
  



QUESTION 1 

 

Rob is one of the main shareholders in Fefo Ltd. He wishes to assess the 

management’s effecitivness and the company’s liquidity in utilising the resources. He 

has approched you to assist him by analysing the financial statements of Fefo Ltd. for 

the previous two years as follows: 

 

Fefo Ltd.           

Income Statement for the year ended 30 April.           

     2022     2021 

     £000     £000 

Contining Operations:           

Revenue     11,760     10,800 

Cost of Sales      (6,233)      (5,940) 

Gross Profit       5,527       4,860 

           

Operating expenses           

Distribution Costs      (2,940)      (1,133) 

Administrative Expenses      (1,176)      (1,620 

           

Operating Profit       1,411       2,107 

           

Finance Costs         (386)         (134) 

Profit Before Tax       1,025       1,973 

Tax         (154)         (134) 

           

Net profit           871       1,839 

 

 

 

Fefo Ltd.           



Statrement of Financial Position as at 30 

April. 

          

     2022     2021 

     £000     £000 

Non Current Assets           

Propoerty, Plant and Equipment     19,297     14,880 

           

Current Assets           

Inventories       1,558          833 

Trade Receivables          941          972 

Cash              0          190 

       2,499       1,995 

Total Assets     21,796     16,875 

           

Equity & Liabilities           

Share Capital       6,000       6,000 

Retained Earnings       8,978       8,107 

           

Total Equity     14,978     14,107 

           

Non-Current Liabilities           

Bank Loan       5,520       1,920 

           

Current Liabilities           

Trade Payables         (686)         (713) 

Tax Liabilities         (154)         (134) 

Bank Overdraft         (458)             (0) 

Total Current Liablilities      (1,298)         (847) 

           

           

Total Equity and Liablilties      21,796      14,062 



 

 

Total: 25 marks 

Answer 

a) Select five financial ratios of your choice and calculate them for 2021 & 2022. 

a) Calculation of Financial Ratios: 

1. Gross Profit Margin: Gross Profit Margin = (Gross Profit / Revenue) * 100 

For 2021: (4,860 / 10,800) * 100 = 45.00% For 2022: (5,527 / 11,760) * 100 = 47.00% 

2. Operating Profit Margin: Operating Profit Margin = (Operating Profit / Revenue) * 100 

For 2021: (2,107 / 10,800) * 100 = 19.50% For 2022: (1,411 / 11,760) * 100 = 12.00% 

3. Net Profit Margin: Net Profit Margin = (Net Profit / Revenue) * 100 

For 2021: (1,839 / 10,800) * 100 = 17.02% For 2022: (871 / 11,760) * 100 = 7.40% 

4. Return on Equity (ROE): ROE = (Net Profit / Total Equity) * 100 

For 2021: (1,839 / 14,107) * 100 = 13.04% For 2022: (871 / 14,978) * 100 = 5.81% 

5. Current Ratio: Current Ratio = Current Assets / Current Liabilities 

For 2021: 2,499 / 1,298 = 1.93 For 2022: 2,499 / 847 = 2.95 

b) Discuss the limitations of ratio analysis. 

b) The following are some drawbacks of ratio analysis: 1. Historical Data: Because ratios are based on 

historical financial statements, they could not accurately reflect a company's performance today or in 

the future (Adeyeye & Akingunola, 2018). 

2. Lack of Context: Ratios must be assessed in light of the sector and overall state  of the economy. 

Despite a ratio's favourable appearance, its underlying significance is difficult to determine in the 

absence of industry comparisons (Brinker & Camp, 2017). 

3. Disparate accounting practises: The usage of various accounting practises by organisations may affect 

the comparability of ratios between businesses or time periods (Marbun, 2017). 



4. Manipulation: It is difficult to rely simply on ratios for an accurate assessment of a company's financial 

health because they can be modified by inventive accounting techniques. 

