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[bookmark: _Toc48762545]Introduction
Fundamentals of accounting are essential for organisations in order to ensure accurate reporting and decision making. Accounting fundamentals involve preparation of financial statements, calculating ratios and analysing financial position. This study is divided into three parts. The first part is related to preparing an income statement and Balance Sheet for Wales plc with the help of given information. The second part involves calculation and analysis of 10 financial ratios for Jerry Plc. The third part involves discussions on the theoretical aspect of accounting. Users of accounting, limitations of the financial statements and advantages & disadvantages of highly regulated financial reporting regime have been discussed. 
[bookmark: _Toc48749425][bookmark: _Toc48762546]Question 1: Income statement and Statement of Financial Position
From the given trial balance and additional information, income statement and Balance Sheet for Wales plc have been prepared in this study. In order to make the financial statements, accounting standards and provisions of Companies Act 2006 have been used.
[bookmark: _Toc48749426][bookmark: _Toc48762547](a) Income statement 
As per the views of Minnis and Sutherland (2017), an Income statement is a financial report that determines profitability of a firm on the basis of expenses incurred and revenue earned. It has different elements such as revenue, gross profit, operating profit, profit before tax and net profit. 
	"Income Statement of Wales plc."

	“for the year ended 31st December 2019."

	Items
	2019
	2019

	Sales 
	 
	 £      30,300

	(-): Cost of sales
	 £        16,220
	 

	(-): Depreciation on Plant
	 £          2,560
	 £      18,780

	Gross Profit
	 
	 £      11,520

	(-): Debenture interest paid
	 
	 £           240

	Operating interest
	 
	 £      11,280

	(-): Distribution expenses
	 
	 £        2,160

	(-): Administration expenses 
	 £          2,920
	 

	(+): Outstanding insurance fees 
	 £             500
	 

	(+): Depreciation on Buildings 
	 £             320
	 

	(+): Bad debt
	 £             240
	 

	(+): Allowance for receivables 
	 £             164.80 
	 £        4,144.80 

	Profit before tax
	 
	 £        4,975.20 

	(-): Tax liability
	 
	 £                  -   

	Net profit
	 
	 £        4,975.20 


Table 1: Income Statement
(Source: Refer to Excel)
Profit made by the company is £ 4975.20 that has been determined in the income statement of the company. 
Workings
1. Depreciation on plant = Actual cost x 10 % = £ 25600 x 10 / 100 = £ 2560
2. Depreciation on building = Actual cost x 2 % = £ 16000 x 2 / 100 = £ 320
3. Allowance for receivables = Trade Receivables x 2 % = £ 8240 x 2 / 100 = £ 164.80
[bookmark: _Toc48749427][bookmark: _Toc48762548](b) Statement of Financial Position
Based on the understandings of Berger et al. (2017), a Balance sheet is a financial report that determines the balance of assets, liabilities and equity of a business depending upon the operations performed during the year. It has different elements such as assets, liabilities, net assets and equity.
	“Statement of Financial Position of Wales plc."

	“as at  31st December 2019."

	Items
	2019
	2019

	Asset
	 
	 

	Current asset
	 
	 

	Inventory 
	 £          3,120
	 

	Trade receivables 
	 £          4,995.20 
	 

	Bank 
	 £             320
	 

	Total Current asset
	 
	 £        8,435.20 

	Non-Current asset
	 
	 

	Land 
	 £        20,000
	 

	Buildings 
	 £        16,000
	 

	Plant 
	 £        25,600
	 

	Total Non-Current asset
	 
	 £      61,600

	Total asset
	 
	 £      70,035.20 

	Liability
	 
	 

	Current Liability
	 
	 

	Trade payables 
	 £          4,480
	 

	Income tax liability 
	 £          1,600
	 

	Buildings accumulated depreciation 
	 £          4,580
	 

	Plant accumulated depreciation 
	 £          7,520
	 

	Outstanding insurance fees 
	 £             500
	 

	Total Current liability
	 
	 £      18,680

	Non-Current Liability
	 
	 

	12% debentures 2024
	 £          4,000
	 

	Total Non-Current Liability
	 
	 £        4,000

	Total liability
	
	£ 22680

	Net Asset
	 
	 £      47,355.20 

	Equity
	 
	 

