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 Accounting Fundamentals 
Question 1
The income statement for Wales plc. for the year ended 31st December 2019 is shown in the table below.
	Wales PLC
Income Statement
For the year ended 31st December 2019

	
	£’000
	£’000

	Sales
	
	      30,300.00 

	Less Cost of Sales
	
	-    16,220.00 

	Less Plant Depreciation
	
	-      2,560.00 

	Gross Profit
	      11,520.00 

	

	Expenses

	Distribution expenses 
	          2,160.00 
	

	Administration expenses 
	          2,920.00 
	

	Insurance fees
	             500.00 
	

	Irrecoverable debt
	             240.00 
	

	Allowance for receivables
	             164.80 
	

	Debenture interest
	             240.00 
	

	Buildings depreciation
	             320.00 
	

	Total expenses
	        6,544.80 

	

	Profit before Tax (Gross profit less total expenses)
	        4,975.20 

	

	Less Income tax liability
	
	        1,600.00 

	

	Net Income (Profit before tax less income tax expense)
	        3,375.20 



The company’s Statement of Financial Position as at 31st December 2019 is summarized in the following table.
	Wales PLC
Balance Sheet
As at 31st December 2019

	
	£’000
	£’000

	Assets

	Current Assets
	
	

	Closing inventory
	          3,120.00 
	

	Trade receivables
	          8,240.00 
	

	Total current assets
	
	      11,360.00 

	

	Non Current Assets

	Land at cost 
	
	      20,000.00 

	Buildings at cost 
	        16,000.00 
	

	Less Buildings accumulated depreciation
	-        4,580.00 
	      11,420.00 

	Plant at cost 
	        25,600.00 
	

	Less Plant accumulated depreciation 
	-        7,520.00 
	      18,080.00 

	

	Total Assets
	      60,860.00 

	

	Liabilities

	Current Liabilities

	Trade payables
	          4,480.00 
	

	Income tax payable
	          1,600.00 
	

	Debenture interest payable
	             320.00 
	

	Dividends payable
	             560.00 
	

	Bank
	             320.00 
	

	Outstanding administrative expense
	          4,384.80 
	

	Total current liabilities
	
	      11,664.80 

	

	Non Current Liabilities

	12% debentures 2024
	          4,000.00 
	

	Total non current liabilities
	
	        4,000.00 

	

	Total Liabilities
	      15,664.80 

	

	Stakeholder's Equity

	Ordinary shares
	        29,000.00 
	

	Share premium
	          5,000.00 
	

	Retained profits
	          8,380.00 
	

	Net income
	          3,375.20 
	

	Less Dividends
	-           560.00 
	

	Total stockholder's equity
	      45,195.20 

	

