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2)The relevance of financial statements to users




Financial statements are very useful since they provide a wealth of information. Using these tools, users may better comprehend a variety of business aspects such as performance and financial situation as well as the efficiency of the organization.
The income statement, balance sheet, and cash flow statement are the three financial statements. These documents are the result of double-entry accounting, which is used in almost every country on the planet. As a result, we can understand businesses from all over the world that use them.

The income statement informs users of a company's sales, the costs incurred to generate those sales, the costs incurred for daily operations (lighting, water, rent), the current cost of large assets, interest paid on loans, and taxes. 
A company's income and expenditures are shown on an income statement. To determine if they can produce a profit by growing sales or cutting expenditures, business managers use an income statement. This document can be used also by business owners to determine whether or not their strategies have been successful.
Based on their investigation, they can devise the best strategies to increase profits.

Net profit is the result of deducting all of these costs from sales. At the end of the period, the company's net profit is recorded on its balance sheet.

Users can determine if the company is improving its profit generation by analyzing the evolution of revenue and costs over time. 
Users pay close attention to margins in particular. If a company's gross margin (sales – costs to generate sales) rises while sales remain stable, this indicates that the company is becoming more efficient. This is a performance improvement.
The balance sheet shows us the company's assets and liabilities. Its "position" is frequently referred to as capital structure — that is, what proportion of assets are debt and equity.
If a company has $100 in total assets, $20 in equity, and $80 in liabilities, we know that the company is heavily dependent on others to fund its assets (80%).
Unless the company has made very large purchases with loans as an investment to improve performance, companies with lots of liabilities usually have lower margins OR have high sales on credit.
Efficiencies are defined as the ability of a company to generate profit or convert assets into earnings. Margin and return on assets are key metrics involved in evaluating efficiency.
  Equity or liabilities can be used to fund a company's assets, as previously stated. Together, they form the capital structure of a business. Equity is the value of money invested by investors. The equity of a public company depicts the value of the company's shares at the time of the issuance of those shares. In private companies, it shows the value contributed by each shareholder.
The equity figure provides information about a company's ownership structure. Stock options may result in a dilution of shares in some cases, and equity can show what a company's ownership consists of. Users seeking to maximize share value aim to fully understand a company's equity, whether they are planning to trade the stock or manage the business. 
We discussed the financial position above as a high-level overview of the balance sheet. The next step is to examine how the company uses equity and debt to purchase large assets. Our discussion above focused on equity and liabilities.
In most cases, a balance sheet separates current and long-term liabilities. Long-term debt or long-term notes payable are typically found in the long-term section. These are large loans obtained to fund the purchase of large assets.

Financial statements with historical and current values are critical. Many users, however, are more interested in the company's future plans. While the previous year's revenues indicate whether the company's performance is within the user's range of interest, the user must believe that this growth will continue in the future if she/he wishes to invest.
At this stage, financial analysts play a critical role. They are directly responsible for forecasting all three financial statements based on management input and assumptions. Forward-looking statements that show these projections can be found in the SEC filings of some public companies.  
Users of financial statements frequently develop their own forward-looking estimates, even if the projections in filings are based on historical values. Users can use forward-looking statements to determine whether or not they will continue to interact with the organization.
When people examine financial statements, the first question they ask is whether the company has enough cash to meet its expenses. This state is referred to as a solvent. On the balance sheet, we find solvency in what we call working capital.
Estimates of working capital are produced from a company's balance sheet's assets and liabilities. To calculate working capital, you must divide the total value of current assets by the total value of current liabilities. You have one year to deal with these issues. A business must arrange some sort of short-term finance when working capital is negative. Managers, investors, and analysts all pay close attention to working capital.
As we said in the introduction another financial statement is the cash flow statement which is a  crucial document since it provides parties interested in the firm with a comprehensive view of all transactions. Cash flow also represents a financial statement that summarises all cash inflows from activities and external investment sources.
Accountancy is divided into two subfields: accrual and cash. Accrual accounting is used by the majority of publicly traded corporations, which means that the income statement and cash position of the company differ. Cash accounting is the primary emphasis of the cash flow statement.
A cash flow statement is a vital tool for corporations as well as analysts and investors because even profitable organizations might fail to manage their cash flow properly. 
Each of the three company activities shown on the cash flow statement is broken down further: operations, investing, and financing. 

