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 Accounting fundamentals- Introduction
          
               
 The form adopted for present assignment is an essay and included theories, problems solving and explanation of point of view (workings), references of research materials was added at the end of this essay. 



In submitting this work I affirm that my work adheres to scholarly and intellectual standards of honesty and integrity. I affirm that this work is my work only and that in preparation of this work I have not consulted any person. I affirm that I have not plagiarised or mis-presented the ideas or language of someone else as my own and that I have fully and accurately attributed any ideas or text of others to the resources and documentated each source.
        
                                                         






                                                               Question 1.
The income statement will show all the revenue generated and expenses incurred by Wales plc for the year ending 31st December 2019. To capture the information correctly, we should first create adjusting entries to the trial balance (Chiappetta, et al., 2009). This will help capture all the transactions that might affect the journal entries.
	Adjusting journals

	account
	Debit
	Credit

	Administration expense  (Depreciation expense-Building)
	 £                                                         320.00 
	 

	Building accumulated depreciation
	 
	 £     320.00 

	 
	 
	 

	Cost of Sales (Depreciation on plant)
	 £                                                     2,560.00 
	 

	Plant accumulated depreciation
	 
	 £  2,560.00 

	 
	 
	 

	Administrative Expense( bad debt expense)
	 £                                                             0.24 
	 

	Allowance for doubtful accounts
	 
	 £          0.24 

	 
	 
	 

	 
	 
	 

	Administrative Expense( allowance for doubtful accounts )
	 £                                                         164.80 
	 

	Accounts receivables
	 
	 £     164.80 

	 
	 
	 

	Administration expense ( insurance fees outstanding)
	 £                                                             0.50 
	 

	Prepaid insurance
	 
	 £          0.50 



The company building depreciates at 2% per year on cost while the plant depreciates at 10% per year on cost. This brings the building and plant depreciation expenses to $320 and $2,560 respectively. The depreciation expenses are charged to the administrative expense and cost of sales respectively. An irrecoverable debt of $240 is written off and an allowance of receivables of 2% is made both of which are charged to the administration expense. At 31st December, the outstanding insurance fees were $500 and are also charged to the administration expense. Using the journal entries above, we can prepare the adjusted trial balance as shown below to reflect the new transaction (Wild, 2003).
	Wales Plc

	Adjusted Trial Balance

	As at 31st December 2019

	 
	 ,000 
	 ,000 

	Sales
	 
	 £               30,300.00 

	Cost of sales
	 £  18,780.00 
	 

	Distribution expense
	 £    2,160.00 
	 

	Administration expenses
	 £    3,405.54 
	 

	Land at cost
	 £  15,000.00 
	 

	Building at cost
	 £  16,000.00 
	 

	Building accumulated depreciation
	 
	 £                  4,580.00 

	Plant at cost
	 £  25,600.00 
	 

	Plant accumulated depreciation
	 
	 £                  7,520.00 

	Trade receivables
	 £    8,075.20 
	 

	Trade payables
	 
	 £                  4,480.00 

	Allowance for doubtful accounts
	 
	 £                          0.24 

	Prepaid insurance
	 
	 £                          0.50 

	Inventory at 31st December 2019
	 £    3,120.00 
	 

	Bank
	 £        320.00 
	 

	1 ordinary shares
	 
	 £               29,000.00 

	Share premium
	 
	 £                  5,000.00 

	Retained profits at 1 January 2019
	 
	 £                  8,380.00 

	12% debentures 2024
	 
	 £                  4,000.00 

	Debenture interest paid
	 £        240.00 
	 

	Dividends paid
	 £        560.00 
	 

	 
	 £  93,260.74 
	 £               93,260.74 



Using the adjusted trial balance shows above, we can then prepare the company’s income statements for the period ending on 31st December 2019 as shown below.




	Wales Plc

	Income statement

	As at 31st December 2019

	 
	,000
	 ,000

	Sales
	 £                 -   
	 £               30,300.00 

	Cost of sales
	 £  18,780.00 
	 

	Gross profit
	 
	 £               11,520.00 

	Distribution expense
	 £    2,160.00 
	 

	Administration expenses
	 £    3,405.54 
	 £                  5,565.54 

	Operating profit
	 
	 £                  5,954.46 

	Income tax liability
	 £    1,600.00 
	 

	Net profit
	 
	 £                  4,354.46 


The company generated $30.3 million in revenue and incurred a cost of sales of $18.78. This brings the gross profit margin to $11.52 million. The company incurred $5.565 million in operating expenses bringing its operating profits to $5.954 million. The company’s tax liability for the year was $1.6 million bringing the net profit margin to $4.354 million.

