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[bookmark: _Toc48833606]Question 1
Prepare Wales plc’s income statement for the year ended 31st December 2019 and a Statement of Financial Position as at that date. 
The reporting of an organisation’s financial performance as well as financial position is categorised as a mandatory function (Hoque, 2017). However, the reporting of finances of an organisation is done by the medium of preparing financial statements. The key ones of these statements include statement of financial position, statement of income and lastly, the statement of cash flows. In the statement of income, the revenues of an entity are recorded followed by reducing the costs from it in order to derive the net income within it (Robinson, 2020). However, in the statement of financial position, organisations are able to record as well as evaluate the wealth and liabilities held within them at a specific time (Daniel et al., 2017). The statement of cash flows, contrastingly, shows a record of the increases as well as decreases in the flow of cash within an organisational context.
There is a range of accounting standards in addition to large number of provisions stated within the Companies Act 2006, which need being followed to create financial statements (Tsagas, 2018). In the below section, there is a statement of income and the statement of financial position presented for Wales plc by considering the provisions mentioned in Companies Act 2006 -
Statement of Income for Wales Plc for the period ending Dec 31st, 2019
	Particulars
	Amount (’000)
	Amount (’000)
	Amount (’000)

	Revenue from operations (Sales)
	
	
	£ 30,300.00

	Cost of Sales
	
	
	

	Cost of Goods (Opening stock - Closing stock + Purchases)
	£ 16,220.00
	
	

	Add - Depreciation charged to plant (10%)
	£ 2,560.00
	£ 18,780.00
	- £ 18,780.00

	Gross profit
	
	
	£ 11,520.00

	Operating costs & expenses
	
	
	

	Costs spent on distribution
	
	£ 2,160.00
	

	Costs spent on administration
	£ 2,920.00
	
	

	Add - Insurance expenses outstanding
	£ 500.00
	
	

	Add - Irrecoverable or bad debts
	£ 240.00
	
	

	Add - Allowance provided for bad debts
	£ 160.00
	
	

	Add - Depreciation charged to buildings (2%)
	£ 320.00
	£ 4,140.00
	- £ 6,300.00

	Profit before Interests and Taxes (Operating profit)
	
	
	£ 5,220.00

	Less - Interest paid for debentures (12%)
	
	
	- £ 240.00

	Profit before Taxes (PBT)
	
	
	£ 4,980.00

	Less - Income taxes for the year
	
	
	- £ 1,600.00

	Profit after Taxes (PAT)
	
	
	£ 3,380.00


Table 1: Statement of Income
Working notes -
W1: 
Depreciation charged to plant (10%)
= 10 ÷ 100 * £ 25600000
= 0.1 * £ 25600000 
= £ 2560000
W2:
Depreciation charged to plant (10%)
= 2 ÷ 100 * £ 16000000
= 0.02 * £ 16000000 
= £ 320000
W3:
Cost of Sales
= Cost of Goods Sold + Depreciation charged to plant (10%)
= £ (16220000 + 2560000)
= £ 18780000
W4: 
Allowance provided for bad debts
= 2 ÷ 100 * (Total receivables - Irrecoverable debts)
= 0.02 * £ (8240000 - 240000)
= £ 160000
W5:
Costs spent on administration
= Administrative expenses + Insurance expenses outstanding + Irrecoverable or bad debts + Allowance provided for bad debts + Depreciation charged to buildings (2%)
= £ (2920000 + 500000 + 240000 + 160000 + 320000)
= £ 4140000
W6:
As dividends paid by a company are part of its profits, the amount of dividends has been excluded from the statement of income of Wales plc. Payment of dividend to shareholders is not any expenses incurred, due to which it has not been incorporated in this financial statement.
Statement of Financial Position for Wales Plc as at Dec 31st, 2019
	Particulars
	Amount (’000)
	Amount (’000)

	(I) ASSETS
	
	

	(a) Long-term or Fixed Assets
	
	

	Land valued at original cost
	£ 15,000.00
	

	Add - Value of land appreciated 
	£ 5,000.00
	£ 20,000.00

	Buildings valued at original cost
	£ 16,000.00
	

	Less - Amount of depreciation accumulated on buildings
	- £ 4,260.00
	

	Less - Depreciation charged to buildings (2%)
	- £ 320.00
	£ 11,420.00

	Plant valued at original cost
	£ 25,600.00
	

	Less - Amount of depreciation accumulated on plant
	- £ 4,960.00
	

	Less - Depreciation charged to plant (10%)
	- £ 2,560.00
	£ 18,080.00

	
	
	£ 49,500.00

	(b) Current or Short-Term Assets
	
	