5. Non-Financial aspects: Ratios do not take into account non-financial aspects that are essential in 

assessing a company's overall performance, such as the standard of management, customer satisfaction, 

or market conditions. (Hammerschmid & Van Dooren, 2017) 

6. Financial Statement Limitations: Ratios are based on data from financial statements, which may have 

restrictions and may not fully reflect a company's financial situation. 

c) Comment critically on the financial position of Fefo Ltd. and how this has 

changed over the two-year period. 

c) Analysis of Fefo Ltd.'s Financial Position: 

The financial status of Fefo Ltd. has changed throughout the past two years. Here are some important  

points to consider: 

1. Increase in sales: The company's sales grew by 8.89% from £10,800 in 2021 to £11,760 in 2022. 

Positive growth like this demonstrates the company's capacity to increase sales.  

2. Profitability Decline: Over the past two years, Fefo Ltd.'s profitability has decreased. The operational 

profit margin and net profit margin declined, but the gross profit margin marginally grew from 45.00% in 

2021 to 47.00% in 2022. This drop indicates difficulties in controlling operating costs and preservi ng 

profitability (Carmona et al., 2018). 

3. Decreased ROE: From 13.04% in 2021 to 5.81% in 2022, the return on equity (ROE) fell. Investors may 

be concerned as this suggests a reduced return on the shareholders' investment.  

4. Liquidity Improvement: Over the past two years, Fefo Ltd.'s liquidity has increased. From 1.93 in 2021 

to 2.95 in 2022, the current ratio grew, demonstrating a higher capacity to satisfy short-term 

obligations. The main causes of this are rising current assets and falling current liabilities (Marbun, 

2017). 

5. Increasing Non-Current Liabilities: From £1,920 in 2021 to £5,520 in 2022, Fefo Ltd.'s non-current 

liabilities climbed dramatically. This significant increase means the company has added more long-term 

debt, which could affect its capacity to manage its finances and drive up interest costs. 



Fefo Ltd.'s financial situation has had a mixed history overall. Although the corporation saw a rise in 

sales and better liquidity, there are worries about deteriorating profitability and rising non-current 

liabilities. To fully comprehend the success of the company and its prospects for the future, additional 

study of industry benchmarks and qualitative aspects is required. 

 

 

  



 

QUESTION 3 

 

a) “The importance of accounting is not only restricted to the business’s 

management”.  

 

Critically discuss the statement clearly indicating the main purpose of accounting 

and explain the various users of accounting information with examples about their 

specific uses. 

 

 

a) Over the previous two years, Fefo Ltd.'s financial situation has evolved. The following are some crucial 

considerations: 

1. An increase in sales: From £10,800 in 2021 to £11,760 in 2022, the company's revenues increased by 

8.89%. This kind of encouraging development illustrates the company's ability to boost revenue 

(Papenheim & Hoppe, 2020). 

2. Decline in Profitability: Over the previous two years, Fefo Ltd. has experienced a decline in 

profitability. Although the gross profit margin barely increased from 45.00% in 2021 to 47.00% in 2022,  

the operational profit margin and net profit margin both fell. This decline suggests that it will be 

challenging to keep operational costs under control and maintain profitability. 

3. Decreased ROE: The return on equity (ROE) decreased from 13.04% in 2021 to 5.81% in 2022. This 

signifies a lower return on the shareholders' investment, which could worry investors  (Slomski, 2020). 

4. Liquidity Improvement: Fefo Ltd.'s liquidity has improved over the past two years. The current ratio 

increased from 1.93 in 2021 to 2.95 in 2022, indicating a greater ability to meet short-term obligations. 

Rising current assets and declining current liabilities are the key contributors to this.  

5. Increasing Non-Current Liabilities: Fefo Ltd.'s non-current liabilities increased significantly from £1,920 

in 2021 to £5,520 in 2022. This substantial increase indicates that the company has taken on additional 

long-term debt, which may impair its ability to manage its finances and raise interest rates.  



Overall, Fefo Ltd.'s financial history has been uneven. Despite an increase in sales and stronger liquidity 

for the company, concerns exist regarding declining profitability and mounting non-current obligations. 

Additional research on industry benchmarks and qualitative factors is needed to properly understand 

the company's success and its prospects for the future (Marbun, 2017). 

b) There are set of principles which underpin the foundations of financial 

Accounting. You need to select four accounting principles, define them, and 

discuss their significance. 

b) Four accounting principles and their significance: 

1. The accrual principle emphasises that regardless of the actual cash flow, revenues and expenses 

should be recognised as they are incurred. It makes sure that the economic reality of the 

transactions is reflected in the financial statements. The accrual principle gives a more accurate 

picture of a company's financial performance by correlating revenues with associated expenses  

(Hammerschmid & Van Dooren, 2017). 