Question 2
Jerry Plc supplies household and personal care products to large retailers in the UK and Europe. The company is contemplating expanding its operations into America. This will help the company gain more market and increase their revenue. The management team should closely evaluate their financial performance before they can go on with the expansion. The company can use financial ratios to analyse its performance over time and also compare it with other companies in the same industry. Using financial ratios, the management team can evaluate the company’s profitability, liquidity, leverage, and efficiency. This can help make better operational decisions that would eventually lead to better financial performance. Sung items included in Jerry’s Plc income statement and statement of financial position for the 2018 and 2019 financial years, we can determine the company’s performance over the two years.  This information can be used by both internal and external users to make better decisions. The following are some of the common financial ratios for the two years under review.

Part A.
	 
	 
	 
	Year

	 
	Financial ratio
	Formula
	2019
	2018

	1
	 Return on capital employed
	(Operating profit/ capital employed)*100
	17%
	22%

	2
	 Return on equity
	net income/shareholders’ equity
	14%
	23%

	3
	 EPS
	net income/ number of shares outstanding
	0.72
	1.03

	4
	 Gross profit margin
	gross profit/ total sales revenue
	38.26%
	38.39%

	5
	 Asset turnover
	net sales/ average total assets
	1.73
	-

	6
	 Stock holding period
	(inventory/ cost of sales)*365
	46
	50

	7
	 Debtors collection period
	(Account receivables/ sales )*365
	84
	86

	8
	 Current ratio
	current assets/ current liabilities
	1.02
	1.05

	9
	 Gearing
	debt /equity
	207%
	266%

	10
	 Interest cover
	EBIT/interest expense
	114.00
	7.49



Part B.
Financial ratio interpretation
After calculating the financial ratios, users must interpret what they mean. This allows them to easily assess the company’s performance and make more informed decisions. The return on the capital employed ratio is to assess the company's profitability by evaluating how well the company can generate profits form the capital employed (Cpaclass.com, 2019). The ratio allows managers o determine the company’s long term profitability since it factors in long term financing. The capital employed is calculated by subtracting the current liabilities from total assets. The ratio is calculated by dividing the net profits earned by the company by the total capital employed. Jerry’s plc ROCE decreased form 225 in 2018 to 17% in 2019. Even though the company posted high profitability, its performance declined over the period under study.
The return on equity evaluates how well Jerry plc utilises its shareholders' equity to generate profits. The ratio is calculated by dividing the company’s net income by the total shareholders’ equity. Jerry's plc return on equity decreased from 23% in 2018 to 14% in 2019. The Eps measures the amount of monetary returns earned by each share of common stock. The ratio is calculated by dividing the net profits earned by the company by the number of outstanding shares (Chen & Shimerda, 1981). Jerry’s plc Eps decreased from $1.03 in 2018 to $0.72 in 2019.
The gross profit margin is a profitability ratio that evaluates the profits realised after deducting the cost of goods sold. This is conservative profitability ratios sic it does not factors the operating expenses, taxes, or interest earned on the company’s liability (Corporatefinanceinstitute.com, 2019). Jerry plc gross profit margin decreased slightly from 38.39% in 2018 to 38.26% in 2019. This means that the company was able to retain almost similar profits after settling the cost of goods sold for two years.
The assets turnover is an efficiency ratio that evaluates Jerry’s plc ability to generate sales from their assets. The ratio is calculated by dividing the company sales revenue by the average total assets (Melville, 2017). The company had an asset turnover of 1.73 in 2018. We cannot determine the company’s assets turnover in 2018 because we don’t have the company’s total assets by the end of the 2017 financial year.
Stok holding period is an efficiency ratio that determines the average time jerry plc holds its inventory. The ratio is calculated by dividing the amount of inventory by the cost of sales and multiplying it by 365 (Wild, 2003). The company’s stock holding period decreased from 50 to 46 days in 2018 and 2019 respectively. The debtor collection period is also another efficiency ratio that determines the amount it takes for the company to collect its debts. The ratio is calculated by dividing the company’s account receivables by its sales revenue and multiplying it by 365. Jerry's plc debt collection period decreased form 86 days in 2018 to 84 days in 2019.
The current ratio is a liquidity ratio that determines Jerry’s plc ability to settle their short term liabilities using their current assets. The ratio is calculated by dividing the company’s current assets by its current liabilities (Bragg, 2018). Jerry plc's current ratio decreased slightly from 1.05 in 2018 to 1.02 in 2019. Jerry’s plc current ratio is above 1 for both years under review meaning it has enough current assets they can use to settle their all liabilities due within a year.
Gearing ratio is a leverage ratio that determines the amount of debt compared to equity held by the company (Bizstats.com, 2019). This ratio helps financial ratio users determine how the company finances its assets. Jerry's plc gearing ratio decreased from 266% in 2018 to 207% in 2019. This shows the company was financing the majority of its assets suing debt facility. The amount of debt however decreased slightly over the two years. The interest cover ratio determines the company’s ability to pay off interest expenses when they become due. The ratio is calculated by dividing the company’s earnings before interest and taxes by its interest expense. Jerry plc interest covers increased from 7.49 times in 2018 to 114 times in 2019. This means the company had more income at its disposable to pay off its interest expense
Generally, the company probability decreased from 2018 to 2019 as indicated by the company gross profit margin, ROCE, ROE ad Eps. The company was however more efficient in collecting its debt and selling off its inventory. The company liquidity remained fairly stable while its level of leverage decreased slightly over the two years.



