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Accounting Fundamentals

Accounting entails the capturing of financial transactions, as well as their storage, sorting, retrieval, summarisation, and presentation in various reports and analyses. Accounting is a profession that focuses on completing those tasks. Accounting is called the language of business since it enables people on both the inside and outside of a company to know what is happening (Britton and Waterson, 2013). Accounting data is used by experts to evaluate how well a company is doing. Accountants can track money and exchanges using financial information such as financial statements. They use data from accounting records to determine if a company is financially viable. As a result, accounting data must possess relevant characteristics. Accounting has a lot of important concepts that users should be aware of. Two of them are liquidity and profitability. Profitability refers to a company’s ability to make money. Liquidity refers to a business’s efforts to convert its assets into cash.

	Journal entries
	
	
	

	Sandrolia Ltd.
	
	
	

	General Journals
	
	
	

	Serial no. 
	Particulars 
	Ref 
	Debit (£)
	Credit (£)

	           
	Inventory – Ending
	14,000
	

	
	   Cost of goods sold
	
	14,000

	              
	Depreciation – Motor vehicles
	11,670
	

	
	   Accumulated depreciation – Motor vehicles
	11,670

	
	
	
	
	

	
	Depreciation – Computer equipment
	900
	

	
	   Accumulated depreciation - Computer equipment
	900

	           
	Telephone
	180
	

	
	   Telephone bill payable
	180

	          
	Advanced insurance
	640
	

	
	   Insurance
	
	640

	            
	Tax expense
	1,500
	

	
	   Tax payable
	
	1,500

	
	
	
	
	

	 Trial balance
	
	
	

	Sandrolia Ltd.
	
	
	

	Trial Balance
	
	
	

	Particulars
	Debit (£)
	Credit (£)
	
	

	Accounts payable
	25,680
	
	

	Accounts receivable
	30,700
	
	
	

	Carriage inwards
	1,840
	
	
	

	Computer equipment at cost
	4,500
	
	
	

	Carriage outwards
	3,280
	
	
	

	Drawings
	26,000
	
	
	

	Electricity
	2,480
	
	
	

	Loan interest
	300
	
	
	

	Provisions for doubtful debt
	450
	
	
	

	Insurance
	2,720
	
	
	

	Motor vehicles at cost
	53,900
	
	
	

	Advanced insurance
	640
	
	
	

	Capital
	
	48,000
	
	

	Opening inventory
	13,200
	
	
	

	Accumulated depreciation – motor vehicles
	26,670
	
	

	Accumulated depreciation – computer equipment
	3,540
	
	

	Petty cash
	
	
	

	Bank overdraft
	50
	
	
	

	Wages
	
	2,880
	
	

	Purchases
	67440
	
	
	

	Rent
	126,800
	
	
	

	Sales
	23,760
	
	
	

	Telephone
	256,400
	
	

	Long-term Loan
	1,620
	
	
	

	Telephone bill payable
	8,000
	
	

	Depreciation – Motor vehicles 
	180
	
	

	[bookmark: _Hlk86878562]Depreciation – Computer equipment 
	11,670
	
	
	

	Tax expense
	900
	
	
	

	Tax payable
	1,500
	
	
	

	Suspense account
	1,500
	
	

	
	
	900
	
	

	Total
	
	
	
	

	
	373,750
	373,750
	
	

	
	
	
	
	

	
	
	
	
	

	 Financial statements
	
	

	Sandrolia Ltd.
	
	
	

	Statement of Profit or Loss
	
	

	For the year ending 31st December 2019
	

	Particulars
	Amount (£)
	Amount (£)
	

	Sales
	
	256,400
	
	

	Less: Cost of goods sold
	
	

	Beginning inventory
	13,200
	
	
	

	Add: Purchase
	126,800
	
	
	

	Less: Ending inventory
	-14,400
	
	
	

	
	125,600
	
	
	

	Add: Carriage inwards  
	1,840
	127,440
	
	

	 Gross profit 
	128,960
	
	

	
	
	
	
	

	Less: Operating expenses
	
	

	Carriage outwards
	3,280
	
	
	

	Electricity
	2,480
	
	
	