	Total Liabilities and Stockholder's Equity
	      60,860.00 



Question 2
Part (a): Calculate the following ratios for Jerry plc. for both 2019 and 2018
1) Return on capital employed (ROCE)
ROCE = Net Income / (Equity + Long Term Liability)
For 2018,
Net income = £18.3 million; Equity = £80.3 million; Long term liability = £65.1 million
Therefore ROCE = 18.3/(80.3+65.1) = 0.12586 = 12.59%
For 2019,
Net income = £12.9 million; Equity = £93.2 million; Long term liability = £41.9 million
Therefore ROCE = 12.9/(93.2+41.9) = 0.09548 = 9.55%
2) Return on equity (ROE)
ROE = Net Income / Shareholder’s Equity
For 2018,
Net income = £18.3 million; Equity = £80.3 million
Therefore ROE = 18.3/80.3 = 0.2279 = 22.79%
For 2019,
Net income = £12.9 million; Equity = £93.2 million
Therefore ROE = 12.9/93.2 = 0.1384 = 13.84%
3) Earnings Per Share (EPS)
EPS = Net Income / Outstanding no. of shares
For 2018,
Net income = £18.3 million; Outstanding no. of shares = 17.8 million
Therefore EPS = 18.3/17.8 = 1.03
For 2019,
Net income = £12.9 million; Outstanding no. of shares = 17.8 million
Therefore EPS = 12.9/17.8 = 0.72
4) Gross Profit Margin
Gross profit margin = Gross Profit / Revenue
For 2018,
Gross profit = £186.9 million; Revenue = £486.8 million
Therefore Gross profit margin = 186.9/486.8 = 0.3839 = 38.39%
For 2019,
Gross profit = £191.8 million; Revenue = £501.3 million
Therefore Gross profit margin = 191.8/501.3 = 0.3826 = 38.26%
5) Asset turnover
Asset turnover = Revenue / Total Assets
For 2018,
Revenue = £486.8 million; Total Assets = £293.8 million
Therefore Asset turnover = 486.8/293.8 = 1.66
For 2019,
Revenue = £501.3 million; Total Assets = £286.1 million
Therefore Asset turnover = 501.3/286.1 = 1.75
6) Stock Holding Period
Stock holding period = (inventory / cost of sales) x 365
For 2018,
Inventory = £41.1 million; Cost of sales = £299.9 million
Therefore Stock holding period = (41.1/299.9)*365 = 50.02 = 50 days
For 2019,
Inventory = £38.8 million; Cost of sales = £309.5 million
Therefore Stock holding period = (38.8/309.5)*365 = 45.76 = 46 days
7) Debtors collection period
Debtors collection period = (Trade receivables / Revenue) x 365
For 2018,
Trade receivables = £114.7 million; Revenue = £486.8 million
Therefore Debtors collection period = (114.7/486.8)*365 = 86 days
For 2019,
Trade receivables = £114.9 million; Revenue = £501.3 million
Therefore Debtors collection period = (114.9/501.3)*365 = 83.66 = 84 days
8) Current Ratio
Current Ratio = Current Assets / Current Liabilities
For 2018,
Current Assets = £156.5 million; Current Liabilities = £148.4 million
Therefore Current Ratio = 156.5/148.4 = 1.05
For 2019,
Current Assets = £153.9 million; Current Liabilities = £151.0 million
Therefore Current Ratio = 153.9/151.0 = 1.02
9) Gearing
Gearing Ratio = Debt / Shareholder equity
For 2018,
Long-term debt = £65.1 million; shareholder equity = £80.3 million
Therefore Gearing Ratio = 65.1/80.3 = 0.8107 = 81.07%
For 2019,
Long-term debt = £41.9 million; shareholder equity = £93.2 million
Therefore Gearing Ratio = 41.9/93.2 = 0.4496 = 44.96%
10) Interest cover
Interest cover = operating profit / finance cost
For 2018,
Operating profit = £29.7 million; finance cost = £3.5 million
Therefore Interest cover = 29.7/3.5 = 8.5
For 2019,
Operating profit = £23.0 million; finance cost = £0.2 million
Therefore Interest cover = 23.0/0.2 = 115
Part (b): Discuss the situation revealed by the ratios you have calculated in (a)
The Financial ratios discussed in part (a) can be grouped into five main categories. They are liquidity ratios, leverage ratios, efficiency ratios, profitability ratios, and market value ratios. These ratios are created using the numerical values obtained from the company's financial statements to gain meaningful information concerning the Jerry Plc. The numbers can be utilized in performing quantitative analysis and assessing the company’s liquidity, rates of return, leverage, profitability, growth, margins, and valuation (Narayanaswamy, 2017). For instance, the current ratio demonstrates the ability of Jerry Plc. to offset its current liabilities with its current assets. This ratio is a vital determinant of the financial health of the company and can be used by creditors to measure the firm's capacity to settle its debts within a year. Apparently, 2018 was marginally better than 2019 in terms of financial health. On the other hand, the EPS helps in determining the possible income that can be earned by investing the company shares. It is useful in assisting investors make an informed decision when buying the company's common stock. The analysis of Jerry Plc. reveal that 2018 had a higher earnings per share as compared to 2019. In general, 2018 performance is slightly better than that of 2019 for most financial indicators except for the interest cover and gearing ratio. Similarly, the gearing ratio calculates the firm's financial leverage and demonstrates the proportion of total debt that compares with the Stock holder's equity. A low gearing ratio is a positive sign as regards the capital structure and demonstrates that the company does not depend much on external borrowing. It also shows that the liabilities are not very high in comparison to the equities. In this case, 2019 had a better capital structure than 2018 meaning that Jerry Plc. depended less on the external borrowing during the period.