	Accounts receivable (Debtors)
	£ 8,240.00
	

	Less - Irrecoverable or bad debts
	- £ 240.00
	

	Less - Allowance provided for bad debts
	- £ 160.00
	£ 7,840.00

	Closing stock (inventories)
	
	£ 3,120.00

	Cash at Bank
	
	£ 320.00

	
	
	£ 11,280.00

	Total Assets [(a) + (b)]
	
	£ 60,780.00

	(II) EQUITY & LIABILITIES
	
	

	(a) Long-term or non-current liability
	
	

	12% Debentures
	
	£ 4,000.00

	
	
	£ 4,000.00

	(b) Current or Short-term Liability
	
	

	Liabilities for income taxes
	
	£ 1,600.00

	Accounts payable (creditors)
	
	£ 4,480.00

	Insurance expenses outstanding
	
	£ 500.00

	Other accruals
	
	£ 3,880.00

	
	
	£ 10,460.00

	Net Assets
	
	£ 50,320.00

	(c) Equity Capital
	
	

	Ordinary shares valued at £1 per share
	
	£ 29,000.00

	Premium on share
	
	£ 5,000.00

	Retained profit
	
	£ 12,320.00

	
	
	£ 46,320.00

	Total equity and liabilities [(a) + (b) + (c)]
	
	£ 60,780.00


Table 2: Statement of Financial Position
Working notes -
W7:
Net valuation of land owned 
= Land valued at original cost + Value of land appreciated
= £ (15000000 + 5000000)
= £ 20000000
W8:
Net valuation of buildings owned 
= Buildings valued at original cost - Amount of depreciation accumulated on buildings - Depreciation charged to buildings (2%)
= £ (16000000 - 4260000 - 320000)
= £ 11420000
W9:
Net valuation of plant owned 
= Plant valued at original cost - Amount of depreciation accumulated on plant - Depreciation charged to plant (10%)
= £ (25600000 - 4960000 - 2560000)
= £ 18080000
W10: 
Accounts receivable (Debtors)
= Accounts receivable (Debtors) - Irrecoverable or bad debts - Allowance provided for bad debts
= £ (8240000 - 240000 - 160000)
= £ 7840000
W11:
Net assets 
= Total Assets - Total Liabilities
= £ (49500000 + 11280000) - £ (10460000 + 4000000)
= £ 50320000
W12:
The income taxes that are due for the year 2019 for Wales plc have been considered as current liabilities. It is because it is an immediate financial obligation of the organisation, which required being paid off during the near future and is not payable over the long-term. Income tax liabilities, as per Companies Act 2006, are usually considered as current liability.
W13:
Retained profit 
= Retained profit as on 1st January 2019 + Dividends paid to ordinary shareholders + Net profit earned for the year 
= £ (8380000 + 560000 + 3380000)
= £ 12320000

[bookmark: _Toc48833607]Question 2
(a) Calculating ratios
Jerry plc is a retail organisation operating within the context of UK as well as various other parts of Europe. The organisation is concerned with the supply of own labelled household goods along with personal care items. As stated by Arkan (2016), the calculation of ratios of an entity assist in the evaluation of its financial standing during a specific period while analysing the effectualness of its performance. Based upon the extracts within the latest financial statements of Jerry plc, the below are the financial ratios computed for the entity for both 2018 and 2019 -
	Financial ratios
	Formula used
	2019
	2018

	· Return on capital employed
	Profit Before Interest and Taxes (PBIT) ÷ Assets employed x 100 %
	= £23 million ÷ (£286.1 million  - 
£151 million) x 100 %
= 17.0244
= 17.02 %
	= £29.7 million ÷ (£293.8 million - 
£148.4 million) x 100 %
= 20.4264
= 20.43 %

	· Return on equity
	Profit After Taxes (PAT) ÷ Ordinary equity capital + Reserves x 100 %
	= £12.9 million ÷ £93.2 million x 100 %
= 13.8412
= 13.84 % 
	= £18.3 million ÷ £80.3 million x 100 %
= 22.7895
= 22.79 %

	· EPS (Earnings Per Share)
	Profit After Taxes (PAT) ÷ Number of ordinary shares outstanding 
	= £12.9 million ÷ 17.8 million
= 0.7247
= £0.72 
	= £18.3 million ÷ 17.8 million 
= 1.0280
= £1.03 

	· Gross profit margin
	Gross profit ÷ Net sales revenues x 100 %
	= £191.8 million ÷ £501.3 million x 100 %
= 38.2605
= 38.26 %
	= £186.9 million ÷ £486.8 million x 100 %
= 38.3935
= 38.39 %