	£1 ordinary shares 
	 £        29,000
	 

	Share premium
	 £          5,000
	 

	Retained profits 
	 £          8,380
	 

	Net profit
	 £          4,975.20 
	 

	Total Equity
	 
	 £      47,355.20 

	Total Equity & Liability
	 
	 £      70,035.20 


Table 2: Statement of Financial Position
(Source: Refer to Excel)
From the above table, it has been found that the asset balance of Wales plc was £ 61,600, liability balance was £ 22680, and equity balance was £ 47,355.20. 
[bookmark: _Toc48749428][bookmark: _Toc48762549]Question 2: Financial ratio
[bookmark: _Toc48749429][bookmark: _Toc48762550](a) Calculating ratios for Jerry plc for 2019 and 2018: 
1. Return on capital employed
	“ROCE = Operating profit / Capital Employed”

	Items
	2019 (000)
	2018 (000)

	Operating profit
	 £                23
	 £              29.70 

	(/): Capital Employed
	 £              135.10 
	 £            145.40 

	Total assets
	 £              286.10 
	 £            293.80 

	(-): Current Liabilities
	 £              151
	 £            148.40 

	ROCE
	17%
	20%


Table 3: ROCE
(Source: Refer to Excel)
2. Return on equity
	“ROE = Net Income / Shareholders Equity”

	Items
	2019 (000)
	2018 (000)

	Net Income
	 £                12.90 
	 £              18.30 

	(/): Shareholders Equity 
	 £                93.20 
	 £              80.30 

	ROE
	14%
	23%


Table 4: ROE
(Source: Refer to Excel)
3. EPS 
	“EPS = Net Profit / Shares Outstanding”

	Items
	2019 (000)
	2018 (000)

	Net Profit
	 £                12.90 
	 £              18.30 

	(/): Shares Outstanding
	17.8
	17.8

	EPS
	 £                  0.72 
	 £                1.03 


Table 5: EPS
(Source: Refer to Excel)
4. Gross profit margin 
	“Gross Profit ratio = Gross Profit x 100 / Net Sales”

	Items
	2019 (000)
	2018 (000)

	Gross Profit 
	 £            191.80 
	 £            186.90 

	(/): Net Sales
	 £            501.30 
	 £            486.80 

	Gross Profit ratio
	38%
	38%


Table 6: Gross Profit ratio	
(Source: Refer to Excel)
5. Asset turnover 
	“Asset Turnover ratio = Sales / Fixed Assets”

	Items
	2019 (000)
	2018 (000)

	Sales
	 £            501.30 
	 £            486.80 

	 (/): Fixed Assets 
	 £            132.20 
	 £            137.30 

	 Asset Turnover ratio 
	3.79
	3.55


Table 7: Asset Turnover ratio
(Source: Refer to Excel)
6. Stock holding period 
	“Stock holding period = Stock x 365 / Total COGS”

	Items
	2019 (000)
	2018 (000)

	Inventory
	 £              38.80 
	 £              41.10 

	Multiplied by: 365
	 £       14,162
	 £       15,001.50 

	(/): Total COGS
	 £            309.50 
	 £            299.90 

	Stock holding period 
	46
	50



Table 8: Stock holding period
(Source: Refer to Excel)
7. Debtors collection period 
	“Debtors collection period = Trade Receivable x 365 / Total Sales”

	Items
	2019 (000)
	2018 (000)

	Trade Receivable
	 £            114.90 
	 £            114.70 

	(x): 365
	 £       41,938.50 
	 £       41,865.50 

	(/): Total Sales
	 £            501.30 
	 £            486.80 

	Debtors collection period 
	84
	86


Table 9: Debtors collection period
(Source: Refer to Excel)
8. Current ratio 
	“Current ratio = Current assets / Current Liabilities”

	Items
	2019 (000)
	2018 (000)

	Current assets
	 £              153.90 
	 £            156.50 

	(/): Current Liabilities
	 £              151
	 £            148.40 

	Current ratio
	1.02
	1.05


Table 10: Current ratio
(Source: Refer to Excel)
9. Gearing ratio
	“Gearing ratio = Total Debt / Total Equity”

	Items
	2019 (000)
	2018 (000)

	Total Debt
	 £              41.90 
	 £              65.10 

	(/): Total Equity
	 £              93.20 
	 £              80.30 

	Gearing ratio
	0.45
	0.81



Table 11: Gearing ratio
(Source: Refer to Excel)
10. Interest cover   
	“Interest Cover = Earnings before Interest and Taxes / Interest Payable”

	Items
	2019 (000)
	2018 (000)

