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Accounting Fundamentals
Q#1 a. Journal Entries: All figures in £
Adjustment for Inventory
	Details
	Dr
	Cr

	Inventory
Inventory Change
	1,200
	

	
	
	1,200



Inventory a/c
	Change in inventory
	1,200
	
	



Adjustment for Depreciation
Motor Vehicle at cost = 53,000 x 30% = 16,170
Computer Equipment = 4,500 x 20% = 900
	Details
	Dr
	Cr

	Motor Vehicle Depreciation Expense
Computer Equipment Depreciation Expense
Accumulated Depreciation
	16,170
	

	
	900
	

	
	
	17,070



Adjustment for Accrued Expenses: Telephone Bills
	Details
	Dr
	Cr

	Telephone Expense
Accrued telephone expenses
(To record accrued telephone expenses)
	180
	

	
	
	180



Telephone Expense a/c
	Details 
	Dr
	Details
	Dr

	Cash at bank
Accrued telephone expense
	1,440
180
	Profit & Loss account
	1,620



Bank a/c
	Details 
	Dr
	Details
	Dr

	
	
	Telephone expense
	1,440




Accrued Telephone Expense a/c
	Details 
	Dr
	Details
	Dr

	Balance c/d
	180
	Telephone expense 
	180



Adjustment for the Prepaid Expense: Insurance
	Details
	Dr
	Cr

	Insurance Expense
Prepaid insurance expenses
(To record accrued telephone expenses)
	640
	

	
	
	640



Insurance Expense a/c
	Details 
	Dr
	Details
	Dr

	Bank 
	3,360

	Prepaid Insurance
Profit & Loss account
	640
2,720



Prepaid Insurance a/c
	Details 
	Dr
	Details
	Dr

	Insurance expense
	640
	
	



Bank a/c
	Details 
	Dr
	Details
	Dr

	
	
	Insurance expense  
	3,360



Adjustment for unpaid Taxes
	Details
	Dr
	Cr

	Tax expense
Tax payable
(To accrue unpaid taxes owed but unpaid)
	1,500
	

	
	
	1,500



Tax Expense a/c
	Details 
	Dr
	Details
	Dr

	Accrued tax
	1,500

	Profit & Loss
	1,500







Bank a/c
	Details 
	Dr
	Details
	Dr

	
	
	Tax Expense
	1,500



Accrued Tax Expense
	Details 
	Dr
	Details
	Dr

	Balance c/d
	1,500

	Tax expense
	1,500



b. Updated Trial Balance
Sandrolia Ltd Trial Balance as of 31st December 2019
	Details 
	Dr
	Cr

	Capital
	
	48,000

	Drawings
	26,000
	

	bank
	380
	

	Opening inventory
	13,200
	

	Change in inventory
	1,200
	

	Accounts receivables
	30,700
	

	Accounts payables
	
	25,680

	Motor vehicle
	53,900
	

	Computer equipment
	4,500
	

	Sales 
	
	256,400

	Purchases 
	126,800
	

	Carriage inwards 
	3,280
	

	Accumulated depreciation for Motor vehicle
	
	31,170

	Accumulated depreciation for computer equipment
	
	3,540

	Provision for doubtful debts
	
	450

	Insurance 
	2,720
	

	Electricity 
	2,480
	

	Loan interest
	300
	

	Telephone 
	1,620
	

	Long term loan
	8,000
	

	Rent 
	23,780
	

	Wages 
	67,440
	

	Bank overdraft
	
	2,880

	
	368,120
	368,120







c. Statement of Profit or Loss and Statement of Financial position
Sandrolia Ltd Statement of Profit & Loss for the year ending 31st December 2019
	Details
	£
	£
	£

	Sales 
	
	
	256,400

	Opening stock
	
	13,200
	

	Add purchases
	126,800
	
	

	Carriage inwards 
	1,840
	
	

	Net purchases
	
	128,640
	

	Goods available for sale
	
	141,840
	

	Less closing stock
	
	(14,400)
	

	Cost of goods sold
	
	
	127,440

	Less expenses: 
	
	
	

	Telephone 
	
	1,620
	

	Rent 
	
	23,760
	

	Wages 
	
	67,440
	

	Insurance 
	
	2,720
	(95,540)

	Net profit
	
	
	288,300



Sandrolia Ltd Statement of Financial Position for the year ending 31st December 2019
	Details
	£
	£
	£

	Non-current Assets
	Cost
	Acc. Depreciation
	NBV

	Motor vehicle 
	 53,900
	31,170
	22,730

	Computer equipment
	4,500
	3,540
	960

	Total 
	
	
	23,690

	Current Assets
	
	
	

	Stock 
	14,400
	
	

	Prepaid Insurance
	640
	
	

	Cash at hand
	380
	
	

	Total 
	46,120
	
	

	Less current liabilities
	
	
	

	Bank overdraft
	2,880
	
	

	Accounts payables
	25,680
	
	

	Accruals (taxes and telephone bills)
	1,680
	
	

	Total 
	(30,240)
	
	

	Net current assets
	
	
	15,880

	Total assets
	
	
	39,570

	Capital 
	
	
	48,000

	Add net profit
	
	
	288,300

	Less drawings
	
	
	(26,000)

	
	
	
	310,300

	Add non-liabilities – Long-term loan.
	