	· Asset turnover ratio 
	Total sales revenues ÷ Assets employed
	= £501.3 million ÷ £286.1 million
= 0.0450
= 0.05 times
	= £468.8 million ÷ £293.8 million
= 0.0622
= 0.06 times

	· Stock holding period (inventory turnover period)
	Total average stock ÷ Cost of sales x 365 days
	= £38.8 million ÷ £309.5 million x 365 days
= 45.7576
= 45.76 days
	= £41.1 million ÷ £299.9 million x 365 days
= 50.0216
= 50.02 days

	· Debtors’ collection period
	Accounts receivable (debtors) ÷ Credit sales x 365 days
	= £114.9 million ÷ £501.3 million x 365 days
= 83.6594
= 83.66 days
	= £114.7 million ÷ £468.8 million x 365 days
= 86.0014
= 86 days

	· Current  ratio
	Current asset ÷ Current liability
	= £153.9 million ÷ £151 million
= 1.02
	= £156.5 million ÷ £148.4 million
= 1.05

	· Gearing ratio
	Total liability ÷ Total liability + Total equity capital x 100 %
	= £192.9 million ÷ £192.9 million + 
£93.2 million x 100 %
= 67.4239
= 67.42
	= £213.5 million ÷ £213.5 million + 
£80.3 million x 100 %
= 72.6684
= 72.67

	· Interest cover ratio 
	Earnings before interest (EBIT) ÷ Interest expenses
	= £23 million ÷ £0.2 million
= 115 times
	= £29.7 million ÷ £3.5 million
= 8.4857
= 8.49 times


Table 3: Calculation of ratios
Notes: 
The following assumptions have been made for the calculation of the ratios of Jerry plc -
· All the inventory figures and the debtors and creditors figures are in their average value.
· The finance costs incurred and recorded in the statement of income of the company is the interest expense spent by it.
· Total number of weighted average shares of the company equals the total number of shares currently held within it during each year. 
(b) Discuss the situation revealed by the ratios calculated in (a). 
As mentioned by Anwar et al. (2016), ratio analysis of a business organisation helps in revelation of the financial stableness, strengths and weakness in it. Ratios help in reducing complexity of financial statements by calculating numerical values, which reflect differing aspects of a business entity’s financial situation (Myskova and Hajek, 2017). The above ratios indicate the calculation of ratios that show different aspects of the financial soundness of Jerry plc. For example, the current ratio is an indicator of the company’s liquidity. The analysis and evaluation of this ratio of the company indicates there has not been any remarkable change in its liquid position. Financial stability can be noticed within the organisation depending upon its liquidity.
On the other hand, the return on equity and the return on capital employed of Jerry plc shows decreases of 8.95% and 3.40% respectively from 2018 to 2019. However, in spite of the decreases, the investment performance of the company is still favourable. A similar decrease of about 29.5% can be noticed in the EPS of the organisation. Thus, based on investments ratios, it can be opined that the efficiency of the company to utilise its assets employed and equity capital is quite good. Improvements are however required in its EPS. Coming to the profitability ratio of Jerry plc, one can be noticing that the organisation’s gross profit margin has had a negligible change between 2018 and 2019. In addition, it can also be seen that there has been remarkable improvement of the profitability of the company during these two years.
The efficiency ratios of the company, which includes the asset turnover, show requirement of considerable improvement in its asset utilising efficiency. It is because this ratio has been low during both the years. However, good efficiency of Jerry plc is determined as the debtors’ collection period as well as stock holding period. This is because both these ratios have decreased between 2018 and 2019, thereby indicating good efficiency in terms of inventory utilisation and collection of receivables. Lastly, the evaluation of the interest cover and gearing ratio indicate considering improvement of the financing position of the company. This is because the interest cover of the company has increased during the past two years while the gearing has reduced during this span. Thus, the ratios reveal the presence of a good financial performance and stableness of the organisation Jerry plc.

