


                         

                                                
Student: Cezar Bodnariu
Student Number: 1914623
Module title: Accounting fundamentals – assessment 1
Lecturer: Dr. Riaz Bahtti
Table of Contents
Introduction	3
Answer 1	4
Answer 2	6
a)	Calculating the following ratios	6
b)	Discussing the situation revealed by ratios	10
Answer 3	11
a)	Three different user groups of financial statements	11
b)    Benefits and disadvantages of highly regulated financial reporting regime	12
c)	Focusing on limitations of financial statements	13
Conclusion	14
References	14







[bookmark: _Toc46641267]Introduction
The knowledge of preparing and analyzing financial statements is crucial for any company to battle in the fields of competitive industry. In this report, three questions are answered consecutively, the first answer presents mathematical calculation of preparing income statement and balance sheet. The second portion comprises of ratio analysis and the final segment depicts some significant aspects of financial statements.







[bookmark: _Toc46641268]Answer 1
                                                                     Wales plc
Statement of Comprehensive Income
December 31, 2019 for the year ended
	Particulars 
	£
	£
	£

	Revenue on sales
Less: Cost of sales
          Depreciation on plant
                                                         
                                                          Gross profit
Operating expenses
Administration expense
Depreciation on buildings
Irrecoverable dept
Add: Allowance on receivables

Outstanding insurance fees
Distribution expenses
                                                       
                                                    Operating profit
Other expenses
Interest of debenture:
            Interest paid
           Accrued interest
                                           Profit earned before tax
                                       Less: Income tax expense
                                                                Net profit
	
16,220,000
2,560,000





240
164,795







240,000
240,000
	30,300,000


(18,780,000)


2,920,000
320,000


165,035
500
2.160,000







	


11.520,000









5,954,465



(480,000)
5,474,465
(1,600,000)
3,874,465





                                                                     Wales plc
                                                     Statement of Financial Position
 Prepared on the date of December 31, 2019 
	Particulars 
	£
	£
	£

	                                  Assets
Property, plant &equipment
Land
Building
Less: Accumulated depreciation
Plant
Less: Accumulated depreciation

Current Assets 
Receivables of trade
Less: irrecoverable debt
Less: Allowance for receivables
Ending Inventory
Bank balance 
                                                    Total Assets
                         Liabilities & Equity
Equity
Ordinary shares outstanding
Share premier
Revaluation surplus of land
Retained earnings
Add: Net income
Less: Dividend paid



 Liabilities
Long term liability
12% Debenture
Current liabilities
Payables of trade
Accrued interest (debenture)
Outstanding insurance fee
Income tax liability
                                    Total liabilities and equity

 
	


16,000,000
(4,580,000)
25,600,000
(7,520,000)


8,240,000
(240)
(164,795)








8,380,000
3,874,465
(560,000)
	

20,000,000

11,420,000

18,080,000




8,074,965
3,120,000
320,000



29,000,000
5000,000
5000,000


11,694,465





4,480,000
240,000
500
1,600,000
	





49,500,000





11,514,965
61,014,965








50,694,465


4,000,000




6,320,500
61,014,965



	
[bookmark: _Toc46641269]Answer 2
a) [bookmark: _Toc46641270]Calculating the following ratios

1. Return on capital employed
	Serial no.
	Particulars 
	2019
	2018

	1.
	EBIT/ (Total Asset - Total current Liability)
	22.8/ (286.1-151)
	26.2/(293.8-148.4)

	
	
	16.87%
	.18%



To calculate return on capital employed, total asset and total current liability has to be collected from the balance sheet and EBIT which is the abbreviation for earnings before interest and tax has to be taken from income statement among the two financial statements (Harris, 2018). Then if earnings before interest and tax can be divided by the subtraction of total asset and total current liability the return on capital employed can be calculated. 
2.  Return on equity
	Serial no.
	Particulars 
	2019
	2018

	2.
	Net income/Equity of shareholders
	12.9/93.2
	18.3/80.3

	
	
	13.84%
	22.79%



In order to calculate this amount, two elements are needed from both statement, net income form income statement and shareholder’s equity from balance sheet and by dividing net income by equity, return on equity will be generated.
3. Earnings per share
	Serial no.
	Particulars 
	2019
	2018

