


Module code: LCBB4001
Module Title: Accounting Fundamentals

Student ID:1922490
Lecturer : Ernest Ovia
[bookmark: _GoBack]

Exercise 1.
a)
Journal Entries for Danny Ltd.
	ENTRIES
	               Particulars 
	Debit (£)
	Credit (£)

	31.12.2019
	Inventory a/c     

    Cost of goods sold  a/c     

(to record the value of closing inventory)
	10,200
	

10,200

	31.12.2019
	Depreciation a/c      

     Accumulated depreciation-   motor vehicles  a/c    

(to record the depreciation  of  motor vehicle)
	8,400
	

8,400

	31.12.2019
	Depreciation a/c      

    Accumulated depreciation- computer equipment   a/c       

(to record the depreciation  of computer equipment 
	1,000
	

1,000

	31.12.2019
	Electricity bill a/c       

     Electricity bill payable   a/c       

(to record the payable electricity bill )
	1,000
	

1,000

	31.12.2019
	Prepaid insurance a/c     
 
   Insurance   a/c      

(to record the prepaid insurance)
	500
	

5000

	31.12.2019
	Income tax a/c    

    Income  tax payable a/c

(to  record the payable income tax)
	1,920
	

1,920
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b) Updated Trial Balance of Danny Ltd.
Trial Balance
Danny Ltd.
December 31, 2019
	Particulars
	Debit (£)
	Credit (£)

	Accounts payable
	
	16,120

	Accounts receivable
	16,480
	

	Carriage inwards
	2,440
	

	Computer equipment at cost
	10,000
	

	Carriage outwards
	4,000
	

	Drawings
	6,500
	

	Electricity
	8,000
	

	Loan interest
	480
	

	Provisions for doubtful debt
	
	1,000

	Insurance
	1,000
	

	Motor vehicles at cost
	51,200
	

	Capital
	
	84,760

	Opening inventory
	3,600
	

	Accumulated depreciation – motor vehicles
	
	17,600

	Petty cash
	40
	

	Bank
	59,120
	

	Purchase
	26,400
	

	Rent
	5,600
	

	Sales
	
	60,600

	Telephone
	4,320
	

	Long-term loan
	
	27,000

	Electricity bill payable
	
	1,000

	Depreciation expense – Motor vehicle
	8,400
	

	Depreciation expense – computer equipment
	1,000
	

	Accumulated depreciation – computer equipment
	
	1,000

	Prepaid insurance
	500
	

	Income tax
	1,920
	

	Income tax payable
	
	1,920

	Total
	211,000
	211,000
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Danny Ltd
Income Statement
For the year ending December 31, 2019
	Particulars
	Amount (£)
	Amount (£)

	Sales
     Cost of goods sold
Gross Profit
Expenses:
Carriage inwards
Carriage outwards
Electricity
Loan interest
Insurance
Rent
Telephone
Depreciation expense – Motor vehicle
Depreciation expense – computer equipment



Income before tax
Income tax expense
	



2,440
4,000
8,000
480
1,000
5,600
4,320
8,400
1,000
	60,600
26,400

	
	
	34,200









(31,640)

	
	
	2,560
1,920

	Net profit
	640





Danny Ltd
Balance Sheet
December 31, 2019
	Particulars
	
	Amount (£)
	Amount (£)

	Assets:
Current Assets:
Petty cash
Bank
Accounts receivable
Inventory
Prepaid insurance

Fixed Assets:
Motor vehicle
Less: Accumulated depreciation

Computer equipment
Less: Accumulated depreciation

Total Assets

Liabilities:
Current liabilities:
Accounts payable
Electricity bill payable
Income tax payable
Non-current liabilities:
 Long-term loan
Total liabilities

Stakeholders equity:
Provisions for doubtful debt
Capital



Add: Net profit
Less: Withdraw
	








51,200
(17,600)
	

40
59,120
16,480
10,200
500
	






86,340






42,600

	
	
	



33,600


9,000
	

	
	
10,000
(1,000)
	
	

	
	
	



16,120
1,000
1,920
	128,940






19,020
27,000

	
	
	






84,760
640
(6,500)
	

	
	
	
	46,020


1,000



78,900

	
	
