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[bookmark: _Toc49126685]Introduction
Financial statements are the formal mode of communication to its users. The financial statements of a company reflects the historic events that occurred in a particular period. The objective of preparing these financial statements are to provide financial information to investors and prospective investors, creditors, and lenders. It helps them to take decisions regarding the entity. The set of financial statements is of 5 types:-
1. Statement of Profit and Loss
2. Statement of Changes in equity
3. Statement of Financial Position
4. Statement of Cash flows
5. Notes to the accounts
Therefore, financial statements play an integral part in making decisions and regulation of both the financial and managerial activities.












[bookmark: _Toc49126686]Answer to the question no: 01
[bookmark: _Toc49126687]a) Income statement and Statement of financial position 
	Wales Plc
Income Statement
Year Ended December 31, 2019

	Details
	£’000
	£’0002
	£’0003
	

	Sales
	
	30,300
	
	

	(-)Net Cost of sales
	
	
	
	

	Cost of sales
	16,220
	
	
	

	(+)Depreciation-plant
	2,560
	
	
	

	
	
	-18,780
	
	

	Gross Profit
	
	
	11,520
	

	Other Expenses:-
	
	
	
	

	Distribution expenses
	
	2,160
	
	

	Net Administration Expenses:-
	
	
	
	

	Administration Expenses
	2920
	
	
	

	Depreciation-building
	320
	
	
	

	irrecoverable debt
	240
	
	
	

	Allowance for receivables
	160
	
	
	

	Outstanding insurance expenses
	500
	
	
	

	Debenture interest(paid+outstanding-240+240)
	480
	
	
	

	
	
	4620
	
	

	Net other expenses
	
	
	-6,780
	

	Net Profit before tax
	
	
	4,740
	

	(-)Income tax liability
	
	
	-1600
	

	Net Profit after tax
	
	
	3,140
	




	
Wales Plc
Retained Earnings 
December 31, 2019

	Details
	£’000
	£’0002
	£’0003
	

	Retained profits at 1 January 2019
	
	
	8,380
	

	Profit for the year
	
	3140
	
	

	(-)Dividends paid
	
	-560
	
	

	
	
	
	2580
	

	Retained profits at 31st December 2019
	
	
	10,960
	



	Wales Plc
Statement of Financial Position
December 31, 2019

	Details
	£’000
	£’0002
	£’0003

	Property Plant & Equipment:-
	
	
	

	Land at cost
	15,000
	
	

	(+)Revaluation Surplus 
	5000
	
	

	
	
	20000
	

	Building at Cost
	16,000
	
	

	(-)Acc. Depreciation-Building(4260+320)
	-4580
	
	

	
	
	11,420
	

	Plant at Cost
	25,600
	
	

	(-)Acc. Depreciation-Plant(4,960+2560)
	-7520
	
	

	
	
	18,080
	

	Net Property Plant & Equipment
	
	
	49,500

	Current Assets:-
	
	
	

	Trade receivables
	8,240
	
	

	(-)Bad Debt
	-240
	
	

	(-)Allowance for receivables
	-160
	
	

	
	
	7,840
	

	Inventory at 31 December 2019
	
	3,120
	

	Bank
	
	320
	

	Net Current Assets
	
	
	11,280

	Total Assets
	
	
	60,780

	Liabilities
	
	
	

	Long term liabilities:-
	
	
	

	12% debentures 2024
	
	4,000
	

	Current liabilities:-
	
	
	

	Trade payables
	
	4,480
	

	Debenture interest outstanding
	
	240
	

	Outstanding insurance
	
	500
	

	Income tax liability
	
	1600
	

	Total Liabilities
	
	
	10,820

	Net Assets
	
	
	49,960

	Equity
	
	
	

	£1 ordinary shares
	
	29,000
	

	Share premium
	
	5,000
	

	Revaluation Surplus 
	
	5000
	

	Retained Profit for the year
	
	10960
	

	Total equity
	
	
	49,960




[bookmark: _Toc49126688]Answer to the question no: 02
[bookmark: _Toc49126689]a) Ratio analysis 
	Ratios for Jerry PLC