	
	8,000

	
	
	
	318,300





Q#2 The Relevance of Financial Statements to Users
a. Understanding Company’s Performance
Financial statements provide information about the company's performance, giving users such information to assess the feasibility of being associated with the company either through investment or partnership in the future.  The income statement is an important financial tool that breaks down how the company generates profits based on the costs incurred within a given financial period. By comparing the net sales generated with costs incurred, the profit and loss statement helps users of financial information analyze the company's efficiency in generating profits (Öztürk & Karabulut, 2018). Profit margin is a good example of how financial statements help users understand the performance of the company. It shows how much profit a company makes for shareholders per dollar of the sales generated (Öztürk & Karabulut, 2018). Thus, potential investors can use a profit margin to understand whether the company is financially sound to do business with or for investment.
b. Understanding Company’s Financial Position Based on Its Capital Structure
The statement of financial position, commonly known as a balance sheet, shows how a company finances its business operations. It highlights the company's capital structure, offering the company’s ordinary shareholders extensive information regarding its ability to increase its earnings per share by maximizing the market price of the shares. Most importantly, the financial ratios prepared based on the statement of financial position elements such as debt-to-equity and debt-to-capital ratios evaluate how the company uses leverage in financing its operations. Using the debt-to-capital ratio, company stakeholders can understand what percentage of the company’s operations is financed by debt compared to equity (Barth & Miller, 2018). A high debt-to-equity ratio is a red flag for a company likely to experience financial challenges or even go into bankruptcy in the future. It is an important ratio for investors seeking to commit their resources to the company. Barth and Miller (2018) assert that a high ratio will discourage investors, while a low ratio makes a company more attractive to potential investors.




c. Understanding the Company’s Efficiency
A company's efficiency is measured by how well it converts its assets into earnings and profit cost-effectively. Other than the profit margin discussed earlier, the return on assets is another financial ratio that measures the company’s efficiency. It measures the productivity of the company between periods. Investors and stakeholders interested in understanding the company’s performance efficiency in the first, second, third, or fourth quarter of the financial year to make financial decisions are likely to find ROA an important financial ratio. 
d. Importance of Cash Flow Statement
A cash flow statement provides an inflow-outflow cash analysis of the company during a given financial period.  It is significant to stakeholders looking to understand whether the company has enough funds to meet its financial obligations, especially in paying for purchases and expenses. Besides the cash flow generated from business operations such as selling and buying of merchandise, it provides information on two other revenue streams of the company. The cash flow from investing in finance shows the company's ability to generate cash from buying and selling of assets and raising capital (Khodarahmi & Hamedi, 2018). Stakeholders can use the cash flow statement to analyze the feasibility of the company's short and long-term plans by comparing the cash volume it generates and the financial resources required to realize company plans. It is, therefore, a decision-making tool that determines whether to partner with the company for the short-term or long-term (Khodarahmi & Hamedi, 2018).
e. Importance of Financial Statements to the Company Management
Financial statements serve an essential role in the company's management and leadership. Financial statements are of great importance in debt management (Masadeh, Khasawneh, & AL Salamat, 2018). Companies raise capital from time to time to finance their operations. The decision on which type of capital to rise rely on the company’s financial ratios prepared based on the financial statements. Using too much debt may cripple its operations and its industry attractiveness for investors (Masadeh et al., 2018). Thus, ratios such as debt-to-equity and debt service charges influence the management decision-making related to debt financing.
Financial statements are also important in analyzing the company’s financial trend. For instance, a company can estimate its future performance based on its previous performance. 




Trend analyses rely on past financial statements to provide future policy formulation and decision-making (Masadeh et al., 2018). Low or stagnated annual net profits may be a signal to revamp its marketing or product manufacturing strategies to increase its sales volume. Above all, the preparation of financial statements helps companies to comply with governmental regulations.
f. Importance of Financial Statements to the Government
It is a mandatory requirement for all publicly-traded companies to publish their financial statements quarterly or annually. The net profit reflected in the profit and loss statement helps the government determine the tax amount the company is obligated to remit to the national government. However, this is not the sole purpose that financial statements interest the national government. The government commonly uses financial statements to assess the economic performance of various sectors and the overall country’s economic performance and growth. Financial statements prepared by publicly-traded companies largely influence fiscal policies and economic plans.
Q#3 a. Journal Entries
Adjustment for inventory
	Details
	Dr
	Cr