	Provision for doubtful debt
	450
	
	
	

	Insurance (3,360-640)
	2,720
	
	
	

	Wages
	67,440
	
	
	

	Rent
	23,760
	
	
	

	Telephone  (1,440+180)
	1,620
	
	
	

	Depreciation – Motor vehicles
	11,670
	
	
	

	Depreciation – Computer equipment
	900
	114,320
	
	

	Operating profit
	14,640
	
	

	Less: Loan interest
	300
	
	

	Profit before tax
	14,340
	
	

	Less: Tax
	
	1,500
	
	

	Net profit
	12,840
	
	

	
	
	
	
	

	Sandrolia Ltd.
	
	
	

	Statement of Financial position
	

	For 31st December 2019
	
	

	Particulars 
	Amount (£)
	Amount (£)
	

	Non- current asset: 
	
	
	

	Computer equipment 
	4,500
	
	
	

	Less: Acc. Depreciation (2,640 + 900)
	3,540
	960
	
	

	Motor vehicles
	53,900
	
	
	

	Less: Acc. Depreciation (15,000 + 11,670)
	26,670
	27,230
	
	

	Total non – current asset 
	
	

	Current asset: 
	
	
	

	Accounts receivable 
	
	

	Advanced insurance 
	
	

	Ending inventory 
	
	
	

	Petty cash 
	
	
	

	Total assets 
	28,190
	
	

	
	
	
	
	

	
	30,700
	
	
	

	
	640
	
	
	

	
	14,400
	
	
	

	
	50
	45,790
	
	

	
	
	73,980
	
	

	
	
	
	
	

	Liabilities & Equity 
	
	
	

	Non-current liability 
	
	

	Long term loan 
	8,000
	
	

	Current liabilities: 
	
	
	

	Accounts payable 
	25,680
	
	
	

	Bank overdraft 
	2,880
	
	
	

	Telephone bill payable 
	180
	
	
	

	Suspense account 
	900
	
	
	

	Tax payable 
	1,500
	31,140
	
	

	Total liabilities 
	
	
	

	Equity: 
	
	
	
	

	Capital
	
	
	
	

	Add: Net profit 
	
	
	

	Less: Drawing 
	
	
	

	Total capital 
	39,140
	
	

	Total 
	
	
	
	

	
	48,000
	
	
	

	
	12,840
	
	
	

	
	-26,000
	
	
	

	
	
	34,840
	
	

	
	
	73,980
	
	



Reports issued by a company’s management summarising the company’s financial situation are known as financial statements. There must be a common set of accounting standards in place to guarantee that all reporting is accurate at all levels (Britton and Waterson 2013). One may find three primary financial statement kinds in every business company. 
The balance sheet is a financial statement. Assets, liabilities, and shareholders’ equity are included in the report. The sum of all assets must equal the sum of all liabilities and equity in this report. On the balance sheet, current and long-term assets are separated. Additionally, liability data is broken down into present and long-term obligations (Hill, 2014). For assessing a company’s liquidity, this categorization is helpful. According to best practices, the sum of a company’s current assets should be more than the sum of its current liabilities. The balance sheet is also used to determine if a company’s debt -to-equity ratio is appropriate, based on the amount of equity invested.
The statement of income is another financial report, it reveals the outcomes of a business’s profitability and financial activities. It’s common for it to include findings from the most recent month of the year, but it may also cover many periods for the comparative results (Garrison et al., 2016). All revenues earned are reduced from the cost of items sold, then all selling, general, and administrative expenditures are subtracted from the total income. Net of income taxes, the outcome is either a profit or a loss.
The cash flow statement is the last financial statement. An entity’s cash flow variations are shown in this report. These cash flows are separated into operational, investment, and financing cash flows. Almost all a company’s cash inflows and outflows are accounted for under its operational activities section, which includes transactions involving receivables, inventories, and payables. Investors that buy or sell assets are included in this section. Cash flows connected to debt purchase, stock sales, and other financing operations are included in the financial activities section. The financial main target is to offer information for a company’s efficiency of the management, financial status, and cash flows. The information in financial statements is utilised by users to decisions about resource allocation. The income statement informs the reader about a company’s capacity to make money. The balance sheet’s objective is to inform the reader about the present state of the company since the balance sheet’s time. This data is used to determine an institution’s liquidity, financing, and debt status, as well as to calculate a variety of liquidity ratios. Finally, the statement of cash flows is used to demonstrate the nature of cash inflows and payments in various categories. Because cash flows may not always reflect the sales and costs recorded on the income statement, this information is very useful.
Financial statements provide an overview of a company’s financial health at a given period, revealing information about its performance, operations, cash flow, and general situation. One of the most important accounting information strategies is relevance. In accounting, relevance indicates that the information provided by the accounting system will assist the users to making crucial decisions. Internal or external stakeholders might be users. However, different forms of accounting data might be useful to different sorts of users.
The capacity to create future cash flows is shown on the balance sheet and income statement. As a result, the shareholders will find significance in it, and it will be valuable in making investment decisions.
The yearly report will aid the management in product pricing. So, using the annual report and accounting rules, the management can compute the value of a product by working backwards in a formula.

