 2020 and 2021

b) The performance of the company can be assessed in three main directions – profitability, efficiency and liquidity. 
In terms of profitability, all ratios have reported an improvement in 2021 compared to 2020 data, as also indicated above. When also considering the share market price increase (illustrated in the data given in the text), it can be suggested that the business is growing and is rather successful on its marketplace. 
In terms of efficiency, several important notes can be made. Asset turnover increased, which shows that the company’s ability to manage its resources to generate revenue is improving. However, there is an increase in the stockholding days period of 2 days, which might alarm an issue and has to be addressed. There are many factors which can contribute to this result, especially considering the fact that the difference is rather immaterial, but this should be investigated in greater depth and be inspected by responsible decision-makers. The increase in inventory (which is assumed to be the main reason for this result) may be due to expected higher demand or forecasts for expanding the business, which would not be an indicator of a negative factor of influence on business performance. More information needs to be collected to assess this result. Debtors’ collection period experienced a decreased by 5 days. This is a positive trend and shows significantly improved ability of the company to collect money from its customers. 
In terms of liquidity, current ratio also increased. The ‘perfect’ current ratio varies across industries and businesses and thus, the company’s result should be compared to market benchmark for a better outlook of its meaning. However, currently, it is less than 1, meaning that the brand has £0.92 of current assets to cover every £1 of current liabilities, which is considered as insufficient. 
The gearing ratio is considered acceptable, mainly due to the increase in equity capital and the lower dependence of the company on external debt, as this trend is associated with lower risk. The interest coverage ratio deteriorated, but this is also considered as rather normal, due to the higher value of interest to be paid, identified by the text. 
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