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	Question 1:
	
	
	
	
	

	
	
	
	
	
	
	

	Wales Plc
	
	
	
	
	
	

	Income Statement
	
	
	
	
	

	For the year ended December 31, 2019
	£' 000
	£' 000
	£' 000

	
	
	
	
	
	
	

	Sales
	
	
	
	
	30,300
	

	Less: Cost of Sales [w1]
	
	
	
	-18,780
	

	Gross Profit
	
	
	
	11,520
	

	Operating Expenses:
	
	
	
	

	Distribution expenses
	
	-2160
	
	

	Administration expenses [w2]
	
	-3640.5
	
	

	Total Operating Expenses
	
	
	-5800.5
	

	Net Profit before interest and tax
	
	5,720
	

	Interest on debentures [w3]
	
	
	-480
	

	Net Profit before tax
	
	
	5,240
	

	Tax Expense
	
	
	
	-1600
	

	Net Profit after tax
	
	
	
	3,640
	

	Dividend
	
	
	
	
	-560
	

	
	
	
	
	
	3,080
	

	
	
	
	
	
	
	



	Wales Plc
	
	
	
	
	

	Statement of Financial Position
	
	
	
	
	

	For the year ended December 31, 2019
	
	
	
	
	

	
	
	
	
	
	

	Non- Current Assets:
	
	£ '000
	£ '000
	£ '000
	

	Land
	
	
	       20,000 
	
	

	Buildings at cost
	
	16000
	
	
	

	Less: Accumulated Depreciation [w4]
	
	-4580
	
	
	

	Carrying Amount of Building
	
	
	11420
	
	

	Plant at cost
	
	25600
	
	
	

	Less: Accumulated Depreciation [w5]
	
	-7520
	
	
	

	Carrying Amount of Plant
	
	
	18080
	
	

	Total Non- current assets
	
	
	
	    49,500 
	

	
	
	
	
	
	

	Current Assets:
	
	
	
	
	

	Inventory
	
	
	3120
	
	

	Trade Receivables [w6]
	
	8000
	
	
	

	Less: Allowance for receivables
	
	-160
	
	
	

	Net Trade Receivables
	
	
	7840
	
	

	Bank
	
	
	320
	
	

	Total Current Assets
	
	
	
	11280
	

	Total Assets
	
	
	
	    60,780 
	

	
	
	
	
	
	

	Liabilities and Equity
	
	
	
	
	

	Current Liabilities:
	
	
	
	
	

	Trade Payables
	
	
	4480
	
	

	Insurance Fee Outstanding
	
	
	0.5
	
	

	Income Tax Liability
	
	
	1600
	
	

	Accrued Interest on Debentures [w7]
	
	
	240
	
	

	Total Current Liabilities
	
	
	
	6320.5
	

	
	
	
	
	
	

	Non- Current Liabilities:
	
	
	
	
	

	12% Debentures 2024
	
	
	4000
	
	

	Total Non- Current Liabilities
	
	
	
	4000
	

	Total Liabilities
	
	
	
	10320.5
	

	
	
	
	
	
	

	Equity:
	
	
	
	
	

	£1 ordinary shares
	
	
	29000
	
	

	Share Premium
	
	
	5000
	
	

	Revaluation Surplus
	
	
	5000
	
	

	Retained Profits [w8]
	
	
	11,460
	
	

	
	
	
	
	50459.5
	

	
	
	
	
	60780
	

	
	
	
	
	
	












Working Notes:
W1: Cost of Sales
	Unadjusted Cost of Sales
	   16220

	Depreciation for Plant (£25600 * 10%)
	2560

	
	
	
	18780

	
	
	
	


W2: 
	Working for Administration Expenses

	
	
	
	

	Unadjusted expenses
	2920

	Irrecoverable debt
	
	240

	Allowance for receivables [(8240-240) * 0.02]
	160

	Insurance fee
	
	0.5

	Depreciation for building (16000*0.02)
	320

	Revised Expense
	
	3640.5



W3: Interest on Debentures: (4000*0.12)
W4: Accumulated Depreciation on Buildings: 4260+320 = 4580
W5: Accumulated Depreciation on Plant: 4960+2560 = 7520
W6: Trade Receivables: 8240-240 = 8000
W7: Accrued Interest on Debentures: 480-240 = 240
W8: Retained Profits: 8380 + 3080 = 11460



Question 2:

	Ratio Analysis

	

	Return on Capital Employed: [PBIT / Capital Employed]

