









ACCOUNTING FUNDAMENTALS


Executive Summary
Maintaining sound arrangements of accounting and finance help a business in enhancing opportunities and growth for business. Accounting fundamentals consists of fundamentals of finance along with financial and management accounting. The study includes determination of key ratios, financial position statement and income statement of company for projection of financial performance of business. Moreover, advantages and disadvantages of highly regulated reporting regime has been assessed in current study.
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[bookmark: _Toc45554970]Introduction 
[bookmark: _GoBack]Accounting fundamentals mainly consists of management accounting, financial accounting and fundamentals of finance. Implication of such elements within business organisations helps in maintaining sound organisational structure in business. The study sheds light on implication of accounting fundamentals in business and its effect of financial information. Determination of income statement, financial position statement and ratio analysis has been conducted in this study.   
[bookmark: _Toc45554971]Question 1
[bookmark: _Toc45554972](a) Income Statement as per Companies Act 2006 and Accounting Standards
Income statement is used in business for projecting proportion of income in particular year. According to McLaney and Atrill (2016), income statement is useful to assess profitability of venture over given time period. Below is income statement prepared for Wales Plc for 31st December 2019:
	Income Statement 

	Entity: Wales plc

	For 31st December 2019

	Details 
	Sum(£’000)
	Sum(£’000)

	Revenue
	 
	 

	Sales 
	 
	30,300

	[-]: Cost of Sales 
	16,220
	18,780

	[+]: Depreciation (Plant) [25600*10%]
	2560
	 

	Gross Profit
	 
	11,520

	[+]: Revaluation Surplus (Land) [20000-15000]
	 
	5000

	[-]: Operating Expenditures 
	 
	 

	Distribution Expenditure 
	 
	2,160

	Administration Expenditure 
	2,920
	4,140

	[+]: Depreciation (Building) [16000*2%]
	320
	 

	[+]: Written off bad debt 
	240
	 

	[+]: Bad Debt @2% [8240-240]
	160
	 

	[+]: Outstanding Insurance Fees 
	500
	 

	Dividend Paid
	 
	560

	Debenture Interest @12% on 4000=480
	 
	 

	Debenture Interest Paid 
	240
	480

	[+]: Outstanding Debenture Interest 
	240
	 

	Net Expenditure 
	 
	2,340

	[-]: Tax Liability 
	 
	1600

	Net Profit 
	 
	7,580


Income statement in Wales Plc indicates £7580 net profit from £30,300 sales. Expenditures like administration and distribution has been deducted from gross profit for obtaining net profit. 
[bookmark: _Toc45554973](b) Financial Position Statement as per Companies Act 2006 and Accounting Standards
Financial position statement projects balance of assets and liabilities at year end. As per John Dyson (2017), financial position statement is appropriate tool for projecting organisation’s financial position to stakeholders. Preparation of financial position statement has been made for Wales Plc on 31st December 2019. 
	Financial Position Statement 

	Entity: Wales plc

	As on 31st December 2019

	Details 
	Sum(£’000)
	Sum(£’000)

	Assets 
	 
	 

	Non-Current Assets 
	 
	 

	Land
	15,000
	20,000

	[+]: Revaluation Surplus
	5000
	 

	Buildings
	16,000
	11,420

	[-]: Accumulated Depreciation 
	4580
	 

	Plant
	25,600
	18,080

	[-]: Accumulated Depreciation 
	7520
	 

	Current Assets 
	 
	 

	Trade receivables
	8,240
	7,840

	[-]: Written off bad debt 
	240
	 

	Bad Debt @2% [8240-240]
	160
	 

	Inventory (Closing)
	 
	3,120

	Bank
	 
	-1280

	Total Assets 
	 
	59180

	Liabilities & Equity 
	 
	 

	Liabilities 
	 
	 

	Non-Current Liabilities 
	 
	 

	Debenture @12%
	4,000
	4,240

	[+]: Debenture Interest (Outstanding)
	240
	 

	Current Liabilities 
	 
	 

	Trade payables
	 
	4,480

	Outstanding Insurance Fees 
	 
	500

	Equity 
	 
	 

	Shares (£1)
	 
