STAGE 2 ACCOUNTING
ASSESSMENT TYPE 2: REPORT

Response 2


a) Complete the calculations for Sascha from the information provided in the Balance Sheet for “The Long Yarn”.

                                                                                                                     (5 marks)

	Calculations

	
2010

	Profitability 
Return on equity

                    16500            x  100 = 45.4%
             (72900 + 65400)

                        2

Return on total assets

                    16500            x  100 = 16.5%   
           (101400 + 98600)

                         2


	45.4%
16.5%

	Liquidity

Quick asset

                   90000 – 45000  = 1.25 : 1
                           36000

Working capital

                   90000  = 2.5 : 1
                   36000


	1.25 : 1
2.5 : 1

	Solvency 

Debt/equity

                   36000  x  100 = 55.0%
                   65400


	55.0%


b) Using the information and balance sheet and your calculations, write a report in which you:

· discuss whether or not it is advisable for Sascha to expand her business

· outline the advantages and disadvantages of

· using the cash from the business

· increasing her personal investment

· using a bank overdraft

· taking out a medium-term loan

· make a recommendation for financing a possible expansion. 

                                                                                                                  (15 marks)


Report to Sascha, The Long Yarn

Regarding Profitability, Liquidity, Solvency and the advantages and disadvantages of sources of finance for the period ending 30 June 2010

INTRODUCTION 
Sascha, owner and manager of The Long Yarn has presented the Balance Sheet for the period ending 30 June 2010. This information will be analysed in order to interpret the profitability, liquidity and solvency of The Long Yarn. The advantages and disadvantages of various sources of finance and recommendations for Sascha’s proposed expansion will also be discussed.
PROFITABILTIY

Return on Equity

Return on equity shows the return on the owner’s investment in the business. The current return of 45/4% is well above alternative investment options such as an average share return of 10% and a bank return of 4.6%. This indicates strong profitability, however the Income Statement would also be needed to analyse the COGS expenses and sales figures.

Return on Total Assets
Return on total assets shows how well the business is using its assets to generate a profit. It is difficult to assess the result of 16.5% as no other figures such as budgeted, past years or industry averages how been provided. On the surface, Long Yarn appears to be a profitable business.

LIQUIDITY


Quick Asset Ratio

The quick asset ratio indicates the business’s ability to pay back its debts within the next 30-90 days. Currently for every $1 the business owes, it has $1.25 of current assets with which to pay. This result is within the required benchmark of 1:1 – 2:1. Long Yarn appears to have excellent short term finance management. It would also be useful to see past years results to ascertain trends in the business liquidity.
Working Capital Ratio
The working capital ratio shows the business’s ability to pay back its debts within the next 12 months. It has $2.5 with which to pay, this result being slightly above the perfect scenario at 2:1. Without supporting figures it is hard to determine the result, however it does indicate sound management of finance. The surplus funds aren’t too great to be of concern. The liquidity results reveal an expansion would be possible.
SOLVENCY

Debt/equity Ratio

Debt/equity ratio compares the internal finances of the business to the external to determine the level of gearing. The current result of 55.0% is well below the benchmark of 100%, indicating a lowly geared business more reliant on internal funds. Due to sound management of profitability and liquidity, The Long Yarn could utilise borrowed funds more effectively. Sascha could consider taking out a loan to fund her expansion as long as she ensures that the assets generate enough profit to pay back the loan and interest.
Advantages and Disadvantage of Sources of Finance
The advantages of Sascha using the cash from the business is that she doesn’t increase the business’s gearing and doesn’t make external financial commitments. She would not have to worry about planning repayments and interest. However only relying on within the business can limit potential growth. The cash of the business is also not sufficient to fund a long term project.

Increasing Sascha’s personal investment is another equity source of finance. The Long Yarn would maintain financial stability as there are no external financial commitments. Sascha also has the pleasure of utilising her money to create the success of her business. On the other hand a disadvantage is that Sascha is putting herself financially at risk by contributing large investments in the business. It may also not be enough to fund the expansion.
Using a bank overdraft is useful because it is a form of external finance which can contribute to positive growth. The balance can also be paid anytime. The disadvantages are that interest is charged on the daily balance overdrawn and an overdraft does not the purpose of funding a long term asset.

A medium term loan is more suitable for Sascha’s purposes as it closely matches the life of the asset. It is for a fixed period of time which allows Sascha to plan her cashflows effectively. There would be less strain on the cash flow than the options previously mentioned, as there is more time for assets to generate enough revenue to pay back the loan. Contrastingly security is required and Sascha only has fixtures and fittings to offer. She would also have to plan for interest repayments and present comprehensive past and budgeted records of the business’s performance.

CONCLUSION

Following the analysis and interpretation of The Long Yarn’s Balance Sheet for the period ending 30 June 2010, the following recommendations and conclusion can be drawn. The Long Yarn appears to have sound profitability and demonstrates excellent short term financial management. It is a lowly geared business which could seek external finances to improve its assets to create positive growth. However other information such as past years results to determine a trend, budgeted figures and industry averages are vital facts which need to be considered to make an informed decision. A recommendation for financing an expansion could be a mortgage. As Sascha is planning a long term project, a mortgage is a long term finance which fits the purpose. Interest payments would be less than renting and would be more steady to allow for accurate planning of finances. As The Long Yarn seems to be in a suitable financial position to borrow funds it should assess this possibility as it can lead to increased profits. By thoroughly assessing the expansion to determine its ability to generate revenue and factoring in qualitative information, an informed decision can be made.


