









MODULE CODE: LCBB4001
ACCOUNTING FUNDAMENTALS

                                        Assignment Title: 
Accounting Fundamentals Assessment 1

Lecturer Name: Dr Emad Elkhashen
Internal Verifier Name: Dr Widin Bongasu Sha’ven
Student Name: Cristina Ghenea
Student Number: 1921270

 




                


“In submitting this work, I affirm that my work adheres to the scholarly and intellectual standards of honesty and integrity. I affirm that this work is my work only and that in the preparation of this work I have not consulted any person. I affirm that I have not plagiarized or misrepresented the ideas or language of someone else as my own and that I have fully and accurately attributed any ideas or text of others to the sources and documented each source.”


QUESTION 1 (a)


Wales plc
Income statement for the year ended 31st December 2019


	
	£’000

	Revenue 
	30,300

	Cost of sales (W1)
	(18,780)

	Gross profit
	11,520

	Distribution costs 
	(2,160)

	Administration expenses (W2)
	(4,140)

	Operating profit
	5,220

	Finance costs (W3)
	  (480)

	Profit before tax
	4,740

	Taxation (W4)
	(1,600)

	Profit for the period
	3,140


                                                                                                                              














Statement of Financial Position as at 31st December 2019

	
	£’000  
	   £’000    

	ASSETS
	
	

	Non-current assets
	
	

	Land (W5)
Buildings 
	                    20,000
                    16,000
	

	Plant 
	                    25,600
	

	Less accumulated depreciation (W6)                                 
	(12,100)  
	

	
	
	                   49,500

	Current assets
	
	

	Inventory
	3,120
	

	Trade receivables (W7)
	7,840
	

	Bank
	320
	

	
	
	                    11,280

	Total assets
	
	                    60,780      

	    
	
	

	LIABILITIES
	
	

	Current liabilities
	
	

	Trade payables 
	4,480
	

	Accruals + interest (W8)
	740
	

	Current tax payable
	1,600
	

	
	
	  (6,820)

	Long term liabilities
	
	(4,000)

	
	
	

	Net assets
	
	49,960 

	
	
	

	EQUITY
	
	

	Ordinary share capital
	
	29,000

	Preference shares
	
	5,000

	Retained earnings (W9)
	
	10,960

	Land revaluation reserve
	
	5,000

	Total equity
	
	 49,960


             Workings
            

                W1:  Cost of sales
                16,220 + 2,560 = £18,780
                Plant depreciation: 25600 X 10 %  = £2,560

                W2:  Administration Expenses
                Buildings Depreciation: 16,000 X 2%  = £320
                Allowance for bad debt expenses: (8,240-240) X 2%  = £160
                Bad debt expenses: £240
                Insurance Fee Outstanding: £500
                2,920 + 320 + 160 + 240 + 500 = £4,140

                W3:  Interest
                Paid = £240
                Unpaid = ?
                Total interest
                4000 X 12%  = £480
                Therefore, unpaid interest = £240

                W4:  Taxation
                Paid = 0
                Unpaid = £1,600 

                W5: Land revaluation
                Land at cost = £15,000
                Revaluation Reserve = £5,000
                15,000 + 5,000 = £20,000

                


               
                W6: Accumulated depreciation
                Building: 4,260 + (16000 x 2%) = £4,580
                Plant: 4,960 + (25,600 x 10%) = 7,520
                Total accumulated depreciation: 4,580 + 7,520 = £12,100


                W7: Trade receivables
                Trade receivables: 8,240 – 240 – 160 = £7,840
                Bad debt expenses: £240
                Allowance for bad debt expenses: (8,240-240) X 2%  = £160


                W8: Accrual + interest (unpaid)
                500 + 240 = £740


                W9:  Retained earnings
                Retained profits = £8,380
                Profit for the year (income statement) = £3,140
                Dividends paid = (560)
                8,380 + 3,140 – 560 = £10,960











          QUESTION 2 (a)
        Jerry plc
            
	
	2019

	2018


	1. Return on capital employed

  x 100
	23 / (41.9 + 93.2) x 100 =

17.02%
	29.7 / (65.1 + 80.3) x 100 =

20.43%

	2. Return on equity

  x 100
	12.9 / 93.2 x 100 =

13.84%
	18.3 / 80.3 x 100 =

22.79%

	3. Earnings per share

  
	12.9 / 17.8 =

£0.72
	18.3 / 17.8 =

£1.02

	4. Gross profit margin

  x 100
	191.8 / 501.3 x 100 =

38.26%
	186.9 / 486.8 x 100 =

38.39%

	5. Asset turnover

  x 100
	501.3 / 286.1 x 100 =

1.75
	486.8 / 283.8 x 100 =

1.65

	6. Stock holding period

  x 365
	38.8 / 309.5 x 365 =

46 days
	41.1 / 299.9 x 365=

50 days

	7. Debtors collection period

  x 365
	114.9 / 501.3 x 365 =

84 days
	114.7 / 486.8 x 365 =

86 days

	8. Current ratio

  
	153.9 / 151 =

1.02
	156.5 / 148.4 =

1.05

	9. Gearing

  x 100
	41.9 / (41.9 + 93.2) x 100 =

31.01%
	65.1 / (65.1 + 80.3) x 100 =

44.77%

	10. Interest cover

  
	23 / 0.2 =

115
	29.7 / 3.5 =

8.49



      
      
       QUESTION 2 (b)