	Inventory
Inventory Change
	6,000
	

	
	
	6,000



Inventory a/c
	Change in inventory
	6,000
	
	



Adjustment for depreciation
Fittings at 8% = 7,300 x 8% = 584
Buildings = Depreciation amount = Cost – residual value = 30,000 – 0 = 30,000
Depreciation for the 1st year = No. of yrs expected to last/Sum of yrs expected to last x Amount
 Depreciation = 30/465 x 30,000 = 1,935.5





	Details
	Dr
	Cr

	Fittings Depreciation Expense
Building Depreciation Expense
Accumulated Depreciation
	584
	

	
	1,935.5
	

	
	
	2,519.5




Depreciation Expense a/c
	Details 
	Dr
	Details
	Dr

	Accumulated depreciation 
	2,519.5
	Profit & Loss account
	2,519.5



Accumulated depreciation a/c
	Details 
	Dr
	Details
	Dr

	Balance c/d 
	2,519.5
	Depreciation expense
	2,519.5



Adjustment for accrued expenses
	Details
	Dr
	Cr

	Rates expense
Rates payable
(To accrue unpaid rates owed)
	360
	

	
	1,935.5
	360

	
	
	



Rates expense a/c
	Details 
	Dr
	Details
	Dr

	Accrued rates
	360
	Profit & Loss
	360



Bank a/c
	Details 
	Dr
	Details
	Dr

	
	360
	Tax expense
	360



Accrued tax expense a/c
	Details 
	Dr
	Details
	Dr

	Balance c/d
	360
	Tax expense
	360




Adjustments for bad debts
	Details
	Dr
	Cr

	Bad debts
Accrued receivables 
	600
	

	
	
	600



Adjustment for the increase in provision for bad debts
 Increment for provision for bad debts = 3% x 9,400 = 282
	Details
	Dr
	Cr

	Expense account in the profit and loss
Provision for bad debts
(Being increase in provision for bad debts)
	282
	

	
	
	282



Provision for bad debts a/c
	Details 
	Dr
	Details
	Dr

	Balance c/d
	282
	Profit and Loss
	282




Adjustments for bank withdrawals
	Details
	Dr
	Cr

	Withdrawal a/c
Bank a/c
	250
	

	
	
	250



Bank a/c
	Details 
	Dr
	Details
	Dr

	Balance c/d
	250
	Withdrawal 
	250



Withdrawal a/c
	Details 
	Dr
	Details
	Dr

	Bank 
	250
	Balance c/d
	250



Capital a/c
	Details 
	Dr
	Details
	Dr

	Withdrawal 
	250
	Balance c/d
	250




b. Ricardo's' trial balance (All values in £)
Ricardo Ltd Trial Balance as of 31st December 2017
	Details 
	Dr 
	Cr 

	Capital 
	
	19,050

	Drawings 
	5,000
	

	Bank 
	1,360
	

	Cash 
	50
	

	Trade receivables 
	9,400
	

	Trade payables 
	
	18,000

	Stock 
	21,000
	

	Fittings 
	7,300
	

	Buildings 
	30,000
	

	Purchases 
	80,000
	

	Accumulated depreciation for fittings
	
	3,084

	Accumulated depreciation for buildings
	
	7,935.5

	Allowance for doubtful debts
	
	10,082

	revenue
	
	120,000

	wages
	12,000
	

	Advertising 
	4,000
	

	Rates 
	2,160
	

	Bank charges
	200
	

	
	172,470
	178,151.48


Ricardo Ltd Statement of Profit & Loss as of 31st December 2017
	Details 
	
	

	Opening stock
	15,000
	

	Add purchases
	80,000
	

	Goods available for sale
	95,000
	

	Less closing stock
	(21,000)
	

	Cost of goods sold
	
	74,000

	Add other incomes
	
	120,000

	Less expenses: wages 
	12,000
	

	Advertising 
	4,000
	

	Rates 
	2,160
	

	Bank charges 
	200
	(18,360)

	Net profit
	
	175,640









Ricardo Ltd Statement of Financial Position as of 31st December 2017
	Details
	£
	£
	£

	Non-current Assets
	Cost
	Acc. Depreciation
	NBV

	Building
	30,000
	7,935.5
	22,064.5

	Fittings 
	7,300
	3,084
	4,216

	Total 
	
	
	26280.5

	Current assets 
	
	
	

	Accounts receivables 
	9,400
	
	

	Less provision for bad debts
	(10,082)
	
	

	Prepayments 
	360
	
	

	Bank 
	1,360
	
	

	Cash 
	50
	
	

	Total current assets
	
	
	1,088

	Total assets 
	
	
	27,368.5

	Capital 
	19,050
	
	

