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[bookmark: _Toc110756860]QUESTION 1 (a) - Construction of Income Statement and Balance Sheet for Wales Plc
Wales Plc
Income Statement
For the financial period of 31st December 2021
	Particulars
	Amounts in £
	Amounts in £

	Sales
(+) Unwritten sales
Total sales revenue
(-) Commission of sales
Net sales
Less: Cost of sales
Gross Margin
(-) Operating expenditures
Administrative expenditures
Directors’ remuneration
Operating income
(-) Non-operating Expenditures
Interest payment
Profit before selling expenditures and tax
(-) Selling expenditures
Distribution expenditures
Profit before tax
Corporate tax (Estimated)
Net income
	800,000
980
800,980
(3,000)




30,000
5,000



	



797,980
(578,650)
219,330


(35,000)
184,330

(2,000)
182,330

(28,000)
154,330
(100,000)
54,330




Balance Sheet
For 31st December 2021
	Particulars
	Amounts in £
	Amounts in £
	Amounts in £

	ASSETS
Fixes assets
Plant and equipment
Total fixed assets
Current assets
Closing stock
Trade receivable
(+) Unwritten sales

(-) Commission

Cash and bank balance
Total current assets
Total assets
LIABILITIES AND
SHAREHOLDERS EQUITY
Equity and preferred shares
Ordinary shares at £1
10% Preferred shares at £1
Total equity and preferred shares
Fund and balances
Retained profit on 1st January 2020
(+) Net profit

(-) Ordinary dividend payment
(-) Preferred dividend payment
Retained profits on 1st January 2022
Corporate tax (Estimated)
Total fund and balances
Non-current liabilities
4% debentures
Total non-current liabilities
Current liabilities
Trade payables
Total current liabilities
Total liabilities and shareholders’ equity
	





170,125
980
171,105
(3,000)











132,000
54,330
186,330
(20,000)
(30,000)



	

650,000


330,600




168,105
76,250





500,000
200,000







136,330
100,000


100,000


188,625

	


650,000








574,955
1,224,955





700,000








236,330


100,000


188,625
1,224,955




[bookmark: _Toc110756861]QUESTION 1(b) – The Reason behind Balanced Financial Position
Before explaining the reason for having an always balanced financial position, a quick introduction tothe financial position is provided. Financial position is the final portion of financial statements which represents the ultimate assets and liability position of a firm at a certain point in time. All the firm assets are categorised on the assets side to have a clear idea of the wealth of the firm. The other portion represents the credit side which categorises equity which belongs to owners and the liabilities which belongs to other stakeholders.
According to the double entry principle of the accounting system established at the beginning of the accounting recording system, every transaction has two portions consisting of debit and credit sides. To elaborate finely, the double entry system indicates all the transactions involving monetary exchange should have an equal and opposite effect on at least two accounts (Lunt, 2022). Either the accounts are increasing the balance on both sides or decreasing the balance on both sides of the financial position. One illustration can be directors’ remuneration provided in cash cause a decrease in the asset side and also a decrease in shareholders’ ownership side being an expense. Since the same amount of expense is decreased from both sides, there is no imbalance between the assets and liabilities side in total. A similar impact is also found in any income in cash or bank. For instance, interest income is earned which will increase shareholders’ ownership as well as bank balance. Since the increase happened on both sides, there is no imbalance in the statement of financial position but the total size of the balance sheet increased (Weygandt et al., 2019). Another thing that may happen is the accounts balance can be from one side making a rise by one account and a decrease by another. One such example is depositing cash in the bank. It causes an increase in the bank account and a reduction in cash accounts. The change happened on the asset side only but the equal and opposite impacts from two accounts made the balance in total assets.


[bookmark: _Toc110756862]QUESTION 2(a) – Calculation of Ratios for Sweets Plc
	 
	2021
	2020

	Earnings before interest and taxes
	805
	699

	Total assets
	9,736
	10,087

	Current Liabilities
	2,511
	3,048

	Capital employed = (Total assets – Current liabilities)
	7,225
	7,039

	1. ROCE = (Earnings before interest and tax/ Capital employed)
	11.14%
	9.93%

	 
	 
	 

	Net income
	431
	366

	Shareholder’s Equity
	3,088
	2,912

	2. ROE = (Net income/ Shareholder's Equity)
	13.96%
	12.57%

	 
	 
	 

	Net income
	431
	366

	Ordinary share capital in the  amount
	300
	300

	Price per share
	0.5
	0.5

	Number of shares outstanding = (Ordinary share capital in amount/ Price per share)
	600
	600

	3. Earnings per share = [(Net income - Preferred dividends)/ Weighted average shares outstanding]
	0.72
	0.61

	 
	 
	 

	Net profit for the year
	431
	366

	Revenue
	6,738
	6,441

	4. Net profit margin = (Net profit for the accounting year/ Sales revenue)
	6.40%
	5.68%

	 
	 
	 

	Revenue
	6,738
	6,441

	Total assets
	9,736
	10,087

	Average total assets = [(Current total assets + Total asset of previous year)/ 2]
	9,912
	10,087

	5. Asset turnover = (Revenue/ Average total assets)
	0.68 times
	0.64 times

	 
	 2021
	2020 

	Inventory
	708
	659

	Average inventory = {(Beginning inventory + Closing Inventory)/ 2}
	684
	659

	Cost of sales
	3,235
	3,096

	6. Stock holding days = (Average inventory/ Cost of sales)
	77 days
	78 days

	 
	 