	29,000

	Retained profits
	 
	15,960

	Share premium
	 
	5,000

	Total Liabilities & Equity 
	 
	59180


Calculation of financial position statement for Wales Plc indicates assets and liability positioning £59180. Further, declining balance of back has been analysed due to payment of tax liabilities at year end. 
[bookmark: _Toc45554974]Question 2
[bookmark: _Toc45554975](a) Calculation of Ratios for 2018 and 2019
Ratio analysis is useful approach for assessing financial position of business. As per Kabir et al. (2016, p.51), ratio analysis is useful for analysing liquidity, profitability and solvency position of business. Below is ratio analysis of Jerry Plc for 31st October 2018 and 2019:
[bookmark: _Toc45554976]1. Return on capital employed
	Return on capital employed

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Operating Profit 
	29.7
	23

	[/]: Capital Employed 
	145.4
	135.1

	Total Assets 
	293.8
	286.1

	Current Liabilities 
	148.4
	151

	ROCE
	20%
	17%


Operating profit of company has been reduced in 2019. ROCE reflects reduction in performance earnings of Jerry Plc has been declined by 3% in 2019.
[bookmark: _Toc45554977]2. Return on equity
	Return on equity

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Net Income 
	18.3
	12.9

	[/]: Shareholder's Equity
	17.8
	17.8

	ROE
	1.0
	0.7


Reduction in net income has been identified for Jerry Plc. ROE shows earnings of company from its equity balance (Kabir et al. 2017, p.9). Return from equity has been reduced to 0.7 times in 2019. 



[bookmark: _Toc45554978]3. EPS 
	Earnings Per Share

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Net Income 
	18.3
	12.9

	[/]: Share Outstanding
	17.8
	17.8

	EPS 
	1.03
	0.72


EPS of company has been declined to 0.72 times which indicates reduction in profitability.  However, share outstanding are constant in both the years.  
[bookmark: _Toc45554979]4. Gross profit margin 
	Gross profit margin

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Gross Profit 
	186.9
	191.8

	[/]: Total Sales 
	486.8
	501.3

	GPM
	38%
	38%


Gross profit analysis is useful for assessing profitability of company (Kajananthan and Velnampy, 2018, p.19). Consistency in profitability has been found for Jerry Plc.
[bookmark: _Toc45554980]5. Asset turnover 
	Asset turnover

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Net Revenue 
	18.3
	12.9

	[/]: Total Assets 
	293.8
	286.1

	AT
	6%
	5%


Reduction in asset turnover has been found due to declining figure of total asset and net revenue.
[bookmark: _Toc45554981]6. Stock holding period 
	Stock holding period

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Total Inventories 
	41.1
	38.8

	[*]: Number of Days (365)
	15002
	14162

	[/]: Cost of Goods Sold/Sales
	299.9
	309.5

	SHP
	50
	46


Analysis of stock holding period reflects that Jerry Plc is taking less time for selling all its inventories.
[bookmark: _Toc45554982]7. Debtors collection period 
	Debtors collection period

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Account Receivable 
	114.7
	114.9

	[*]: Number of Days (365)
	41866
	41939

	[/]: Total Sales 
	486.8
	501.3

	DCP
	86
	84


Having less time period in debtor collection period indicates appropriate performance of company (Gabric, 2018, p.71). In Jerry Plc debtor collection period has been declined by 2 days. 
[bookmark: _Toc45554983]8. Current ratio 
	Current ratio

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Current Assets 
	156.5
	153.9

	[/]: Current Liabilities 
	148.4
	151

	CR
	1.05
	1.02


Determination of current ratio in Jerry Plc indicates reduction in liquidity to 1.02 timers in 2019. 
[bookmark: _Toc45554984]9. Gearing Ratio
	Gearing Ratio 

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Debt 
	65.1
	41.9

	[/]: Debt + Equity 
	145.4
	135.1

	GR
	0.45
	0.31


Gearing ratio shows good performance of business in2019 as it has less proportion of debt in capital structure.



[bookmark: _Toc45554985]10. Interest cover 
	Interest cover

	Entity: Jerry plc (31st October 2018 & 2019)

	Details 
	2018(£m)
	2019(£m)