	Serial
	Details
	Formula
	2019
	2018

	1
	Return on capital employed
	(Operating Profit/Capital Employed)*100
	(23.0/17.8)*100 = 129.21%
	(29.7/17.8)*100 = 166.85%

	2
	Return on equity
	(Operating Profit/Equity)*100
	(23.0/93.2)*100 =  24.68%
	(29.7/80.3)*100 = 36.99%

	3
	EPS
	(Profit after Tax/Outstanding shares)*100
	(12.9/17.8)*100= 72.47%
	(18.3/17.8)*100= 102.81%

	4
	Gross Profit Margin
	(Gross Profit/Sales)*100
	(191.8/501.3)*100= 38.26%
	(186.9/486.8)*100=38.39%

	5
	Asset Turnover
	(Net Sales Revenue/Assets)*100
	(501.3/286.1)*100=175.22%
	(486.8/293.8)*100= 165.69%

	6
	Stock holding period
	(Average Inventory/Cost of sales)*365
	(38.8/309.5)*365= 46 days
	(((38.8+41.1)/2)/299.9)*365=49 days

	7
	Debtors collection period
	(Trade Receivables/Revenue(sales))*365
	(114.9/501.3)*365= 84 days
	(114.7/486.8)*365= 86 days

	8
	Current Ratio
	(Current Assets/Current Liabilities)
	(153.9/151)= 1.02:1
	(156.5/148.4)= 1.05:1

	9
	Gearing
	(Total debt/Total Equity)*100
	(41.9/93.2)*100= 44.96%
	(65.1/80.3)*100= 81.07%

	10
	Interest cover
	(Profit before taxation and interest /Interest expense)
	(23/0.2)= 115
	(29.7/3.5)= 8.48








[bookmark: _Toc49126690]b) Situation revealed by ratio analysis 
Jerry plc has propelled their profitability to a great extent which is evident from the return on capital employed, equity, and EPS. Their Gross profit margin has increased slightly from the previous year. However, they are not much efficient in the management of their assets. They were unable to extract more revenues from their assets (Fridson and Alvarez, 2011). Moreover, they seem inefficient in their inventory management and debtor collection period which might affect short-term cash-flows greatly. They seem unable to meet their short-term obligations because they do not have enough resources which can be seen from the current ratio. The gearing ratio of the company indicates that they are more prone to using debts to finance their operations. However, this has put them to a great financial risk. The company has surprisingly fallen into a grave danger of bankruptcy as their interest coverage ratio is too low.
From the overall analysis of the ratios, it is evident that, although the company has gained some profitability it is running low on cash and they are more prone to bankruptcy due to the high financial risk. It should put its focus on cash flow and asset management (Fridson and Alvarez, 2011).




[bookmark: _Toc49126691]Answer to the question no: 03
[bookmark: _Toc49126692]a) Users of accounts and interest of them 
Three different user groups of company accounts are: Internal users, External users, and Governments. These three user groups observe and evaluate financial statements for making decisions, control, or inspect the performance and the activities of the company (Gray et al., 2010). Different groups use the financial statements according to their own purpose. The reason why they are interested in the information provided in the financial statements are different from each other. Their interest in the information in financial statements are being explained below:-
1. Internal Users: Internal users are mainly the people within an organisation who use information provided in financial statements. Mainly owners, employees, managers etc. are the internal users of financial information (Michelle Lee Hanlon et al., 2020). Management decisions for example managing resources, making decisions for new venture or investments, making decisions for growth etc. related activities rely upon the information of financial statements. For example, employees of the organisation can predict the future of the organisation from the financial statement analysis which supports them to assess the attractiveness and sustainability of the organisation in the market. Moreover, employees of the organisation can also claim financial benefits from the organisation based on the current and future condition of the organisation. In case of making strategic decision and to prepare budget for the organisation as well as to measure the effectiveness of the new project management of the organisation are required to rely on the financial statements of the organisation (Michelle Lee Hanlon et al., 2020). 
2. External Users: External users are the broad level users of financial information. They use the financial statements for various purposes. External users can be divided into six groups which include: investors and prospective investors, lenders, customers, Governmental units, General public, and employee union (Fraser et al., 2010). External users observe financial statements for assessing the profitability for investing, tax returns and other documents for tax regulation, investment decisions, lending credibility etc. For example, investors seek financial information to track the use of the funds they invested in the organisation. In this case, they can make decision from the financial statement whether they make further investment or make disinvestment. An investor can measure the possibility of receiving return from the investment from the financial statements of the organisation. Sustainability of the organisation is the most essential factors which is considered by the clients in case of purchasing products from the organisation. For example, if the organisation exits from the market guarantee and warranty of products will not be used properly which can incur a huge loss for the clients. In this case, clients seek financial statement from the organisation to determine the future condition of the organisation from which they will buy products or services. Creditors also require to consider the capital structure and profitability of the organisation before lending funds to the organisation. If the organisation has too much debt, the lender will not make much lending considering the probability of bankruptcy of the organisation. Moreover, by tracking the profitability of the organisation the lender become able to assess the return in this case. 
3. Government: Government is another body which has also concern for the financial information of an organisation. The government agencies check financial information to inspect whether taxes are being paid according to tax laws. Here, income statement is the major factors which can provide valuable financial information to the government. 
So, mainly these three groups of users use financial statements for their own purposes and benefits.