	Journal entries
	
	
	
	

	Ricardo’s 
	
	
	
	
	

	General Journals
	
	
	
	

	Serial no. 
	Particulars 
	Ref 
	Debit (£)
	Credit (£)
	

	
	Inventory – Ending
	21,000
	
	

	
	   Cost of goods sold
	
	21,000
	

	
	Depreciation – fittings  
	784
	
	

	
	   Accumulated depreciation – fittings
	784
	

	
	
	
	
	
	

	
	Depreciation – building  
	1,000
	
	

	
	   Accumulated depreciation - building  
	1,000
	

	
	Advanced rates
	340
	
	

	
	   Rates
	
	
	340
	

	
	Allowance for doubtful debts
	600
	
	

	
	   Account receivable
	600
	

	
	Bad debt
	
	282
	
	

	
	   Allowance for doubtful debts
	282
	

	
	Drawings  
	250
	
	

	
	   Bank  
	
	
	250
	

	
	
	
	
	
	

	 Trial balance
	
	
	
	

	Ricardo’s
	
	
	
	
	

	Trial Balance
	
	
	
	

	Particulars 
	Amount (£)
	Amount (£)
	
	

	Fittings
	7,300
	
	
	
	

	Accumulated depreciation
	2,884
	
	
	

	Buildings
	30,000
	
	
	
	

	Accumulated depreciation
	7,000
	
	
	

	Inventory
	15,000
	
	
	
	

	Trade receivables
	9,400
	
	
	
	

	Allowance for doubtful debts
	482
	
	
	

	Cash in hand
	50
	
	
	
	

	Cash at bank
	1,000
	
	
	
	

	Trade payables
	18,000
	
	
	

	Capital
	
	19,050
	
	
	

	Drawings
	5,000
	
	
	
	

	Purchases
	80,000
	
	
	
	

	Revenue
	
	120,000
	
	
	

	Wages
	12,000
	
	
	
	

	Advertising
	4,000
	
	
	
	

	Rates
	1,440
	
	
	
	

	Advanced rates
	360
	
	
	
	

	Bank charges
	200
	
	
	
	

	Bed debt
	282
	
	
	
	

	Dep. Fittings
	384
	
	
	
	

	Building
	1,000
	
	
	
	

	
	
	
	
	
	

	Total balance
	167,416
	167,416
	
	
	

	
	
	
	
	
	

	 Financial statements
	
	
	

	Ricardo’s
	
	
	
	
	

	Statement of Profit or Loss
	
	
	

	For the year ending 31st December 2017
	
	

	Particulars
	Amount (£)
	Amount (£)
	
	

	Sales
	
	120,000
	
	
	

	Less: Cost of goods sold
	
	
	

	Beginning inventory
	15,000
	
	
	
	

	Add: Purchase
	80,000
	
	
	
	

	Less: Ending inventory
	-21,000
	
	
	
	

	
	
	74,000
	
	
	

	 Gross profit 
	
	
	
	

	
	
	
	
	
	

	Less: Operating expenses
	
	
	

	Bank expenses
	200
	
	
	