2018: 29.7/145.4 = 20%

2019: 23/135.1 = 17%

Return on Capital Employed is a Profitability ratio which measures how efficiently can a company generate profits by using its Capital employed. Return on Capital Employed of Jerry Plc reflects that the Company was able to generate a profit of 20% by using its employed capital in 2018 however in 2019, this ratio reduced from 20% to 17%. The reduction was because the Net Profit in 2019 decreased by 30% i.e. [(18.3 – 12.9) /18.3] mainly because of the increase in Distribution costs, Administration expenses and the Tax expense in 2019. The ratio was also affected because the Capital Employed also reduced from £145.4 million in 2018 to £135.1 million in 2019. Capital Employed comprises of Long-term Liability and Equity owned by the Company. The long-term liabilities have reduced over the one-year period from £65.1 million to £41.9 million whereas an increase in Retained Profits has been seen from £5.3 million in 2018 to £18.2 million in 2019 which has been the main reason for this fluctuation in Capital Employed.

Corporate Finance Institute. 2020. Return On Capital Employed - Learn How To Calculate ROCE. [online] Available at: https://corporatefinanceinstitute.com/resources/knowledge/finance/return-on-capital-employed-roce/. 


Return on Equity: (Profit after tax / shareholders’ equity) * 100

2019: 12.9/93.2 = 14%

2018: 18.3/80.3 = 23%

Return on Equity reflects a company’s ability to turn its equity investments into profits. Following the trend, the Company’s Return on Equity has also reduced from 23% in 2018 to becoming 14% in 2019 which reflects a 39% reduction. Return on Equity is computed using Profit after tax and the Shareholders’ Equity. Although the Shareholders’ Equity has increased from £80.3 million in 2018 to £93.2 million in 2019 but the reduction of 30% in Profit after tax was so large that it led to a decrease in the overall Return on Equity. This shows that although the Company’s Equity investment improved over the one-year period, the Company was still not able to make more profits from the increased equity because of an increase in the expenses in 2019.

Corporate Finance Institute. 2020. Return On Equity (ROE) - Formula, Examples And Guide To ROE. [online] Available at: https://corporatefinanceinstitute.com/resources/knowledge/finance/what-is-return-on-equity-roe/.
 



Earnings Per Share: Net Income / No of shares outstanding
2019: 12.9/17.8 = 0.724719
2018: 18.3/17.8 = 1.02809
Earnings Per Share for this Company were £1.028 in 2018 but then reduced to £0.724 in 2019. It is used to measure the amount of net earnings the Company has generated for each share it holds. Earnings per share is computed by using Net Income and number of shares a company has issued. The EPS of the Company has reduced in 2019 because the Net Income reduced from £18.3 million in 2018 to £12.9 million in 2019 due to a rise in expenses in 2019, as has been mentioned earlier.

The Economic Times. 2020. What Is Earnings Per Share (Eps)? Definition Of Earnings Per Share (Eps), Earnings Per Share (Eps) Meaning - The Economic Times. [online] Available at: https://economictimes.indiatimes.com/definition/earnings-per-share-eps.


Gross Profit Margin ratio: GP/ Sales
2019: 191.8 / 501.3 = 38%
2018: 186.9 / 486.8 = 38%
Gross Profit Margin ratio reflects the percentage profit a company has earned over its total sales. The Gross Profit Margin ratio of this Company has remained the same over the 2 years because although the Company experienced an increase in the total Sales in 2019 if compared with 2018, but the increase in expenses from 2018 led the overall Gross Profit to decrease. The increase in Sales in 2019 was offset by an increase in the Cost of Sales thereby keeping the Gross Profit Margin ratio to be the same as that of 2018. 

Accounting for Management. 2020. Gross Profit Ratio (GP Ratio) - Formula, Explanation, Example And Interpretation | Accounting For Management. [online] Available at: https://www.accountingformanagement.org/gross-profit-ratio/#:~:text=Gross%20profit%20ratio%20(GP%20ratio)%20is%20a%20profitability%20ratio%20that,profit%20figure%20by%20net%20sales.




Asset Turnover: Net Sales / Average Total Assets
2019: 503.1 / 286.1 = 1.752185
2018: 486.8 / 293.8 = 1.656909
Asset Turnover is a ratio which measures how efficiently a company uses its assets to generate sales. In case of Jerry Plc, the Asset Turnover has increased from 1.6569 in 2018 to 1.7522 in 2019. This is because the Sales in 2019 have increased from £486.8 million to £501.3 million. This increase in Sales was witnessed even though the Total assets owned by the Company reduced from £293.8 million in 2018 to £286.1 million in 2019. This shows that the Company has utilised its assets more efficiently in 2019 therefore it was able to generate an increased amount of Sales with a reduced amount of total assets.