[bookmark: _GoBack]QUESTION 3
Part A: User groups of company accounts
Financial information helps users make better decisions. Financial information users are divided broadly into internal and external users. Internal users include shareholders, managers, and employees while external users include creditors, investors, regulatory bodies, government agencies, and trading partners. Each group of users uses financial information differently to make better operational decisions. The following are some of the users of financial information.
Owners and shareholders
Owners invest capital in the business in the hope of generating returns in the future. They must, therefore, track the company’s performance over time to make better about their equity and investments. This allows them to make better operational decisions and vote on corporate matters. The balance sheet shows all the assets, equity, and liabilities held by the company (Chea, 2011). The income statement shows all the revenues generated and expenses incurred by the company over the period under study. The statements of cash flows show cash generated and spent during the financial period. Owners and shareholders can also use financial ratios to determine the company’s profitability, liquidity, efficiency, and leverage. All these insights help them decide whether to increase their investment or pull their capital form the company.
Managers
Managers are responsible for the daily operations of the company. They are tasked with planning, staffing, organizing, and monitoring the daily operations of the company on behalf of owners. Managers are tasked with optimally allocating resources to different departments in order to maximise returns for shareholders (Accountingverse.com, 2019). They rely on company accounts on various processes, products, activities, and departments to develop a budget for the company. They also rely on financial information to price products and sources for more capital. Mangers also use financial information to evaluate the company’s past performance and compare it with other companies in the same industry.
Lenders
Companies use a combination of debt and equity financing to fund their operations. Lenders allow companies to borrow funds to fund their projects in return for interest. Lenders must, therefore, evaluate the company’s ability to pay the principal borrowed and interest accrued on their debt (Chea, 2011). Lenders such and banks use company accounts to determine the company's profitability, liquidity, and leverage levels. The company’s profitability help lenders determine how much profit they earn. Liquidity ratios help determine the company’s ability to settle short term financial obligations. Lenders use leverage ratios to determine the company debt levels and the ability to settle long term financial obligations. This minuses cases of default.


Part B: Advantages and disadvantages of a highly regulated financial reporting regime.
Financial reporting allows businesses to communicate their financial performance to internal and external users. If left unregulated, many companies would adopt different mechanisms to report their financial performance. There is a need to harmonise the process of financial reporting. Following a strict reporting regime has its benefits and drawbacks.
Following strict reporting standards helps improve reliability. Since all companies will have to follow the same specific format, it becomes easy for users and preparers to rely on the statements that are generated.  Following such a regime increases the level of comparability. Since all firms use the same procedure, users can compare the performance of different companies even in different industries (Benston, et al., 2006). Prepares can also compare their performance with other companies in the same industry. Following a strict reporting regime to prevent fraud and manipulation by preparers. Sine companies are expected to follow a specific format, it becomes hard to manipulate the results. This makes financial information more credible. Following a strict regime helps auditors perform their job. All they need to do is ensure the company follows the laid down procedures when preparing their financial reports. This increases the level of accountability in the company.
Following a strict accounting regime increases the cost of preparation. Companies must employ highly skilled employees to capture all their transactions and prepare their financial reports (Toppr.com, 2018). The high cost eats into the company profits. Following a strict financial reporting regime means there are few or no alternatives. Users also need to have the right knowledge to interpret financial statements.
Part C: Limitations of financial statements
Even though financial reports give information about the financial performance of a company they have their limitation.  The primary limitation of the financial reports is over-reliance on historical costs (Wallstreetmojo.com, 2020). The financial reports ruse historical costs to record the value of assets, company liabilities, and equity all of which change over time. This can be misguiding especially when there is a large item in the financial report.
Financial reports do not factor in the level of inflation in the economy. Inflation refers to the continuous rise in prices of goods and services in the economy. When there is a high level of inflation, then the value of assets, liabilities, and equity decreases and vice versa. This inflation is not factored in the financial reports and ca be misguiding to a user.
Financial reports do not record intangible assets. This includes items such as company brand equity and goodwill. This underestimates the value of the business (Bragg, 2018). The majority of financial reports are based on a specific period. Looking at the time period can be misleading to a user and lead to the poor decision in the future. Since the majority of information recorded in financial reports are based on historical values, it becomes difficult for the company to use them to predict future performance. Financial reports are also subject to fraud. There have been many cases of financial reporting fraud that has led to huge losses in the market.
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