[bookmark: _Toc49126693]b) Advantage and disadvantage of highly regulated financial reporting 
Highly regulated financial reporting regime can ensure a clear, unbiased financial information to its users. Otherwise, the information would have been manipulated and the users would have witnessed a great loss. Therefore, highly regulated financial reporting regime has been made mandatory. The advantages and disadvantages from both the perspective of users and the preparers are being described below:-
	Advantages
	Disadvantages

	1. Investors, suppliers, and customers can get the correct information from the disclosed financial statements. As a result, they can evaluate the financial statements clearly. 
	1. Because of regulations, the preparers become obligated to disclose their sensitive information. (Altamuro and Beatty, 2010)

	2. It ensures the users reliability to use the financial statements 
	2. It may affect the user to get the reported financial information late.

	3. The behaviours of company over their directors can be regulated with the regulated financial statements 
	3. It discourages small companies to establish because of its complexity.

	4. The preparer has to follow a regulatory framework. Therefore, he or she do not have to prepare the statements haphazardly (James Michael Wahlen, Bradshaw and Baginski, 2018).
	4. Users may not be able to get what they expect from the financial statements.



[bookmark: _Toc49126694]c) Limitations of financial statements 
Though financial statements are the most organized way to record and disclose financial statements, there are some limitations. Therefore, the users shouldn’t rely on the financial statements only. They should look into other factors that might affect the financial statements which might not be recorded. The limitations of financial statements are being described below:-
1. Financial statements only show the incurred transactions in the business. But, it doesn’t give any forecasts. Therefore, users make their decisions based on the past performance where they should evaluate future performance of the business.
2.  Intangible assets are not being recorded in the financial statements. Sometimes, these assets are being recorded as expenses where they should have been assigned to long term assets (James Michael Wahlen, Bradshaw and Baginski, 2018).
3. Financial statements are being prepared for a specific time period. Therefore, it is more prone to view the incorrect financial results or cash flows.
4. The preparers of financial statements can easily manipulate the financial information in the financial statements which means financial statements can provide error and biased information to the decision makers. 
5. Sometimes the inflation influences greatly on financial statements. When the inflation goes up, the value of assets and liabilities should be changed (Theriou et al., 2011). But they are not being adjusted for inflation in the financial statements.
Therefore, these are some limitations of financial statements. Users should be more cautious while using the financial statements. They should observe other factors in pertinent to the elements of the financial statements. 














[bookmark: _Toc49126695]Conclusion
Financial statements are a useful key to evaluate the financial activities of an organisation. Besides, it also helps the users as well as the preparers to evaluate and regulate the financial transactions. With all the benefits, there are some shortcomings too. Financial statements do not show the future financial information of a company. Aside from that, without the financial statements it will be impossible to record the financial information in such an organised way. Although financial statements have some limitations, it can support the decision makers to make effective decisions by providing valuable information in the report format. 
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