          The Return on capital employed for Jerry plc is 17.02% in 2019 and 20.43% in 2018 respectively. The ratio is moderately high for the company but is showing a declining trend in 2019. The return on equity and the earnings per share are also reduced, implying that the company is becoming less efficient and the market seems to view it unfavourably. However, the asset turnover is demonstrating a rising trend in 2019, thus suggesting that the management is efficiently using the assets to generate more sales revenue for Jerry plc. The gross profit margin of Jerry plc is 38.39% in 2018 and slightly reduced to 38.26% in 2019. The stock holding period is 50 days in 2018 and reduced by 4 days in 2019. The debtors collection period is also reduced by 2 days, from 86 days in 2018 to 84 days in 2019. However, when a company sells goods internationally, a longer period is to be expected. The current ratio is 1.05 in 2018 and 1.02 in 2019 which is quite lower compared to the ideal current ratio of 2:1. The lower and declining current ratio could imply financial weakness and one of the reasons for the current ratio decline could be the business expansion in America. The gearing ratio has improved significantly, from 44.77% in 2018 to 31.01% in 2019. The interest coverage ratio for Jerry Plc is quite high in 2018 and 2019 which implies that Jerry plc has sufficient level of operating profit to cover the interest expenses of its outstanding debt. The most notable fact here is that the value of this ratio in 2019 is 115, compared to 8.49 in 2018. This implies that Jerry plc has the ability to pay the interest expense 115 times with its reported operating profit in 2019. 



      QUESTION 3 (a)

        According to (Atrill and McLaney 2017, p. 2), “accounting is concerned with collecting, analyzing and communicating financial information”. The main purpose of preparing financial reports is to give user groups financial information that can increase the quality of their decisions and judgements. These user groups can be divided into three broad categories which are:

· Internal Users
· External users
· Government agencies

         Internal users of accounting information are managers from different departments, officers and employees who plan, organize, co-ordinate and control different activities of an organization (Finkler, Ward and Calabrese, 2018). The owners of small business organizations such as sole proprietorship and partnership are also considered as internal users because they actively participate in the management of their organizations by taking important managerial decisions. They review the financial reports with the aim of managing the daily business activities as well as assess financial performance, financial position and cash flow changes. To manage the business operation smoothly, effectively and efficiently, internal users check financial information periodically and management accounting is responsible for preparing internal reports which will help the internal users in their decision making process.

           External users of accounting information are comprised of entities outside the management of an organization who check financial information to gain financial insights about the company for the purpose of facilitating their decision-making process (Finkler, Ward and Calabrese, 2018). External users of financial statements are comprised of investors or shareholders, creditors, customers, labour unions, competitors etc. Among all these users, investors or shareholders and creditors are considered as the most relevant external users. They require accounting information for different reasons. Investors use the accounting information to perform the risk return analysis for deciding to buy or hold or sell their investment or shares of the company. Creditors such as banks and suppliers use the financial statement to assess the credit worthiness of the company to approving the loan proposal as well as to determine terms and condition of the loan based on the credit rating of the company. Business customers use financial information to decide whether company will maintain their warranty policies. Labour unions use financial information to measure whether the company has sufficient financial resources to provide reasonable remuneration and other job benefits to the employees. The financial accounting is responsible for preparing the financial statements which will provide all the required accounting information to these external users of financial statements.
[bookmark: _Toc49014195]           Different government agencies seek information from financial statements for different reasons. For example, taxation authorities use financial statements to assess the proper compliance of the companies with the existing tax rules and regulation. Government agencies also use accounting reports to keep track of economic growth by reviewing financial statements of businesses from different sectors of economy.

       QUESTION 3 (b)
       The International Accounting Standards (IASB) is dedicated to developing a single set of high-quality, globally-accepted, accounting rules. The regulations, known as International Accounting Standards (IASs) or International Financial Reporting Standards (IFRSs), aim to ensure comparable and transparent information in financial reports. (Atrill and McLaney 2017, p. 148). The adoption of highly regulated financial reporting regime will force the companies to adopt single framework for disclosing accounting information which will help the investors to participate in more international financial transactions. However, the adoption of a highly regulated reporting regime creates opportunity for the corporation to apply their preferred methods and procedures in the financial statement preparation to get the expected outcome (Bragg, 2016). Such practices will create room for manipulation and fraud in financial reports, thus misleading both investors and creditors and government agencies.
        Carnachan (2003) notes that the convergence to IFRS saves users of financial information the time and energy of having to learn to apply and interpret multiple sets of standards. A highly regulated reporting regime would also maximize comparability between investor financial statements of companies and thereby theoretically encourage investment decisions. However, the adoption of a highly regulated financial reporting means that the company has to recruit new employees or train the existing employees to comply with rules of regulation in maintaining the different company account as well as preparing the financial statements for the company. Such change will result in substantial expenditure of a business which can be afforded by large businesses but small and medium enterprises (SME) will face significant financial burden.

      QUESTION 3 (c)
        Although financial statements are an important part of the accounting process, there are certain limitation associated with the financial statements which are described below. 
Financial statements are influenced by the personal judgment of the preparer because the selection of depreciation method, inventory recoding method, writing off bad debt expenses is based on the subjective preference of the preparer (Bragg, 2016). 
Financial statements, especially the balance sheet is prepared on the historical cost principle of accounting which states that all the assets of a business should be reported on the balance sheet at their original cost or the cost when the asset was acquired by the company. 
All the accounting information presented in the financial statements is reported on the basis of different accounting principles, assumptions and conventions (Finkler, Ward and Calabrese, 2018). Thus, different accounts are reported based on these principles and assumptions which fails to provide exact financial position of the business. 
Financial statements are usually prepared for a specific accounting period usually one year which increases the possibility of presenting partial information because the true financial position of a business entity can be disclosed when it is shut down for closure or liquidation.
The effective application of various accounting policies, standards , processes, instruments and procedures not only guarantees accurate financial reporting of accounting documents but also ensures the prompt disclosure of accounting information to both internal and external users of the financial information through financial statements. 
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