	
	Understanding
	Analysis and Interpretation
	Application
	Communication

	A
	Astute identification of various accounting entities and the main users of financial information.

Comprehensive recognition, understanding, recording, and reporting of financial information in a manner appropriate to the identified needs of the user.
Insightful recognition that accounting concepts and standards determine the responsibilities and obligations of accounting entities to report financial information.

Comprehensive and well-informed understanding of the process required to maintain financial information in order to report the results of business activity.

Insightful and well-informed recognition of how social, legal, regulatory, and ethical issues both influence and are influenced by business and accounting decisions.
	Astute analysis of financial and non-financial information for decision-making and problem-solving.

Perceptive and critical interpretation of financial and non-financial information.
	Comprehensive, logical, and astute application of identified accounting concepts to generate financial reports.

Perceptive application of the process required to maintain financial information in order to report the results of business activity.
	Astute communication of financial information in a coherent manner most appropriate to the identified needs of the user.

Highly appropriate and well-informed use of a range of accounting terminology.

	B
	Well-considered identification of various accounting entities and the main users of financial information.

Detailed recognition, understanding, recording, and reporting of financial information in a manner appropriate to the identified needs of the user.

Clear recognition that accounting concepts and standards determine the responsibilities and obligations of accounting entities to report financial information.

Detailed understanding of the process required to maintain financial information in order to report the results of business activity.

Well-informed recognition of how social, legal, regulatory, and ethical issues both influence and are influenced by business and accounting decisions.
	Thoughtful analysis of financial and non-financial information for decision-making and problem-solving.

Well-considered and critical interpretation of financial and non-financial information.
	Capable and well-informed application of identified accounting concepts to generate financial reports.

Thoughtful application of the process required to maintain financial information in order to report the results of business activity.
	Well-informed communication of financial information in a clear manner appropriate to the identified needs of the user.

Appropriate and well-informed use of accounting terminology.

	C
	Considered identification of a range of accounting entities and main users of financial information.

Recognition, understanding, recording, and reporting of financial information in a manner appropriate to the identified needs of the user.

Appropriate recognition that accounting concepts and standards determine the responsibilities and obligations of accounting entities to report financial information.

Competent understanding of the process required to maintain financial information in order to report the results of business activity.

Informed recognition of how social, legal, regulatory, and ethical issues both influence and are influenced by business and accounting decisions.
	Considered analysis of financial and non-financial information for decision-making and problem-solving.

Considered interpretation of financial and non-financial information.
	Competent application of identified accounting concepts to generate financial reports.

Appropriate application of the process required to maintain financial information in order to report the results of business activity.
	Informed communication of some financial information in a mostly clear manner appropriate to the identified needs of the user.

Generally appropriate and informed use of accounting terminology.

	D
	Identification of some accounting entities and/or the main users of financial information.

Recognition, recording, and reporting of some basic financial information.

Some recognition that accounting concepts and standards determine the responsibilities and obligations of accounting entities to report financial information.

Some understanding of the process required to maintain financial information in order to report the results of business activity, with evidence of some inconsistencies.

Some recognition that social, legal, regulatory, and/or ethical issues both influence and are influenced by business and accounting decisions.
	Some recognition and basic use of financial and non-financial information for decision-making and problem-solving.

Some endeavour to interpret financial and non-financial information.
	Basic application of some identified accounting concepts to generate one or more financial reports.

Partial application of the process required to maintain financial information in order to report the results of business activity.
	Some clarity of communication about some aspects of financial information.

Inconsistent use of some accounting terminology.

	E
	Limited identification of accounting entities or main users of financial information.

Limited recognition, recording, or reporting of basic financial information.

Emerging awareness of the role of accounting concepts and standards.

Emerging awareness of the process required to maintain financial information in order to report the results of business activity.

Emerging awareness of how social, legal, regulatory, and/or ethical issues influence business and accounting decisions.
	Limited recognition or use of financial and non-financial information for decision-making and problem-solving.

Description of some financial or non-financial information.
	Attempted application of one or more identified accounting concepts to generate a financial report.

Recognition of one or more aspects of the process required to maintain financial information in order to report the results of business activity.
	Limited communication of one or more aspects of financial information.

Attempted use of a limited range of accounting terminology.


Performance Standards for Stage 2 Accounting
Note: Student Work is in blue








Analysis and Interpretation


Despite the arithmetic error for the return on equity, this evidence shows astute analysis of financial information for decision-making and problem-solving.





Communication


Correct layout provides initial evidence of astute communication of financial information in a coherent manner most appropriate to the identified needs of the user.





Analysis and Interpretation


Provides evidence of perceptive critical interpretation of financial and non-financial information.





Analysis and Interpretation


Provides evidence of perceptive critical interpretation of financial and non-financial information.





Understanding


Provides evidence of comprehensive reporting of financial information in a manner appropriate to the identified needs of the user. However, there is no specific discussion of whether or not it is advisable to expand the business.





Additional Comments





In addition to specifically identified evidence, review of the evidence as a whole provides evidence of:





Communication


Astute communication of financial information in a coherent manner most appropriate to the identified needs of the user.


Highly appropriate and well-informed use of a range of accounting terminology.





The student received an A–. 
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