	3.
	Net income/Average Outstanding shares of the company
	12.9/17.8
	18.3/17.8

	
	
	72.47%
	102.8%



Earnings per share indicated that fragment of a company’s profit that is allocated among the shareholders (Jury, 2016). It can be obtained by simply dividing net income by the number of ordinary shares of the company.
4. Gross profit margin
	Serial no.
	Particulars 
	2019
	2018

	4.
	Gross profit/Total revenue
	191.8/501.3
	186.9/486.8

	
	Ratio 
	0.3826:1
	0.3839:1



In order to evaluate and identify the amount of gross profit in the revenue filed, this ratio is calculated. It can be obtained by dividing the gross profit extracted form income statement by total revenue.

5. Asset turnover ratio
	Serial no.
	Particulars 
	2019
	2018

	5.
	Total sales revenue/Average total assets
	501.3/286.1
	486.8/293.8

	
	Ratio 
	1.75:1
	1.65:1



The amount of sales revenue that has been occupying in the total asset of a company can be calculated through this method by simply dividing sales revenue by total asset of the company.
6. Stock holding period
	Serial no.
	Particulars 
	2019
	2018

	6.
	(Inventory of a company/cost of goods sold) *365
	(38.8/309.5) *365
	(41.1/299.9) *365

	
	Days 
	45.76
	50 


      It is generated by dividing inventory by COGS. The lower the days the better.
7. Debtors collection period
	Serial no.
	Particulars 
	2019
	2018

	7.
	(Average Accounts Receivable/Annual Total Sales) *365
	(114.9/501.3)*365
	(114.7/486.8)*365

	
	Number of days 
	83.66
	86



Debtor’s collection period is necessary to identify in order to ensure a secure amount in the cash turnover cycle (Gates, 2019). It can be obtained by division of receivables and annual sales and then multiplying it with the days of a year.


8. Current ratio
	Serial no.
	Particulars 
	2019
	2018

	8.
	Current asset/Current Liability
	153.9/151.0
	156.5/148.4

	
	Ratio 
	1.01:1
	1.05:1



This ratio assists to evaluate the capability of a company to meet the debts in a particular time period (Evans, 2017). The amount can be calculated through diving current asset by current liability. There is a standard ratio of 2:1 which is generally used to compare liquidity of a company in different years.
9. Gearing ratio
	Serial no.
	Particulars 
	2019
	2018

	9.
	Total liability/Equity of shareholders
	192.9/93.2
	213.5/80.3

	
	Ratio 
	2.069:1
	2.66:1



It is a measurement among financial leverage where the amount of both debt and equity capital it identified in a company’s capital. It generated the ratio of the amount of liability that comprises shareholder’s equity portion.
10. Interest cover ratio
	Serial no.
	Particulars 
	2019
	2018

	10.
	EBIT/ Finance cost
	23.0/0.2
	29.9/3.5

	
	Ratio 
	115
	8.54



This ratio is calculated to determine the capability of meeting interests which is generated from dividing earnings before interest and tax by interest expense which is named as finance cost here. 
b) [bookmark: _Toc46641271]Discussing the situation revealed by ratios
From the above analysis, there are a bunch of fields to analysis using different ratios and percentage. First of all, the profitability ratios indicate that the company somehow managed to generate profit in comparison with the previous year analysis. Thus, the gross profit margin and other returns were slightly higher in 2019. Thus, the company managed to give away dividends that also increasing judging by the amount shown in earnings per share. 
But there is a negative feedback in the liquidity ratios where it performed poorly in comparison with the previous year. Also, the ratios aren’t close with the standard amount for example the current ratio shows a poor proportion of current asset management as per to current liability that has a gap from the standards. The gearing ratio also shows an increase in liability as per equity. It means that the liability increased in the year of 2019, the company failed to handle it professionally. It can be observed that it took more time to collect cash from the debtors almost taking 3 days more and 4 days more in stock holding price on average which is likely to slow down the cash conversion cycle. 
This has led the company to a disable situation to pay the debts and interests that can be observed from the interest coverage where it has drastically fallen down. Decreased interest coverage ratio means more burden to pay debt which is likely to turn the company in a bankruptcy situation (Mckee, 2017). So, the overall performance of Jerry plc is below the mark.