In conclusion, financial statements are important because they provide unbiased, reliable information on a company's performance, assets, obligations, and debts to others, and cash flow allowing users to evaluate ways to improve these metrics and/or whether to invest.
1)a
	1. Journal Entries

	Date
	
	Debit
	Credit

	12/31/2019
	Cost of goods sold
	125600
	 

	 
	Inventories
	 
	125600

	(To record cost of goods sold)

	12/31/2019
	Taxes
	1500
	 

	 
	Taxes payable
	 
	1500

	 (To record taxes payable)

	12/31/2019
	Insurance expense
	640
	 

	 
	Prepaid insurance
	 
	640

	(To record insurance expense)

	12/31/2019
	Telephone
	180
	 

	 
	Accounts Payable
	 
	180

	(To record telephone expense)

	12/31/2019
	Depreciation - Computer Equipment
	900
	 

	 
	Accumulated depreciation – computer equipment
	 
	900

	(To record Computer Equipment depreciation

	12/31/2019
	Depreciation - Motor Vehicles
	11670
	 

	 
	Accumulated depreciation – motor vehicles
	 
	11670

	(To record Motor Vehicles depreciation)



b) Updated Trial Balance
	Trial Balance as of December 31, 2019

	Accounts
	£
	£

	Accounts payable
	 
	        25,860 

	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 

	Prepaid Insurance
	           2,720 
	 

	Motor vehicles at cost
	         53,900 
	 

	Capital
	 
	        48,000 

	Inventories
	         14,400 
	 

	Accumulated depreciation – motor vehicles
	 
	        26,670 

	Accumulated depreciation – computer equipment
	 
	          3,540 

	Petty cash
	                50 
	 

	Bank overdraft
	 
	          2,880 

	Wages
	         67,440 
	 

	Rent
	         23,760 
	 

	Sales
	 
	      256,400 

	Telephone
	           1,620 
	 

	Long-term Loan
	 
	          8,000 

	Depreciation Expense
	         12,570 
	 

	Insurance Expense
	              640 
	 

	Cost of Goods Sold
	       125,600 
	 

	Taxes
	           1,500 
	 

	Taxes Payable
	 
	          1,500 

	Total
	373,300
	373,300




c) Financial Statements
	Sandrolia Ltd.

	Statement of Profit or Loss 

	For the year ended December 31, 2019.

	 
	£
	£

	Sales
	 
	        256,400 

	Less: Cost of Goods Sold
	       125,600 
	 

	Gross Profit
	 
	        130,800 

	Operating Expenses
	 
	 

	Depreciation Expense
	         12,570 
	 

	Insurance Expense
	              640 
	 

	Carriage inward
	           1,840 
	 

	Carriage outward
	           3,280 
	 

	Telephone
	           1,620 
	 

	Electricity
	           2,480 
	 

	Wages
	         67,440 
	 

	Rent
	         23,760 
	 

	Total Income
	 
	          17,170 

	Interest
	              300 
	 

	Taxes
	           1,500 
	 

	Net Income
	 
	          15,370 



	Sandrolia Ltd.

	Statement of Financial Position

	As of December 31, 2019.

	Assets
	£
	£

	Non-Current Assets
	 
	 

	Computer Equipment at Cost
	           4,500 
	 

	Accumulated Depreciation – Computer Equipment
	-3540
	 

	Motor Vehicles at Cost
	         53,900 
	 

	Accumulated Depreciation – Motor Vehicles
	-26,670
	          28,190 

	 
	 
	 

	Current Assets
	 
	 

	Prepaid Insurance
	2,720
	 

	Inventories
	14,400
	 

	Accounts Receivable
	30,700
	 

	Less: Provision for doubtful debts
	-450
	 

	Petty Cash
	50
	47,420

	Total Assets
	 
	          75,610 

	 
	 