My Accounting Course. 2020. Asset Turnover Ratio | Analysis | Formula | Example. [online] Available at: https://www.myaccountingcourse.com/financial-ratios/asset-turnover-ratio.


Inventory Turnover in days: 365 / [Cost of Sales / Average Stock]
2019: 365 / [309.5 / 38.8] = 45.75767 or 46 days
2018: 365 / [299.9 / 41.1] = 50.02167 or 50 days
Stock Holding Period is a ratio which tells the average number of days for which the Stock was held in hand by a Company before being sold out. The Stock Holding Period in 2018 was approximately 50 days which shows that the Company used to hold stock for around 50 days before selling it out to the customers. This ratio improved in 2019 as the Company was now holding stock only for a period of around 46 days before the stock was being sold to the customers. A decrease in the number of stock holding period in days shows that the Company has improved its ability to sell this stock and has improved its efficiency of converting its goods into sales. 

My Accounting Course. 2020. Asset Turnover Ratio | Analysis | Formula | Example. [online] Available at: https://www.myaccountingcourse.com/financial-ratios/asset-turnover-ratio.



Debtors Collection Period: 365 / [Net credit sales / average debtors]
2019: 365 / [501.3 / 114.9] = 83.65949 or 84 days
2018: 365 / [486.8 / 114.7] = 86.00144 or 86 days
Debtors Collection Period is a ratio which reflects the average number of days in which the debtors of the Company pay off their debts. The debtor collection period was initially 86 days in 2018 which was then reduced to around 84 days in 2019. This shows that the average collection period the Company had for collecting money from its credit customers was reduced by 2 days from 2018. The Company therefore has improved its efficiency with respect to collection of its trade debts.

Learnmanagement2.com. 2020. Debtor's Collection Period. [online] Available at: https://www.learnmanagement2.com/Activityratios_debtors%20collection%20period.html.

 
Current Ratio: Current Assets / Current Liabilities
2019: 153.9 / 151 = 1.019205
2018: 156.5 / 148.4 = 1.054582
Current Ratio is a measure used to evaluate a company’s ability to pay its short-term debts. A Current ratio of less than 1 reflects that a company might face problems in paying off its short-term debts. In case of Jerry Plc, the Current Ratio of the Company was 1.05 in 2018 which then slightly reduced to 1.02 in 2019. The Current Ratio is computed using the Current Assets and the Current Liabilities of a Company. The reason for a slight reduction in this ratio is that the Current Assets have reduced from £156.5 million in 2018 to £153.9 million in 2019 while the Current Liabilities have simultaneously increased from £148.4 million in 2018 to £151 million in 2019. Therefore, the ability of Jerry Plc to pay its short-term debts using its current assets, has reduced over the one-year period.

Corporate Finance Institute. 2020. Current Ratio Formula - Examples, How To Calculate Current Ratio. [online] Available at: https://corporatefinanceinstitute.com/resources/knowledge/finance/current-ratio-formula/.


Gearing ratio: Long term liability / Capital Employed
2019: 41.9 / 135.1 = 31%
2018: 65.1 / 145.4 = 45%
Gearing ratio is an assessment of the company’s level of long-term debt compared to its equity capital. It measures the degree to which the activities of a company are financed by long-term debt. In case of Jerry Plc, the gearing ratio of the Company was 45% in 2018 which reflected that 45% of the activities of the Company are financed by debt whereas this ratio reduced in 2019 to 31% which reflected that the Company’s gearing in 2019 has improved as now its reliance on long-term debt has reduced from 45% in 2018 to 31% in 2019. The gearing ratio is computed using the long- term liabilities of the company as a ratio of the total Capital Employed. The long-term liabilities of the Company have reduced by from £65.1 million in 2018 to £41.9 million in 2019. This shows that out of the total Capital employed of £145.4 million in 2018, 45% of this was supported by long-term liabilities whereas in 2019, out of the total Capital employed of £135.1 million, only 35% was financed by long-term liabilities. This means that the Company’s dependence on liabilities has reduced over the period of one year thereby improving its financial gearing.

tutor2u. 2020. Gearing Ratio | Business | Tutor2u. [online] Available at: https://www.tutor2u.net/business/reference/gearing-ratio#:~:text=Gearing%20focuses%20on%20the%20capital,financial%20stability%20of%20a%20business.