[bookmark: _Toc48833608]Question 3
(a) Identify three different user groups of company accounts and discuss why these user groups are interested in the information provided in financial statements.
Usage of financial statements prepared and published by business entities are considerable. This is not only in case of internal users but also in case of external users. In the following discussion, three major user groups of the financial accounts of an organisation have been analysed and their reason of interest within the information is evaluated -
· Owners and investors - The owners, which mean the stockholders of a company, require financial information regarding it (Gandziuk, 2016). This is because such information provides them with assistance for making decisions on what requires being done with their investments and whether they should holding, purchase more or sell them. However, potential investors have the requirement of financial information for assessing the potential of a company for profitability and success. Based on this analysis, their decisions are analysed on making the investment into the company. 
· Managers - The management team of an entity are also a holder of significant interest within a company’s accounts (Akhtar and Liu, 2018). It is because these are professionals who are generally entrusted with the responsibility of managing business operations and achieving targeted performance results. In addition, the company accounts also aid managers for the evaluation of the funds available in it, the retained profit needed being maintained in it and such others aspects. On the contrary, they also help in making decisions such as decisions on acquiring funds, decisions on spending capital and various others. The maintenance of solvency and liquidity are also analysed through the assistance of company accounts.
· Customers - Whenever there is a long-term contract or involvement of a business and its customers, there is a significant interest of customers within the accounts of the business. It is because the accounts of the company help them in analysing the capacity of it for continuing its existence while maintaining the stability within its operations. Such a requirement is high also when customers are dependent on an organisation. For example, when customers purchase from a company for resell purposes.
(b) Discuss the advantages and disadvantages of a highly regulated financial reporting regime.
In addition to financial reporting, following the regulations and standards set for financial reporting is also a mandatory task for every business entity and financial statement prepares. Such regulatory regimes help in enhancing both the quantitative and the qualitative aspects of financial statements of an organisation. However, in addition to benefits, there are drawbacks of highly regulated financial reporting regimes. These benefits and drawbacks are for the user groups of these statements in addition the individuals responsible for their preparations, as discussed underneath.
Financial statement users 
Benefits - 
· Financial reporting regimes that are regulated consistently help to enhance quality of financial information, which helps users in ascertaining relevance and reliability on financial statements (Greenwood et al., 2017).
· The strongly regulated regimes also assist in meeting the needs of financial statement users in case of occurrence of conflicts.
· In addition, they result in the enhancement of comparability of financial statements of differing organisations, thereby benefitting the users.
Limitations -
· Imposition of financial reporting regimes that are regulated consistently often makes a company’s financial reports lengthy in nature, which creates issues for users.
· These regulations also end up making the accounts of an organisation less useful, as the information provided within them are often in an unsuitable format.
· The complexity of financial statements is also increased due to usage of financial reporting regimes that are regulated consistently, making their interpretation difficult for users.
Financial statement preparers
Benefits - 
· The existence of financial reporting regimes that are regulated consistently aids financial statement developers in operating and reporting an organisation’s finances within an ineffectual free market.
· These regulations are also helpful for guiding financial statement developers because of the presence of other treatments of accounting.
· Highly regulated regimes assist in the attraction of employees as well as future investments (Leuz and Wysocki, 2016).
Limitations -
· Rules, which are developed due to financial reporting regimes that are regulated consistently, frequently show the failure of covering all financial situations of a business.
· According to Breuer et al. (2019), the costs needed being spent for adhering with financial reporting regimes that are regulated consistently are quite high as well.
· Economic implications and consequences of such regulations such as research and development, pensions and others are also considerable.
(c) Discuss the limitations of financial statements.
As mentioned by Easton and Sommers (2018), financial statements are of great advantage to all business organisations. However, in each financial statement prepared, there remain certain loopholes. These loopholes are considered as the limitations related to financial statements. The below are the major limitations that are found to be associated with the financial statements of a company -
· Effects of inflation - Due to inflation existing within an economy, the assets, liabilities and equity recorded within financial statements are usually inordinately low (Agha, 2019). This is because the financial statements are based on recorded costs in the books of accounts and have the failure of adjusting them as per inflation rate, resulting in undervalued assets and debts.
· Avoiding non-financial issues - Within an organisational context, there is a number of non-financial issues and areas, for example, rapid changes in business environment that require being emphasised. However, all these issues and areas remain unidentified and unrecorded within the financial statements of a company even though they have remarkable effects upon organisational performance. Thus, this is also one of the major issues or underlying problems of financial statements.
· Dependence upon historical costs - Szewieczek and Sulik-Gorecka (2018) mentioned that one of the key causes due to which financial statements of a company comprises of several drawbacks is their dependence upon historical costs. Transactions, which an organisation records into the accounts of the company, are usually at their historical and original cost. Depending upon these costs, the financial statements of a company, mainly its statement of financial position are developed. As a result, financial statements often act as mislead for users because of being developed considering historical costs.
· Unrecorded intangible assets - In an organisation, there are different sorts of intangible assets such as the goodwill. However, these assets often remain unrecorded within the statement of financial position of the organisation. Nevertheless, the costs that are spent in order to create and purchase the assets are taken into consideration while preparing income statements. As a result, there is improper asset valuation within an organisation.
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