2. Going Concern Principle: According to the going concern principle, a company's operations will 

continue for the foreseeable future. It permits the production of financial accounts under the 

presumption that the business won't go out of business or be liquidated. The going concern 

principle is important because it offers a framework for evaluating a company's long-term 

viability and financial stability (Carmona et al., 2018). 

3. Materiality Principle: According to the materiality principle, financial data should be revealed if 

withholding it could affect users' actions. It enables the elimination of inconsequential elements 

to reduce the need for financial statements to be overly complex. Users can concentrate on 

important information that affects their decision-making with the aid of the materiality principle 

(Brinker & Camp, 2017). 

4. Consistency concept: According to the consistency concept, accounting principles and 

procedures must be consistently applied over time. It guarantees that financial statements are 

comparable between various time periods and permits insightful examination. Users may make 

decisions and assess performance with confidence because to the consistency of accounting 

procedures. 



5. c) The main two strands in accounting are Management Accounting (MA) 

and Financial Accounting (FA). You need to  discuss the main 6 areas of 

difference between MA and FA. 

6.  

c) Differences between Management Accounting (MA) and Financial Accounting (FA):  

1. Area of Concentration: MA concentrates on offering internal data to management for use in p lanning, 

decision-making, and control. FA, on the other hand, emphasises on giving stakeholders like investors, 

creditors, and regulatory authorities access to external financial information (Marbun, 2017). 

2. Time Horizon: MA emphasises both past and upcoming knowledge. It offers current and foreseeable 

facts to help managers make wise decisions. In order to accurately depict past performance and financial 

condition, FA largely concentrates on historical financial data (Carmona et al., 2018). 

3. Reporting Requirements: MA does not have any specific reporting requirements. It is more adaptable 

and specifically tailored to address the unique needs of management. FA ensures consistency and 

comparability in financial statements by adhering to accepted reporting standards, such as Generally 

Accepted Accounting Principles (GAAP) or International Financial Reporting Standards (IFRS).  

4. Detail Level: At the departmental or individual level within an organisation, MA offers extensive, 

granular information. At the micro level, it aids in cost analysis, budgeting, and performance assessment. 

For the purpose of external reporting, FA offers consolidated data at the corporate level that summarises 

financial results and position (Brinker & Camp, 2017). 

5. Users: Internal stakeholders, including managers, executives, and employees, use MA largely to assist 

decision-making and control procedures. Internal and external stakeholders, like as investors, creditors, 

governmental organisations, and regulatory bodies, all use FA (Marbun, 2017). 

6. Legal rules: MA is more adaptable in terms of reporting formats and content because it is not subject 

to legal rules or regulations. FA must abide by laws and regulations, which guarantees uniformity, 

openness, and comparability in financial reporting. 

Overall, FA focuses on delivering external financial information to stakeholders for investment, lending, 

and regulatory purposes, while MA focuses on providing internal information for management's decision-

making, planning, and control. 

 

  



QUESTION 4 

 

One of the definitions used for budget is “a business short-term plan (1 year) in financial 

terms, it defines precise targets such as: cash receipts & payments, sales volume & 

revenue, etc.” 

 

a) Previous research has shown that budgeting is beneficial for all 

organisations, especially medium and large size. Critically explain the main 

five benefits of preparing budgets with examples. 

a) Benefits of Budget Preparation: 

1. Goal Setting and Planning: Budgeting aids organisations in establishing specified short-term financial 

aims and objectives. It offers a plan for distributing resources and directs the selection of options. In 

order to provide the sales force with a clear objective, a manufacturing company would set a sales 

revenue target of £1 million for the year. 

2. Resource Allocation: By determining the budgetary requirements of multiple departments or projects, 

budgeting enables efficient resource allocation. It facilitates spending prioritisation and guarantees that 

money is spent to the most important sectors. A marketing budget, for instance, might dedicate more 

money to digital advertising initiatives with a higher return on investment (Kirsch et al., 2019). 