	 

	Capital & Liabilities 
	 
	 

	Capital
	48,000
	 

	Profit for the period
	         15,370 
	 

	Drawings
	-26,000
	37,370

	 
	 
	 

	Non-current liabilities:
	 
	 

	Bank loans
	           8,000 
	            8,000 

	 
	 
	 

	Current liabilities:
	 
	 

	Bank loans and overdrafts
	           2,880 
	 

	Taxes Payable
	1,500
	 

	Trade payables
	         25,860 
	          30,240 

	Total capital and liabilities
	 
	          75,610 




3)
a)
	Journal Entries

	Date
	
	Debit
	Credit

	12/31/2017
	Cost of goods sold
	       74,000 
	 

	 
	Inventories
	 
	       74,000 

	 
	(To record cost of goods sold)

	12/31/2017
	Depreciation - Fittings
	384
	 

	 
	Accumulated Depreciation – Fittings
	 
	384

	 
	(To record Fittings depreciation)

	12/31/2017
	Depreciation - Buildings
	         1,000 
	 

	 
	Accumulated Depreciation – Buildings
	 
	         1,000 

	 
	(To record Buildings Depreciation)

	12/31/2017
	Bad Debts Expense
	        300
	 

	 
	Trade Receivables
	 
	         300 

	 
	(To record bad debts expense) 

	12/31/2017
	Rates Expense

	          1440 
	 

	 
	Rates
	 
	           1440 

	 
	(To record rates expense)

	12/31/2017
	Cash
	250
	 

	 
	Bank loan
	 
	250

	 
	(To record bank loan

	12/31/2017
	Drawings
	250
	 

	 
	Cash
	 
	250

	 
	(To record drawings)



b) Updated Trial Balance
	Trial Balance as of December 31, 2019

	Accounts
	£
	£

	Fittings
	           7,300 
	 

	Accumulated depreciation – fittings at 31/12/2017
	 
	          2,884 

	Buildings
	         30,000 
	 

	Accumulated depreciation – buildings at 31/12/2017
	 
	          7,000 

	Inventory at 31/12/2017
	         21,000 
	 

	Trade receivables
	           9,700 
	 

	Allowance for doubtful debts 31/12/2017
	 
	             800 

	Cash in hand
	                50 
	 

	Cash at bank
	           1,250 
	 

	Trade payables
	 
	        18,000 

	Capital
	 
	        19,050 

	Drawings
	           5,000 
	 

	Revenue
	 
	      120,000 

	Wages
	         12,000 
	 

	Advertising
	           4,000 
	 

	Rates
	              360 
	 

	Bank charges
	              200 
	 

	Cost of Goods Sold
	         74,000 
	 

	Depreciation – Fittings
	              384 
	 

	Depreciation – Buildings
	           1,000 
	 

	Rates Expense
	           1,440 
	 

	Bad Debts Expense
	              300 
	 

	Bank Loan
	 
	             250 

	Total
	       167,984 
	      167,984 




c) Financial Statements
	Ricardo

	Statement of Profit or Loss 

	For the year ended December 31, 2017.

	 
	£
	£

	Sales
	 
	        120,000 

	Less: Cost of Goods Sold
	         74,000 
	 

	Gross Profit
	 
	          46,000 

	Operating Expenses
	 
	 

	Depreciation Expense
	           1,384 
	 

	Wages
	         12,000 
	 

	Bank Charges
	              200 
	 

	Advertising Expense
	           4,000 
	 

	Rates Expense
	           1,440 
	 

	Bad Debts Expense
	              300 
	 

	Net Income
	 
	          26,676 



	Ricardo

	Statement of Financial Position

	As of December 31, 2017

	Assets
	£
	£

	Non-Current Assets
	 
	 

	Fittings
	           7,300 
	 

	Accumulated Depreciation - Fittings
	-2884
	 

	Buildings
	         30,000 
	 

	Accumulated Depreciation – Buildings
	-7,000
	          27,416 

	 
	 
	 

	Current Assets
	 
	 