Question 3
Part (a): Identify three different user groups of company accounts and discuss why these user groups are interested in the information provided in financial statements
The three different user groups of the company accounts are owners, management, and investors. Owners need to assess the performance of their business. Obviously, annual statements contain statistics on the performance of the organization as a whole, as well as on specific goods and regional regions. This knowledge allows owners to know the degree of danger to their company. Understanding the company's accounts helps owners evaluate the impact of business stability over the years and the extent to which changes in economic factors have influenced the bottom line of the business. 
Management, on the other side, uses financial reports to schedule, track and make strategic decisions. Managers are required to commit the company's revenue, human and capital resources to competitive market demands through the budgeting phase. Preparing and tracking expenditures efficiently needs accurate accounting documentation on the specific operations, procedures, goods, programs, divisions and departments of companies. Finally, investors need to know how well their invested money is performing. Investors depend mainly on the annual statements issued by corporations to determine the viability, value and danger of their investment. They can use accounting documents to assess if an investment is suitable for their assets and if they will retain, raise or decrease their investment.
Part (b): Discuss the advantages and disadvantages of a highly regulated financial reporting regime. You should consider the perspective of both user and the preparer of the financial statements.
A highly regulated financial reporting regime is vital to economic development because it supports effective governance, sound regulatory regimes, and excellent quality standards (Leuz & Wysocki, 2016). Apparently, such a regime has a number of advantages, including:
1) Improved comparability of financial details for investors;
2) Increased greater willingness of investors who want to invest across borders;
3) Lower capital costs;
4) Extra efficient allocation of resources;
5) Improved economic development.
The disadvantages of such regimes are
1) Incentive problems – highly regulated financial reporting regime introduces numerous considerations that can deter preparers of the statements from implementing user-friendly policies.
2) Regulatory issues – the users of the statements would need to understand regulatory framework to effectively use these reports.
3) Social problems – the preparers of the statement lacks the leeway to make customized reports for the users that do not comply with the regulatory framework.
4) Barriers against their acceptance and execution for both the preparer and the user.
5) Scale issues – implementation barriers associated with the relative cost of compliance for small and medium-sized entities and accounting firms.
Part (b): Discuss the limitations of financial statements
1. Lack of comparability: because the volume of transactions of different organizations is different, it is not useful to evaluate the financial statements of specific organizations. The study of the financial report is also not important.
2. Lack of prospective estimate: the annual results are based on past statistics and do not include any future forecasts. Therefore, the expectation of an organization doing the same activity in the future is not guaranteed (Habib, Hasan, & Al-Hadi, 2017). For instance, the annual statements do not contain details on budgeting, preparation and forecasts making it hard to make future estimates.
3. Various techniques employed by different entities: because the assessment approaches are utilized widely by different organizations, the review of financial results is also prone to mistakes. These valuations shall require the value of the closing stock and may be rendered at the sale price or market price or at the sale / market price that is lower.
4. Changes in accounting methods: as the accounting system is modified year over year, the figures of one period cannot be matched with that of another making the comparability of the financial performance is meaningless.
5. No judgment on managerial abilities: the financial reports do not constitute any judgment on managerial capacities, whether they are good or bad. Besides, these reports cannot be used to determine the performance of a business.
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