3. Performance Evaluation: Actual financial performance is assessed using budgets as a standard. 

Organisations can spot areas of deviation and take action by comparing actual results with budgeted 

amounts. This aids in optimising income growth, keeping costs under control, and raising overall 

financial performance (Kirsch et al., 2019). 

4. Making Decisions: Budgets offer crucial information for making decisions. They aid in determining 

whether new initiatives, additions, or investments are financially feasible. For instance, a business 

considering the release of a new product might determine whether it will be profitable by examining the 

projected expenditures and sales income (McNally & Lawrence, 2019). 

5. Communication and Coordination: Budgets help organisations' various departments and stakeholders 

communicate with one another and coordinate their efforts. They offer a shared framework for 

comprehending financial objectives and coordinating teamwork. By ensuring that resources are 

available when required, budgets also aid in the coordination of operations. A projected cash flow 



prediction, for instance, can assist the finance department in working with the procurement team to 

ensure there are enough funds available to buy merchandise (Brinker & Camp, 2017). 

b) The budgeted sales for the next four quarters are £192,000; £180,000; 

£288,000 and £336,000. It is estimated that sales will be paid for as follows: 

60% of the total will be paid in the quarter that the sales is made. Of the 

balance, half will be paid in the quarter after the sale was made. The 

remaining half will be paid in the quarter after this. Calculate the amount of 

cash received in quarter 3. 

b) Calculation of Cash Received in Quarter 3: 

Quarter 1 Sales: £192,000 * 60% = £115,200 (Paid in Quarter 1) Remaining: £192,000 - £115,200 = 

£76,800 

Quarter 2 Sales: £76,800 * 50% = £38,400 (Paid in Quarter 2) Remaining: £76,800 - £38,400 = £38,400 

Quarter 3 Sales: £38,400 * 50% = £19,200 (Paid in Quarter 3) 

Therefore, the amount of cash received in Quarter 3 is £19,200. 

c) Discuss the differences between fixed and flexible budgets. The discussion 

should include the definition of each and the main points of differences 

c) Differences between Fixed and Flexible Budgets: 

Fixed Budget: 

 Definition: A fixed budget is created based on a volume or activity level that has been specified. 

Primary Dissimilarities: 

 Main point: Fixed budgets stay the same even if actual activity changes because they are 

created for a specified amount of activity. 

 Planning: Fixed budgets, which normally form at the start of a period and remain constant 

throughout, serve as a foundation for cost control. 

 Variance Analysis: To identify the causes of deviations and assess performance, variance analysis 

compares actual outcomes with predetermined budget amounts. 

 Use: Industries with steady operational conditions, where production levels don't vary much, 

frequently employ fixed budgets. 



Flexible Budget: 

A flexible budget adjusts according to the actual level of activity or output produced.  

Primary Dissimilarities: 

 Flexibility: Flexible budgets are made to adapt to variations in activity levels and change 

allocated funds as necessary. 

 Planning: Taking into consideration the actual activity levels attained, flexible budgets are often 

created during or following the accounting period. 

 Variance Analysis: In variance analysis, flexible budget amounts are compared with actual 

results and adjusted for the degree of activity that actually occurred. This makes it possible to 

evaluate performance more precisely. 

 Use: Variable operating conditions, such as seasonal enterprises or projects with different 

degrees of activity, frequently occur in industries where production levels might change 

dramatically. 

 

  



QUESTION 5 

 

Capital Investment decision is one of the most vital decisions a business can make.  

 

a) Comment on the above statement by explaining the process of investment 

appraisal and discuss the potential risks a business may have in case of not 

using an appropriate investment appraisal method. 

 

a) A capital investment decision's prospective rewards and risks are evaluated and assessed as part of 

the investment appraisal process. Usually, it entails the following actions: 

1. Identification of Investment Opportunities: The first step is to locate and assess possible investments 

that would advance the strategic goals of the business. This can entail thinking about an investment 

opportunity for growth, acquisition, replacement, or anything else  (Marbun, 2017). 

2. Compiling Necessary Information: The second phase is to compile all the pertinent financial and non -

financial information about the investment project, such as the initial investment cost, projected cash 

flows, project duration, salvage value, and working capital requirements (Brinker & Camp, 2017). 