	

	Rates
	1460
	
	
	
	

	Advertising
	4000
	
	
	
	

	Dep. Fittings
	384
	
	
	
	

	Dep. Buildings
	1000
	
	
	
	

	Wages
	12,000
	
	
	
	

	Bad debts (600+282-600)
	282
	
	
	
	

	Net profit
	46,000
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	19,346
	
	
	

	
	
	26,654
	
	
	

	
	
	
	
	
	

	Ricardo’s
	
	
	
	
	

	Statement of Financial position
	
	

	For 31st December 2017
	
	
	

	Particulars 
	Amount (£)
	Amount (£)
	
	

	Non- current asset: 
	
	
	
	

	Fittings 
	7,300
	
	
	
	

	Less: Acc. Depreciation 
	2,884
	4,416
	
	
	

	Building 
	30,000
	
	
	
	

	Less: Acc. Depreciation 
	7,000
	23,000
	
	
	

	Total non – current asset 
	
	
	

	Current asset: 
	
	
	
	

	Trade receivable (10,000-600-282)
	
	

	Cash in hand 
	
	
	
	

	Ending inventory 
	
	
	
	

	Cash in bank 
	
	
	
	

	Advanced rates 
	
	
	
	

	Total current assets 
	
	
	
	

	Total assets 
	27,416
	
	
	

	
	
	
	
	
	

	
	9,118
	
	
	
	

	
	50
	
	
	
	

	
	21,000
	
	
	
	

	
	1,000
	
	
	
	

	
	340
	
	
	
	

	
	
	31,508
	
	
	

	
	
	58,944
	
	
	

	
	
	
	
	
	

	Liabilities & Equity 
	
	
	
	

	Non-current liability 
	
	
	

	Current liabilities: 
	
	
	
	

	Trade payable 
	18,000
	18,000
	
	
	

	
	
	
	
	
	

	Total liabilities 
	
	
	
	

	Equity: 
	
	
	
	
	

	Capital
	
	
	
	
	

	Add: Net profit 
	
	
	
	

	Less: Drawing 
	
	
	
	

	Total capital 
	18,000
	
	
	

	Total liabilities and equity 
	
	
	

	
	19,050
	
	
	
	

	
	26,654
	
	
	
	

	
	-5,000
	
	
	
	

	
	
	40,724
	
	
	

	
	
	58,944
	
	
	



In the financial sector, knowing the difference between profit and cash is crucial. Profit is also known as revenue minus all company’s costs during a given period. Cash is described as cash flowing in and out of a company over a given period. Profit is a key measure of overall company performance, while cash is required to maintain and run a company effectively. Important to note is that a lack of profit has a negative influence on the company’s cash in long term. Despite some businesses making money while being cash-negative, others make a lot of money yet remain unprofitable (Simini and Hingley, 2014). Companies need cash regularly, and they can operate without it even if they are losing money. The profit is essential for a company’s growth, and the cash is essential for a company’s survival. As a result, the financial account depicts cash and profit in various ways.
The terms profit and cash are used to describe profitability and liquidity, respectively, they are two of a company’s most essential key indicators. They show if a company is present or can be profitable, as well its potential for development. Liquidity has an influence on profitability, and profitability has an impact on liquidity, so even they are not synonymous, they go together. Both are tools for assessing and analysing a company’s potential to expand and maintain itself.
When a company has a large amount of cash on its balance sheet, it is regarded to be financially stable and low risk. Liquidity is not determined only by the cash balance but also by any assets that can be turned into cash without losing value within a year. Profitability on the other hand indicates a company’s performance regardless of cash flow. It is common to find a company that is prosperous on paper but lacks cash and cash equivalent to meet its daily payments and commitments. This is a example of improper liquidity risk management, studies have shown that many businesses fail not because they are unprofitable, but because they lack enough cash.
Accounting is essential to operating a company because it allows people to monitor revenue and expenses, and offer financial information to stakeholders, management, and the government that can be used to make business choices. Accounting data is often used to tell corporate owners about the costs of different resources or processes. During the financial analysis process, these expenses may be compared against the potential revenue of new prospects.
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