	 

	Accounts receivable
	1,249
	1,287

	Average accounts receivable = {(Beginning accounts receivable + Closing accounts receivable)/ 2}
	1,268
	1,287

	Revenue
	6,738
	6,441

	7. Debtors’ collection period = (Average accounts receivable/ Revenue)
	69 days
	73 days

	 
	 
	 

	Current assets
	2,303
	2,355

	Current liabilities
	2,511
	3,046

	8. Current ratio = (Current Assets/ Current liabilities)
	0.91 times
	0.77 times

	 
	 
	 

	Total debt
	4,137
	4,129

	Total equity
	3,088
	2,912

	Total assets
	9,736
	10,087

	9. Debt-to-equity ratio = (Total debt/ Total equity)
	1.34
	1.42

	9. Debt ratio = (Total debt/ total assets)
	0.42
	0.41

	9. Equity ratio = (Total equity/ total assets)
	0.32
	0.29

	 
	 
	 

	Earnings before interest and taxes
	805
	699

	Interest expense
	226
	181

	10. Interest cover = (Earnings before interest and taxes/ Interest expenses)
	3.56 times
	3.86 times



[bookmark: _Toc110756863]QUESTION 2(b) – Explanation of Financial Performance and Financial Position of Sweets Plc
Sweets Plc managed to arrange for growth while the world along with the UK is trying to practice normal business activities. Getting COVID-stricken, the year 2020 experienced fewer sales resulting in a decline in profit margin. However, in the immediate next year, Sweets Plc experienced absolute growth in comparison to capital, asset or equity investment.
Beginning with the financial performance of Sweets Plc, the firm made a 12.57% return on equity investment in 2020 which enjoyed a growth of approximately 2% In 2021. A similar growth rate from 2020 to 2021 is reported in the case of return calculation from entire capital employment as the firm had only 9.93% return on invested capital which grew by 2% in 2021. This matrix is better than only equity-based return calculation since a firm may have investments from the loan, preferred shares and multiple organisational funds (Weygandt et al., 2019). Having the idea of the money-making capability of the entire investment is considered a best practice.
Although the aspects of asset comparison show a 2% growth in profit-making, revenue comparison shows a different picture with only a 1% increase in profit growth rate making the 2021 net profit margin 6.40%. It reveals the operational inefficiency of Sweets Plc as the profit was low relatively in 2020. More clear evidence is provided by the administrative expenses which were£950 in 2020 with a smaller revenue generation. Currently, Sweets Plc attained efficiency in this term which enabled to increase in the gap of return generation with few sales revenue distances. Again, the firm has sufficient earnings before interest and taxes to cover interest expenditures, although the multiple is reduced by 30 basis points to 3.56 times. This metric is mostly calculated to check the creditworthiness of a firm especially before taking and loan (Delen et al., 2013). It gives lenders a clear idea of whether they should progress with the borrowing firm and so volatile multiple is not preferred here.
All of the successful profit generations resulted in ultimate wealth maximization for the firm through increasing earnings per share and enhancement of share price. Earnings per share are the amount of profit which can be distributed among the shareholders if the firm is closed down and so preferred stock returns are excluded before making the distribution of earnings. Finally, the entire earnings cannot be distributed among owners but a certain portion on a GAAP basis is distributed (Kadim et al., 2020). In the current year, the dividend distribution is £13 million higher than the distribution in 2020 which was £242 million in total. Additionally, the average share price experienced a 28% growth in 2021 compared to a £4.00 share price in 2020 confirming the better financial performance and position of Sweets Plc.
Sweets Plc has some more achievements which helped it to have better financial statements and performance in 2021 than in 2020. The firm increased the utility of assets and inventory reduced accounts receivable turnover and maximized the duration of payment to stakeholders. These brought success in a financial position with long-term stability signs. Asset turnover or effectiveness of assets as being 0.64 times in 2020 which increased by 4 basis points in 2021. Here, the asset efficiency is fitful as the increase of ratio came from asset value reduction in 2021 which was at least £300 higher in 2020. Probably assets have been sold to curtail operations in physical places to introduce more online services. Thus, both operation and asset management are inefficient in the firm (Faello, 2015). The next parameter is stock holding days which is truly reduced by 1 day. The credit for this success goes to firm management as they became able to connect fast and increase sales to reduce stock holdings days or kept moving inventories fast for better earnings (Elsayed, 2015). Additionally, management focused on getting funds collected faster which made debtors’ collection period from 73 days to 69 days. The debtors’ collection period is the time within which entire funds from debtors can be collected and reinvested. The more the rotation happens, the better it is and so lower days in fund collection are expected. Besides debtors’ fund is an informal source of working capital management and Sweets Plc is getting less working capital fund requirement than in 2020.
Liquidity is another significant parameter for understanding a firm’s financial position and multiple must be kept greater than 1 (Needles et al., 2013). The standard rate varies based on industry and capital-intensive firms may require greater working capital requirements. The current ratio of Sweets Plc is 0.91 times in 2021 which is perfect than a bit lower current ratio of 0.77 times in 2020.
The final parameter of understanding financial position here is the gearing ratio which explains the share of loans in total capital composition. It is optimal for a firm not to have more than 30% debt in the capital structure (Wang and Shailer, 2015). But the debt of Sweets Plc is higher than its equity investment as it has equity of £3,088 million while the debt of £4,137 million makes the debt-to-equity ratio higher than 1.It indicates a highly leveraged position of the firm which makes capital structure extremely risky.
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