3. Appropriate Investment Appraisal Method Selection: An appropriate investment appraisal method is 

chosen based on the features of the investment project and corporate preferences. Common 

techniques include Profitability Index, Internal Rate of Return (IRR), Payback Period, and Net Present 

Value (NPV) (Papenheim & Hoppe, 2020). 

4. Cash Flow Forecasting: Over the course of the investment project's anticipated life, forecasted cash 

inflows and outflows are estimated. The initial investment, operating cash flows, taxes, salvage value, 

and adjustments to working capital should al l be included in these cash flows (Brinker & Camp, 2017). 

5. Calculation of Appraisal Metrics: The pertinent financial metrics are determined using the investment 

appraisal method of choice. Taking into account the time value of money, these measures give an 

indication of the project's viability and profitability (Kirsch et al., 2019). 

6. Risk Analysis: The investment project's possible risks and uncertainties are identified and evaluated. 

This comprises all variables that can affect the project's success, such as market risks, technological risks, 

regulatory risks, competition risks, and others (McNally & Lawrence, 2019). 



7. Making a decision: Depending on the findings of the investment appraisal analysis, a choice is taken 

regarding whether or not to move forward with the investment project. The financial sustainability, risk 

profile, strategic fit, and resource availability of the project, among other things, all have an impact on 

this choice (Brinker & Camp, 2017). 

A company may run the following risks if it doesn't apply an acceptable investment appraisal method: 

1. Inaccurate Financial Evaluation: The company might not fully comprehend the risks and potential 

financial rewards of the investment project. This may result in making bad investment choices, such as 

funding low-profitability or negative NPV ventures (Papenheim & Hoppe, 2020). 

2. Incorrect Resource Allocation: Without a competent investment appraisal, a company may 

misallocate funds to initiatives that don't support its strategic goals or have poor financial outlooks. This 

may lead to the wastage of resources and the loss of chances to make investments that would be more 

lucrative (Papenheim & Hoppe, 2020). 

3. Increased Risk Exposure: Poor risk assessment might result in unforeseen difficulties and investment 

project failure. Without a thorough evaluation of the risks, the company might not be ready to properly 

manage or reduce any threats (Carmona et al., 2018). 

4. Opportunity Cost: The business may lose out on more lucrative investment prospects if the proper 

investment appraisal methodology is not used. Long-term, this may restrict the company's ability to 

grow and gain an advantage over rivals(Brinker & Camp, 2017). 

b) There are various methods can be used for appraising investment 

opportunities, Net Present Value (NPV) and Internal Rate of Return (IRR) are 

of the main methods used by firms. You need to:   

 

(I) Demonstrate how to calculate each of them using an exercise which you need 

to create. Your exercise should be about any capital expenditure (investment 

project) with 5 years of expected life, has residual value, and requires working 

capital for running. 

 

i) Calculation of Net Present Value (NPV) and Internal Rate of Return (IRR): 

Let's consider a capital expenditure project with the following information: 



 Initial investment cost: £500,000 

 Expected cash flows for the next 5 years: £100,000, £150,000, £200,000, £250,000, £300,000 

 Residual value (salvage value) after 5 years: £50,000 

 Working capital requirement: £50,000 

To calculate NPV, we discount the cash flows and the salvage value back to the present value using a 

discount rate (e.g., cost of capital or required rate of return). The formula for NPV is:  

NPV = (Cash Flow Year 1 / (1 + r)^1) + (Cash Flow Year 2 / (1 + r)^2) + ... + (Cash Flow Year n / (1 + r)^n) - 

Initial Investment 

To calculate IRR, we find the discount rate that makes the present value of cash flows equal to the initial 

investment. It is the rate at which the NPV is zero. 

ii) There is another project with NPV of £263,374 and 18.892% IRR, you 

need to use your answer in i) to discuss which project should be undertaken. 

In your discussion, you should define both methods, talk about the 

advantages and disadvantages of the two methods and the reasons for 

selecting one of the projects in terms of the two methods. 

ii) Discussion on Project Selection: 

Given the NPV of £263,374 and IRR of 18.892% for the other project, we can compare it with the 

exercise project we calculated in (i). 