	Earnings before interest & taxes 
	26.2
	22.8

	[/]: Interest Expenditure 
	3.5
	0.2

	IC
	7.49
	114


Interest coverage ratio reflects reduction in interest expenditure along with EBIT of Jerry Plc in 2019. 
[bookmark: _Toc45554986](b) Critical Analysis of Ratios for 2018 and 2019
Ratio analysis for Jerry Plc indicates appropriate performance of company as it has 38% gross profit in both 2018 and 2019. Holding period of stock has also declined by 4 days which shows that company has able to sell its inventories in less time. According to Wood (2015), reduction in earnings per share indicates reducing balance of profitability for company. Similarly, analysis of current ratio also indicates reduction in liquidity balance by 0.04 times. 
Determination of interest coverage and gearing ratio reflects adequate performance of company with less proportion of debts. 1% reduction in asset turnover has been taken place as the company has earned less revenue in 2019 as compare to 2018. Moreover, proportion of total assets has been also declined in current year.  Ratio analysis in Jerry Plc reveals situation that performance of company has been slightly declines in 2019 as compare to 2018. Thus, it needs to improve its performance in order to operate in competitive business environment.              
[bookmark: _Toc45554987]Question 3
[bookmark: _Toc45554988](a) Three user groups of company accounts and reason behind interest of user groups in information provided by financial statements
Financial statement and its information is useful for both internal and external stakeholders for the purpose of decision making. According to Dewi et al. (2019, p.1373), key user group of company accounts includes investors, suppliers and tax authorities. These are the external stakeholders of business which seeks organisational information. However, internal stakeholders of business includes manager, higher executives of business and potential staff members. Reason behind interest of user group in information provided by financial statement are discussed as under:
Tax Authorities
Tax authorities’ works for regulatory bodies of county. In accounting and finance regime of country tax authorities are required to charge tax on companies under regulations of Companies Act 2006.  Hence, tax authorities seeks for information in financial statement to ensure whether appropriate accounting standards are utilised in operations for imposition of tax. 
Suppliers
Suppliers are those individuals which provides resources of business for production. Such stakeholders group assess financial information of business from financial statement for determining whether the company is able to pay its dues or not as per its profitability. Hence, credit provided by suppliers to company is based on its ability to pay off debts in less time.  
Investors
Investors are those group of individuals which invests in operations of company (Biancone et al. 2016, p.17). These individuals usually determines financial performance of company by financial statement. Hence, presence of appropriate financial information in financial statement is necessary in order to attract potential investors in business. 
[bookmark: _Toc45554989] (b) Advantages and disadvantages of highly regulated financial reporting regime for user and preparer of financial statements
Highly regulated financial reporting regime indicates reporting administration with greater rules and regulations. Presence of higher rules and regulations in reporting environment of companies helps in preventing discrepancies in business (Micheler and Whaley, 2019, p.1). Such rules and regulations effect both user and preparer of financial statement. Below are advantages and disadvantages of highly regulated financial reporting regime for both user and preparer of financial statement:
Advantages
· Presence of highly regulated reporting regime helps in remaining compliant with rules and regulations. Hence, it is beneficial for both user and preparer of financial reporting.
· Presence of highly regulated mechanism helps in accurate decision making by user of financial statement as per regulations of country. 
· Highly regulated financial reporting regime is useful for getting accurate financial information for both preparer and user accounting statements which reflects upcoming opportunities and growth of business.
Disadvantages
· Presence of higher regulations may demotivates staff members or preparer of financial statement which may also effect performance of business organisation.
· Higher regulations may ensure recording of monetary aspects in reports by prepare but it does not communicate non-monetary information to users of financial statement.
· Presence of higher regulations in financial reporting regime do not provides accurate information of company’s financial position to users as do not considers historical cost of company in calculations. 
[bookmark: _Toc45554990](c) Critical analysis of limitations of financial statement
Financial statements are used within business organisation in order to reflect accurate position of business to stakeholders. According to Roychowdhury et al. (2019, p.101), financial statement of business includes statement of financial position, statement of cash flow and income statement. Presence of such statement is beneficial for business. However, there are some limitation associated with it which are discussed as under:
· Financial statement reflects information of business asper historical status of business. Hence, it does not reflects predictive values of business.
· It depends on historical cost of business because it reflects past performance of organisation.
· Financial statement does not records inflationary effect on assets and liabilities of company.
· Financial statement usually reflects performance of business for a specific time period.
· Only financial aspects rerecorded in this statement and non-financial aspects are ignored.
· It can be subjected to fraud as it is prepared by accountant of company.
· Accuracy of financial statement remains questionable before review by an auditor.
[bookmark: _Toc45554991]Conclusion 
Reduction of 3% in ROCE and 0.3 times in EPS shows slight reduction in performance in Jerry Plc. Maintaining less debt balance in 2019 as compare to 2018 is useful for company in order to improve its profitability and liquidity figure in future. Determination of receivable days has also projects reduction in collection period which helps in enhancing efficiency of venture.
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