	Inventories
	21,000
	 

	Trade Receivables
	9,700
	 

	Less: Provision for doubtful debts
	-800
	 

	Rates
	360
	 

	Cash in Hand
	50
	 

	Cash at Bank
	1,250
	31,560

	Total Assets
	 
	          58,976 

	 
	 
	 

	Capital & Liabilities 
	 
	 

	Capital
	19,050
	 

	Profit for the period
	         26,676 
	 

	Drawings
	-5,000
	40,726

	 
	 
	 

	Non-current liabilities:
	 
	 

	Bank loans
	              250 
	               250 

	 
	 
	 

	Current liabilities:
	 
	 

	Trade Payables
	         18,000 
	          18,000 

	Total capital and liabilities
	 
	          58,976 









4) Compare and contrast liquidity and profitability

Profitability and liquidity are two key metrics that reveal a company's health and well-being. Profitability and liquidity should be aligned for long-term survival and growth. One of the primary objectives of every business is to be financially successful. The survival and expansion of a company are impossible without being financially successful.
In order to make a profit, a company must have access to short-term money to cover its operational and other daily expenses.
When this short-term requirement for capital is generated by business operations rather than external borrowing, the business will be more profitable. Liquidity measures the company's capacity to satisfy its short-term funding needs, whereas profitability measures the amount of money the company makes through its operations.

An organization's ability to meet its short-term obligations is called liquidity. When a business has a significant quantity of cash on hand, it is considered financially sound and low risk.
We measure liquidity not just in terms of cash on hand, but also in terms of the value of all assets that can be turned into cash without deteriorating in value within a year. It is crucial for the short- and long-term sustainability of a business, but profitability comes second.
Profitability is a financial statistic that indicates a business's economic success regardless of its cash flow. It is not uncommon to encounter a business that appears wealthy on paper but lacks the cash and cash equivalent necessary to satisfy daily payments and other due obligations. This is a textbook case of ineffective liquidity management. Empirical studies have shown that a large number of businesses fail not because they are unprofitable, but because they lack adequate liquidity. To determine a company's liquidity, net working capital and current ratio are used, while returns on assets and return on equity are used to determine profitability.
Liquidity is concentrated on short-term assets with low-profit margins and low risk. 
If current assets equal current liabilities, the current ratio is considered acceptable.
The networking capital, in this case, is zero, which is equal to current assets minus current liabilities.
A current ratio of one is harmful to some extent.
Current assets should cover current liabilities + a safety cushion plus current assets. Negative working capital usually indicates a requirement for short-term finance, which is expensive and diminishes earnings. Corporate loan providers must first examine the borrower's operating capital, current assets, and current liabilities. Liquidity measurements also consider current asset quality.
The value of qualitative current assets can be turned into cash within a year.  Profitability is calculated using return on equity and return on assets. The profitability and survival of a business are favorably associated, although not perfectly. It indicates that while a business can survive for a few years without profit, long-term survival is not viable. The accrual accounting approach is used to compute the return on equity, regardless of the actual cash flow. Profit and loss statements do not accurately reflect a business's capacity to pay its expenses. Additionally, because the values are based on book value, they are not typically adjusted for changes in the current inflation index or other market-determined variables. To calculate the return on assets, one considers the amount of money remaining after loans and equity has been invested. Additionally, the value of the assets is based on a book figure in this appraisal.
The subjectivity of users, on the other hand, is a problem for all of these techniques. It leads us to believe that profitability is not a very reliable indicator of a company's long-term viability. Numerous other factors must be considered before attempting to answer the question of corporate survival. 
 
To conclude, liquidity is essential for a company's short-term existence, whilst profitability ensures the company's long-term viability. However, while short-term liquidity is not guaranteed by profitability, long-term liquidity must be maintained. Long-term profitability, on the other hand, is hard to attain without access to both short- and long-term cash sources. It highlights the importance of both long-term and short-term survival for a company's long-term existence. Liquidity and profitability should be balanced as best as possible by companies. Companies should strive to maintain their liquidity levels as close as feasible to the optimal level and avoid any deviations from this level in order to maximize profitability. 
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