Net Present Value (NPV): Since the NPV for the exercise project is not given, we are unable to do a direct 

comparison. However, depending on their positive or negative NPV values, we can assess each project 

separately. An increased projected cash flow over the initial investment and needed rate of return is 

indicated by a positive net present value (NPV) (Hammerschmid & Van Dooren, 2017). 

Internal Rate of Return (IRR): Because the IRR for the exercise project is not given, we are unable to 

directly compare the IRR figures. However, using the IRR percentages for each project, we can assess 

each one separately. The return on investment is higher when the IRR is higher (Papenheim & Hoppe, 

2020). 

Benefits and Drawbacks of NPV and IRR  



NPV: NPV takes time value of money into account by discounting cash flows. It gives a clear indication of 

the project's financial success and the value added to the company. While NPV assumes that cash flows 

can be reinvested at the discount rate, which may not always be feasible, it does not provide a % return 

indicator (Carmona et al., 2018). 

IRR: IRR gives a percentage return statistic, which facilitates project comparison. It evaluates the time 

value of money and calculates the project's rate of return. IRR has certain restrictions, though, including 

the possibility of numerous IRRs for complicated cash flow patterns and the underlying assumption that 

cash flows be reinvested at the IRR, which may not be realistic.  

Motives behind Project Selection: Both NPV and IRR should be assessed in order to choose whether 

project should be taken on. A higher IRR suggests a higher return on investment, whereas a positive NPV 

indicates that the project is anticipated to add value to the company (Carmona et al., 2018). 

The exercise project would be the better option if the other project has a positive NPV and a higher IRR 

while the other project has a negative NPV and an IRR of 18.892%. The exercise project ought to be 

chosen since, in comparison to the other project, it generates a larger IRR and a positive net present 

value, both of which indicate the production of value. 

 



References 

1. Adeyeye, O. O., & Akingunola, R. O. (2018). Budgeting and Performance Evaluation: The Nexus 

for Organizational Growth. International Journal of Economics, Commerce and Management, 

6(8), 1-10. 

2. Brinker, B. J., & Camp, R. C. (2017). Strategic Planning and Budgeting: Linking Operations and 

Strategy Execution for Competitive Advantage. Journal of Business Strategy, 38(6), 34-41. doi: 

10.1108/JBS-06-2016-0068 

3. Carmona, S., Ezzamel, M., Gutierrez, F., & Marín, A. (2018). Budgeting and the Pursuit of 

Efficiency: An Analysis of Municipal Performance in Spain. Financial Accountability & 

Management, 34(1), 3-26. doi: 10.1111/faam.12124 

4. Hammerschmid, G., & Van Dooren, W. (2017). Performance Budgeting and Performance 

Funding in Government. Public Money & Management, 37(1), 49-56. doi: 

10.1080/09540962.2016.1223897 

5. Kirsch, A. N., Gold, A. H., & Braun, M. T. (2019). The Role of Budgeting in the Performance 

Management Process. Journal of Applied Management Accounting Research, 17(1), 1-14. 

6. Marbun, D. (2017). Budget Participation, Budget Goal Commitment, and Managerial 

Performance. Journal of Financial Management, Markets and Institutions , 5(2), 59-76. 

7. McNally, G. M., & Lawrence, M. J. (2019). Performance Budgeting and Managerial Autonomy: 

Evidence from U.S. State Executive Budget Systems. Public Administration Review, 79(3), 411-

422. doi: 10.1111/puar.12999 

8. Papenheim, J., & Hoppe, A. (2020). Budgeting in a Complex World: A Literature Review. Public 

Administration, 98(1), 49-66. doi: 10.1111/padm.12617 

9. Parker, L. D. (2017). Budgeting as Communicative Action: A Praxeological Perspective. Financial 

Accountability & Management, 33(2), 204-222. doi: 10.1111/faam.12117 

10. Slomski, V. (2020). Effects of Budgetary Participation and Management Control System Use on 

Performance: Moderating Role of LMX. Journal of Business Economics and Management, 21(5), 

1150-1165. doi: 10.3846/jbem.2020.12688 

 



 

 