Interest Cover: Earnings before interest and taxes ÷ Interest Expense
2019: 23 / 0.2 = 115 times
2018: 29.7 / 3.5 = 8.485714 times


Interest Cover is a ratio which denotes how easily can a company pay interest on its outstanding debts. The higher the Interest Cover, the better able is the company to pay off its Interest cost. In 2018, the Company’s Interest cover ratio was 8.5 times which showed that the Company has enough earnings to cover its interest costs 8.5 times in a year. However, this ratio significantly increased to 115 times in 2019 because of the major reduction in the finance cost in 2019. The finance cost reduced from the level of £3.5 million in 2018 to becoming only £0.2 million in 2019. This major reduction in the finance cost of the Company led the Company to improve its Interest Cover ratio as now in 2019, the Company is in a position to cover its interest costs 115 times in one year.

Investopedia. 2020. Why The Interest Coverage Ratio Matters. [online] Available at: https://www.investopedia.com/terms/i/interestcoverageratio.asp#:~:text=The%20interest%20coverage%20ratio%20measures,payment%20with%20its%20available%20earnings.&text=The%20ratio%20is%20calculated%20by,expenses%20for%20the%20same%20period.





Question 3: 

(a) User Groups Interested in Information provided in the financial statements:

· Shareholders:
Shareholders of a company are also known as the owners of the business as they have invested their funds in the company in the form of capital. As the shareholders have a personal financial interest in the company therefore, they are keen to know what the financial performance of the company is. Shareholders can benefit by holding the shares of the company in the form of dividend and also by getting a higher price for the shares they hold when they decide to sell them in the market. The shareholders analyse the financial statements and assess the information related to what is the profit the company has earned over a period of time, what the likelihood of the company paying dividends to its shareholders and what are the Earnings per Share of the company. 

BusinessDictionary.com. (2019). What is shareholder? definition and meaning. [online] Available at: http://www.businessdictionary.com/definition/shareholder.html.


· Lenders:

Lenders of a company are those parties which have lent any sum of money to the business for example banks. They are known as the stakeholders of the business because they carry a financial interest in the company to which they have lent money. They are interested in ensuring that the money they have lent to the company is safe and will be returned to these lenders on time. The lenders are also interested in knowing whether the company will be able to make timely interest payments as soon as it gets due every year. Lenders can address their concerns by analysing the financial statements of a company to check whether the company earns enough profits each year to be able to bear the burden of interest payments as well as the loan repayment. It can assess this by looking at the Interest Cover ratio of the company. Moreover, the lenders need to make sure that the company to which they are lending money, is not highly indebted. This is because if the company has already taken multiple loans from various lenders then the chance of repayment reduces because of the debt burden the company already has. Therefore, lenders can look at the financial statements of the company to assess whether it is highly indebted or not.

Bragg, S. (15AD). Lender. [online] AccountingTools. Available at: https://www.accountingtools.com/articles/2017/5/9/lender#:~:text=A%20lender%20is%20an%20entity>. 



· Government:
The government has a financial and a non- financial interest in every company operating in its country. It is interested in the amount of tax it has to collect from different companies therefore it assesses the financial statements of a company to ascertain the amount of tax each company is liable to pay. Furthermore, the government is also interested in knowing whether every company operating in the country is compliant with the laws with respect to the financial reporting requirements and other applicable laws on the company as the whole. The government ensures compliance with laws and regulations by going through the financial statements of the company and can also identify if that company has been subject to any penalty due to the non- compliance with any of the legal or regulatory requirement. 


(b) Advantages of a highly regulated financial regime:

A highly regulated financial regime is controlled and monitored by the government to ensure that all the rules and laws governing financial reporting are being complied with. There are several advantages of a highly regulated financial regime. When the companies are operating in a highly regulated regime, they tend to comply with all the financial reporting requirements that have been laid down by the government. This leads the companies presenting their financial statements in an accurate manner and reduces the risk of window dressing of financial statements. This further helps the users of the financial statements by being comfortable about the accuracy of information contained therein. If the financial regime is regulated by a single regulator, the users of the financial statements will know that a same set standard or a pattern is followed by each company to present the financial information they have. Therefore, it can be easier for the users to read and understand the financial information for all the companies. The users can also benefit by being easily able to compare the information given in the financial statements of two companies as the presentation criteria will be uniform since it has been issued by a common regulator. A highly regulated financial regime will also be beneficial for the preparer of the financial statements as they will have a fixed format which is to be followed to present their financial statements. They will also benefit as now they have predetermined treatments and set rules for every transaction or any financial event that takes place in their business. Preparers of the financial statements will not be confused about accounting treatments or presentation methods since they have been defined well by the regulator. 