[bookmark: _Toc46641272]Answer 3
a) [bookmark: _Toc46641273]Three different user groups of financial statements
Internal users
· Owners: the owners of a company are the generally shareholders who have access through the ownership commitment by purchasing minimum one ordinary share of the company. They have the right to vote for the decisions that comply with long-term development of the company in the annual general meeting which is held once a year. As they play a significant role in voting for the decisions, they opt to have a clear and fair view of the company’s financial statements to take decisions. At the end of the day they naturally feel an urge to be informed and understand the scenario behind their investments.
· Managers & directors: the managers and the directors of different department are in charge of taking crucial financial decisions which is almost impossible to make with the absence of proper maintenance of financial statements.
External users
· Investors: a number of financial institutions and individuals with outstanding financial performances involves themselves in business activities trough assisting in investment to make a goal feasible for a company (Rees, 2018). In order to pursuing them, the financial statements should not carry any vague information.
· Employees: employees are vital elements, the soldiers serving through their skills and potentialities in pursuing the goal of a company (Carroll, 2019). They receive their paycheck on time with proper and smooth operations which is professionally recorded ad handles by the finance and accounting team of the company.
· Receivables and payables: these two parties are directing related to the operation segment who would carefully go through the financial statements of the company before making a deal with them 


Government
Government imposes tax on the income earned by the company at the end of an accounting period and checks and monitors companies by sending agencies for the purpose of justifying whether the companies are following the rules and regulations and giving taxes on time. 

b) [bookmark: _Toc46641274]Benefits and disadvantages of highly regulated financial reporting regime
Benefits
· Comparability: since the evolving f reporting system there has been a bunch of standards that are considered to be the measurement and basis of quality, among the widely accepted principle is IFRS. It grants a company the opportunity of comparing its activities with the standards and show its performance in the industry.
· Credibility: it increases the trustworthiness of financial reporting that is fairly prepared and presented before the interested users in order to taking decisions.
· Discipline: a standard plays a crucial role in structuring and assisting a regulatory body to function in the most optimum way to control and monitor the activities (Thompton, 2019) of thousands of companies active in an industry.
Disadvantages
· Bureaucracy: it creates high level of bureaucracy that limits growth in a particular industry (Evans, 2017) and also creates monopoly market situation where customers find it overbearing due to over-regulation.
· Intervention in earnings: the regime or authority often have the tendency to impose taxes on various service-oriented organizations that decreases net income and forces the incentives to drop down quickly.
· Multiple regime: having more than one regulator in the financial market for different sectors confuses some financial organizations to pick up optimum strategies and also there tend to be a gap between their work scheme (Gates, 2019) that they use in case of regulating financial reports of different sectors. 
c) [bookmark: _Toc46641275]Focusing on limitations of financial statements
Accounting is basically based on assumptions due to which some limitations exist in the system. The users of financial statement, no matter from which background, should be aware of these facts before taking decisions based on the financial statements only.
· Intangible assets go unrecorded: there are quite a few assets from the intangible segment that are avoided from being recorded as asset rather treated like expenses (Harris, 2018) which may be a huge waste of any corporation after it has spent quite an effort behind establishing those assets.
· Misunderstanding of time periods: information presented in a financial statement at a specific time does not reflect its overall performance as there might be some increase or spike of revenue due to some situations or no operations at all at times like the ones the world is witnessing now in the pandemic of coronavirus, which is not sufficient information to judge a company for its overall performance.
· Historical cost: transactions that occur in any company are initially recorded in cost amount, that does not trigger its market price or price changes along the period.
· Deliberate fraud: there are often news coverings of reports of big companies to have experienced fraud in their system due to manipulations in accounts mostly caused by the management body (Carroll, 2019) for personal interest which greatly hampers business goodwill.
· Non-financial aspect: financial statements overlook some non-financial aspects like how much it is contributing to save the environment or its relationship with customers or the satisfactory level of the consumers etc.
· Absence of verification: financial statements that has not been audited yet by any internal or external auditor doesn’t quite have any value (Jury, 2016) as an auditor’s opinion count for verification of these statements. 

[bookmark: _Toc46641276]Conclusion
Finally, from the above discussion the significance of financial statements to different users can be identified. It is clear that not only preparing the statement are important but also the ability to go through the analytics is also crucial.
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