	Earnings Before Interest and Taxes
	 £      23
	 £ 29.70 

	(/): Interest Payable
	 £ 0.20 
	 £ 3.50 

	Interest Cover
	115
	8.49


Table 12: Interest cover   
(Source: Refer to Excel)
[bookmark: _Toc48762551][bookmark: _Toc48749430](b) Situations revealed by the ratios 
Financial ratio analysis is useful approach to understand the performance of business.  ROCE is financial ratio which measures profitability of a company from amount of capital used. ROCE of Jerry Plc indicates reduction in profitability by 3% in 2019. The company has 20% ROCE in 2018 with higher operating profit and capital employed as compared to 2019.  Evaluation of ROE of the company shows that net income of 2018 was higher by £5.4 than income of 2019. However, the company has a higher equity balance in 2019 which leads to ROE 14% which is 9% lower than last year. It shows that Jerry Plc is not utilising its equity balance appropriately for gaining higher return in business. Similarly, earnings per share of Jerry Plc shows consideration reduction in earnings in 2019. In both 2018 and 2019 the company has 17.8 shares outstanding but due to reduction in net income of 2019 EPS of company has declined. According to Atidhira and Yustina (2017), declining trends of EPS is a signal of inappropriate financial health of company.  Gross profit analysis indicates gross earnings of venture after paying off all expenses of production.  Gross profit analysis of Jerry Plc indicates constancy in profitability in both 2018 and 2019. The company has £ 191.80 gross profit in 2019 and £ 186.90 gross profit in 2018. So, increment in gross earnings of Jerry Plc has been analysed.  Moreover, net sales of Jerry Plc has also increased in 2019 as compared to last year. Similarly, asset turnover ratio shows that earnings of the company increased to 3.79 times than 3.55 times (2018). It reflects that company is able to utilise its assets appropriately for generating higher returns.
Stock holding period indicates the time period between production and sale of inventories. Thus, a higher stock holding period indicates lower efficiency of company to sell its investors (Ardana et al. 2018). Stock holding period of Jerry Plc shows increment inefficiency of management as stock holding period is reduced to 46 days from 50 days. Similar to stock holding period, debtor collection period of Jerry Plc shows reduction in receivables period by days. It shows that company is able to collect all its dues in less time than last year. Moreover, a slight increment in trade receivables has been found that shows higher credit sale of business. Current ratio mainly indicates liquidity position of the business unit. In Jerry Plc slight reduction in liquidity position has been found in 2019 as the current asset of venture is reduced along with increment in current liabilities. Thus, Jerry Plc is taking higher short term debt in 2019 as compared to last year which declined liquidity position. Gearing ratio is an efficient measure to assess solvency position of commercial business. It mainly focuses on presence of debt and equity in capital structure. In Jerry Plc, proportion debt is reduced in capital structure and equity position has been increased. Thus, satisfactory capital structure has been found in Jerry Plc with appropriate proportions of equity and debt.  Interest cover ratio identifies ability of organisation to honour interest liabilities. In case of Jerry Plc interest cover ratio has increased to 115 from 8.49 times which is good for financial performance of business. Hence, ratio analysis of Jerry Plc indicates appropriate liquidity, profitability, solvency and efficiency position of business in 2019 as compared to last year.
[bookmark: _Toc48762552][bookmark: _Toc48749431]Question 3: Financial Statements 
[bookmark: _Toc48749432][bookmark: _Toc48762553](a) Three user groups of company accounts and reason for using financial statements 
An organisation develops financial reports for providing information to users for fruitful decision making.  User groups of the company include internal and external stakeholders who are directly or indirectly related to the operations of a business. These stakeholders or users of company accounts include inventors, management and trade creditors. Investors are stockholders of an organisation who need to assess financial information of the company for investment decision making. The decision making includes analysing whether stockholders should sell, hold or buy more shares of the company.  Prospective shareholders mainly seek the financial statement of organisation for assessing success and profitability of venture in a particular course of time (Prohorovs et al. 2019). Management is those stakeholders of business who are involved in objectives setting and examining business performance. In an organisation, management may consist of hiring professionals who have a responsibility to operate the transaction successfully. So, they need company accounts to determine liquidity, profitability and solvency position for business decision making. Moreover, decisions of purchase, allocation, pricing and marketing also took place with the help of management. Trade creditors are suppliers of resources of an organisation. Trade creditors are interested in company's accounts to assess a company's ability to pay debts. These stakeholders mainly seek cash flow statement and income statement of company to examine liquidity position of venture.  An appropriate liquidity position enhances ability to pay short term debt obligation of organisation.
[bookmark: _Toc48749433][bookmark: _Toc48762554](b) Advantages & disadvantages of a highly regulated financial reporting regime
A highly regulated financial reporting regime indicates presence of many values and regulations for developing financial reports and statement of company. A highly regulated reporting regime helps in presenting the fair and accurate view of financial statements and descriptions of companies for protecting users of accounting information (Greenwood et al. 2017). Advantages and disadvantages of highly regulated reporting regime are discussed as under:
Advantages
A highly regulated financial reporting regime guides business accountants or prevents financial reporting issues.  In the UK's accounting reporting standards implication of GAAP, principles are necessary for preparing adequate financial reports (icaew.com, 2020). Moreover, a highly regulated reporting regime is useful for fostering transparency in a company as stakeholders as management is bound to disclose each information of users of accounting statements. A highly regulated financial reporting regime acts as benchmarking of performance. It specifies rules and regulations which the company needs to obey for disclosure of financial information to stakeholders.          
Disadvantages 
A highly regulated financial reporting regime includes a rigid framework which is required to comply by an accountant of business. These standards specify the company actions to be taken and what rule are need to implicated in development of financial statement. Thus, inflexibility in reporting standards can be found which declines motivation of company. Compliance with highly regulated reporting regime can be costly for the company as it includes requirements of standards, actions to be taken by the company and what the cost will be for designing new products and procedures.
[bookmark: _Toc48749434][bookmark: _Toc48762555](c)  Limitations of financial statements
An organisation uses financial statements for projecting financial performance. Financial report of business includes the income statement, cash flow statement, balance sheet and changes equity statement (Osadchy et al. 2018). Limitations of financial statement are discussed as under:
Based on a specific period
A financial statement only provides information of specific period. A stakeholder may get an incorrect view of the cash position of income position of the business by considering the financial report of one fiscal year.
Depends on historical cost
In financial statements, transactions are recorded on their expense. It is a concern for balance sheet when values of assets and liabilities change over time. Thus, financial statements do not provide the correct view of a firm's financial position.   
Ignorance of non-financial aspects 
Financial statements do not consider the non-financial aspects of a company. So, elements associated with the environment, staff satisfaction and customers' information are not conducted in these statements (Voss, 2019).  However, non-financial aspects play an essential role in determining business growth.  
No predictive values
Financial statement provides historical data of company for a specific period. So, it does not offer predictive benefits of company associated with future events. Thus, it does not reflect appropriate information of company.  