Disadvantages of a highly regulated financial regime:

Besides the advantages of a highly regulated financial regime, there are numerous disadvantages that accrue to the preparer and the users of the financial statements. A highly regulated financial regime requires a lot of red-tapism for the preparers of the financial statements and demands excessive paperwork and tedious procedures. The preparers are also under serious pressure to comply with the regulatory reporting requirements and to meet the reporting deadlines in order to avoid penalties. 
The laws and regulations concerning financial reporting are too complex that a layman or a person without specialised subject knowledge can not easily read and understand the information presented in the financial statements. Also, the regulatory requirements with respect to financial reporting are so strict and highly monitored, that the preparer of the financial statements cannot tailor their presentation to make them easily understandable for the users of these financial statements. If the financial reporting regime is regulated by multiple regulators, then the preparer will find it very difficult to meet the requirements of all these regulators and might have to prepare different sets of financial statements. This type of reporting where the financial statements have been prepared to meet the requirements of multiple regulators will also confuse the users of financial statements and will make it difficult for them to analyse the data presented by the preparer.


 Eling, M. and Pankoke, D. (2014). COSTS AND BENEFITS OF FINANCIAL REGULATION -AN EMPIRICAL ASSESSMENT FOR INSURANCE COMPANIES WORKING PAPERS ON RISK MANAGEMENT AND INSURANCE NO. 149 EDITED BY HATO SCHMEISER CHAIR FOR RISK MANAGEMENT AND INSURANCE. [online] Available at: https://www.alexandria.unisg.ch/238472/1/Costs%20and%20Benefits%20of%20Financial%20Regulation%20%E2%80%93%20An%20Empirical%20Assessment%20for%20Insurance%20Companies.pdf>. 

(c) Limitations of Financial Statements:
Financial Statements of a company are subject to the following limitations:
· Historic Data: if a potential investor is looking at the financial statements of a company in order to determine whether an investment in the company will be worthwhile in future, they will not be able to get an idea about the future projections regarding the company’s profitability or its performance because financial statements comprise of historic data and do not hold any information about the projected financial information of the company on the basis of which a person can decide whether or not to invest in the shares of that company. 
· Difficult to read and interpret: The financial statements present financial information and complex data which can not be interpreted easily by an ordinary man without professional or specialised knowledge in the field of finance. This results in the users of financial statements being limited to a small number of people who can read, understand and comprehend the information presented in the financial statements and can effectively use it. 
· Ignorance of impact of inflation: Inflation is a very common phenomena in every economy. The financial statements of a company fail to include the impact of inflation in the value of its assets, liabilities and equity shown on the Statement of Financial Position of the company. This results in the values of its assets, liabilities and equity not reflecting their true values in today’s terms.
· Subject to Fraud: the financial statements of every company are prepared by its own management and employees who can be under a pressure to report high figures of profit earned each year by the Company in order to reflect a good performance shown by the company at an overall level. This means that the figures reported in the financial statements are subject to fraud and misrepresentation. 
· Absence of discussion of non- financial issues: the financial statements of a company are primarily focused on the financial performance of the company and do not discuss the non- financial issues such as the impact the operations of the company are having on the external environment, how is the company positively or negatively impacting the local community as a whole or how is the company contributing towards the growth of the economy at an overall level. Businesses which are producing goods at a large scale and are also a major exporter of the country might be polluting the environment significantly and might be using up a lot of non- renewable natural resources which means they are leaving a negative footprint on the environment as a whole. However, this fact will never be highlighted in the financial statements of a company.
· Time Specific: the financial statements of a company are time specific which means they represent the financial results for only one or two particular years. This increases the risk of an incorrect investment decision being taken by a prospective investor who will base his decision only on the basis of the financial information specific to those one or two years that have been presented. If the company has experienced high sales or bumper profits during this time period whereas it’s either a loss making company or a company earning nominal profits, then a prospective investor would be led towards making an uninformed decision based on limited information the financial statements are presenting. 

Bragg, S. (2018). AccountingTools. [online] AccountingTools. Available at: https://www.accountingtools.com/articles/limitations-of-financial-statements.html.