	Add net profit
	175,640
	
	

	Less drawings 
	(250)
	
	194,440



Q#4 Liquidity and Profitability
The accounting profession's relationship and the trade-off between liquidity and profitability are highly contested, generating disagreements among experts, researchers, and financial analysts. The professional stand as to which of the two concepts is of relative importance to corporate organizations and business enterprises varies among professionals (Zeller, Kostolansky, & Bozoudis, 2019). However, it is essential to examine how liquidity and profitability influence the company’s management decision-making process.
Liquidity refers to the company’s ability to meet its short obligations for the continuous operations of the business activities. Profitability measures the company’s ability to achieve economic success irrespective of the company’s cash flow. Companies need to maintain liquidity levels that may not be detrimental to their profitability ambitions. 
Therefore, maximizing profitability calls for companies to maintain a desired level of liquidity. On the other hand, increased profitability tends to decrease the level of liquidity of a company (Panigrahi, 2019). Besides, low or no working capital coupled with large company payables are early signs of serious financial challenges because negative working capital is associated with high default risk by rating agencies. 

This is true because negative working capital usually leads to high-interest costs on a company’s loan (Panigrahi, 2019).
The current ratio and quick ratio measure the liquidity ratio. The former examines the relationship between current assets and current liabilities, while the latter establishes a relationship between quick or liquid assets with current liabilities (Panigrahi, 2019). Many companies prefer a high current ratio because it indicates that they can promptly meet their short-term obligations. Low liquidity can cause a default by the company to pay its creditors on time and maturing obligations to suppliers of credit, goods, and services, leading to insolvency. Most importantly, inadequate cash or liquid at hand can cause a company to miss incentives offered by suppliers of credit, goods, and services (Panigrahi, 2019). As a result of losing such big incentives, the company may experience a high cost of goods that, in return, reduce the profitability. This trade-off between liquidity and profitability explains why the two concepts attract varying perspectives on which concept companies should assess their financial position.
The positive profits and not-so-positive cash flows accounting riddle can be explained well using the accounting principle used in recording and preparing financial statements. According to Zeller et al. (2018), accountants use the accrual basis accounting concept to prepare financial statements. This is an accounting principle where expenses are reported only when the goods and services are consumed, regardless of when they were paid. It is also called the matching concept because revenues and costs are recognized when earned or incurred, not when the monetary attachment is received or paid. Regarding the time when revenue is received or when the expense is incurred creates two scenarios that involve prepayments and accruals. Prepayments occur when money is received within a period yet to be earned, or an expense is paid for when it is yet to be incurred (Zeller et al., 2018). Accruals occur when the expenses for the money paid are already incurred or when the income is received way after the earning period has passed. The prepayments and accruals explain why a company may report high profitability even when its liquidity or cags flow balances are far below the required levels.
Other factors may cause negative or low cash levels even when the company records high profitability index. One of the reasons could be that the company has spent more in cash than what is expensed by accounting, especially when it makes more investment in consumable products. 

These are products that generate the company's cash flow from operations. This may be explained by the high volume of purchases than sales in the profit and loss statement. For instance, a company may decide to take advantage of an incentive offered by a vendor or supplier and make a huge volume of purchases. However, the company only manages to sell only half of the purchased items during the reporting period. As a low cash account is reported in the balance sheet, the profit and loss statement does not reflect this figure because it does not cost until sold (Zeller et al., 2018). The second reason is when the company allows customers to purchase goods and services on credit. It, therefore, means that the company's cash flow will be from financing and not business operations. When customers use credit to pay for goods and services, the profit and loss statement will realize an increase in revenue while there is no equal increment in cash at the bank. Just in a similar way, when a down payment in cash is reflected in the cash account while the customer’s purchase balance appears in the accounts receivables on the balance sheet. Another reason is cash flows from investments. When a company invests in equipment, products, and other long-term assets using cash, it may take long before the investment pays back (Zeller et al., 2018). Considering that liquidity measures a company's ability to meet its short-term obligations, the long-term investment may cause a sharp decrease in its cash flow. Repaying a loan is another reason a company may record low cash flows but still report a high profit. Companies use cash to repay loans, decreasing their cash levels substantially. Nonetheless, it is worth noting that accounting guidelines only allow the deduction of the loan interest as an expense when calculating profits (Zeller et al., 2018). Therefore, the cash account is reduced by the principal payment, but profit is not affected by this transaction. Lastly, making expense prepayments can also reduce cash levels. More cash is normally paid out than the product consumed when the company makes payments in advance. Examples of such payments include prepaid taxes, insurance, and rent. The accrual accounting concept calculates only one portion of the prepaid expense incurred from revenues during the reporting period. As a result, only cash flow is affected by the transaction and not the expense account.
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