[bookmark: _Toc48749435][bookmark: _Toc48762556]Conclusion 
This study helps in concluding that profit made by the company is £ 4975.20 that has been calculated in the income statement. In addition, it has been found that the asset balance of Wales plc was £ 61,600, liability balance was £ 22680, and equity balance was £ 47,355.20. The financial position of the company Jerry Plc reflects a mixed result where some ratios are improving, and others are getting reduced. Profitability of the firm decreased in 2019 along with liquidity position. The business is also required to work upon its financial situation so that its sustainability within the sector is ensured. The primary users of company accounts involve managers, shareholders and employees. These users use financial statements to make decisions in support of the business. Financial statements have some limitation because they only represent historical information and not future trends.


[bookmark: _Toc48749436][bookmark: _Toc48762557]References
Ardana, Y., Fatrin, TN and Wulandari, W., (2018). Factors Affecting Stock Holding Period. Benefit: Journal of Management and Business, 3 (1), pp. 89-97.
Atidhira, A.T. and Yustina, A.I., (2017). The influence of return on asset, debt to equity ratio, earnings per share, and company size on share return in property and real estate companies. JAAF (Journal of Applied Accounting and Finance), 1(2), pp.128-146.
Berger, P.G., Minnis, M. and Sutherland, A., (2017). Commercial lending concentration and bank expertise: Evidence from borrower financial statements. Journal of Accounting and Economics, 64(2-3), pp.253-277.
Greenwood, M.J., Baylis, R.M. and Tao, L., (2017). Regulatory incentives and financial reporting quality in public healthcare organisations. Accounting and Business Research, 47(7), pp.831-855.
icaew.com (2020) About GAAP, UK. Available at: https://www.icaew.com/technical/financial-reporting/uk-gaap [Accessed on 16th August 2020]
Minnis, M. and Sutherland, A., (2017). Financial statements as monitoring mechanisms: Evidence from small commercial loans. Journal of Accounting Research, 55(1), pp.197-233.
Osadchy, E.A., Akhmetshin, E.M., Amirova, E.F., Bochkareva, T.N., Gazizyanova, Y. and Yumashev, A.V., (2018). Financial statements of a company as an information base for decision-making in a transforming economy, 1(2), pp.128-146.
Prohorovs, A., Bistrova, J. and Ten, D., (2019). Startup Success Factors in the Capital Attraction Stage: Founders’ Perspective. Journal of East-West Business, 25(1), pp.26-51.
Voss, G., (2019). Information and Strategic Aspects of Financial Statements in the Assessment of their Users. Folia Oeconomica Stetinensia, 19(2), pp.176-187.


12