	
	128,940
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 2: The relevance of financial literacy to business managers
The term ‘Financial accounting’ has been defined by Bierman (2010) as “Financial accounting denotes to the process of recording, arranging, summarising and reporting the transactions which have been resulted from the organisational operation over a period of time”. The major purpose of financial accounting is to keep track of the organisational transactions and produce relevance financial reports by processing accounting information. Through the financial reports, different information regarding the financial performance and the financial position of the company over a period of time is expressed which is further used by organisational managers and other internal and external stakeholders of the organisation for different purposes (Horngren, 2012).
As long as the users of financial reporting are concerned, there are several users of financial reporting who uses the financial information of the organisation to make decisions (Hail, 2013). The major users of financial reports include the owners and investors of the organisation, the management of the company, suppliers, customers, employees, the government and other regulatory bodies and so on (Bierman, 2010). Since financial reporting provides financial information, it helps different users of the reports to make effective financial decisions.
[bookmark: _Toc53568337]Significance of financial reporting
The major purpose of financial reporting has been outlined by IASB – International Accounting Standard Board as “Financial reporting provides the management of an organisation and other interested parties about relevant information regarding the financial position and financial performance of the company and the changes in the financial position of the company over a certain period of time which further facilitates a wide range of users to make economic decisions” (Scott, 2018). The objectives which are met by financial reporting are as follows.
The information provided through different financial statement e.g. profit and loss account, balance sheet etc. assists the management of an organisation in terms of planning, formulating business strategies and other decision making (Bierman, 2010). The financial information illustrated by financial statements works as a benchmark component to compare the financial position of the organisation of different times or with that of the other organisations. Apart from this, since financial statement provides information regarding financial performance as well, the management of the organisation can evaluate the effectiveness of the plan, strategy or decision made by the management (Horngren, Sundem and Elliot, 2013). The managers of an organisation are considered as the primary users of financial reporting since they use the reporting for the internal purpose of the organisation to make better strategies and decisions based on the information. Moreover, Financial reporting also provides relevant information to different external parties of the organisation including promoters, investors, creditors, debt provides and so on. Such information is further used with regard to making more prudent decisions regarding investment or providing credit (Bierman, 2010). Apart from this, with the information provided through financial reporting, the management of an organisation can identify different defects and drawbacks of the organisation for which with the performance of the organisation cannot achieve the predetermined objectives of the company.
Financial reporting also keeps track of the resources owned by the organisation and hence enable the management of the organisation to make a better decision regarding getting new resources or disposing of previous resources.
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	Particulars
	Debit (£)
	Credit (£)

	Closing Inventory a/c
	Cost of Goods Sold a/c
(To record the value of closing inventory at the end of the accounting period)
	31,500

	
31,500

	Depreciation a/c
	Accumulated Depreciation – Fittings a/c 
(To record the depreciation of fittings)
	864
	
864

	Prepaid Rate Payments a/c
	Rate Payments a/c
(To record the rate payments paid for the next year)
	540
	
540

	Bad Debt a/c
	Allowance for doubtful Debts a/c
(To record the increment in allowance for doubtful debts)
	750
	
750

	Allowance for doubtful Debts a/c
	Accounts Receivable a/c
(To record bad debts)
	850
	
850

	Drawing a/c
	Bank a/c
(To record withdrawal from bank for personal use)
	450
	
450
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Trial Balance
Amber
December 31, 2017
	Particulars
	Debit (£)
	Credit (£)

	Fittings
	10,950
	

	Depreciation expense – Fittings
	864
	

	Accumulated depreciation – Fittings
	
	4,614

	Buildings
	45,000
	

	Accumulated depreciation – Buildings
	
	9,000

	Inventory
	22,500
	

	Trade receivable
	14,150
	

	Bad debts
	850
	

	Allowance for doubtful debts
	
	1,200

	Cash in hand
	75
	

	Cash at bank
	1425
	

	Trade payables
	
	27,000

	Capital
	
	28,575

	Drawings
	7,575
	

	Purchases
	120,000
	

	Revenue
	
	180,000

	Wages
	18,000
	

	Advertising
	300
	

	Rates
	5460
	

	Bank charges
	2700
	

	Prepaid rate payments
	540
	

	Total
	250,389
	250,389
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Danny Ltd
Income Statement
For the year ending December 31, 2017
	Particulars
	Amount (£)
	Amount (£)

	Revenue
Cost of Goods Sold
Purchase
Wages

Gross Income
Expenses:
Depreciation expense – Fittings
Bad debts
Advertising
Rates
Bank charges
	

120,000
18,000
	180,000


(138,000)

	
	


864
850
300
5,460
2,700
	
42,000





(10,174)

	Net profit
	31,826





Amber
Balance Sheet
December 31, 2017
	Particulars
	
	Amount (£)
	Amount (£)

	Assets:
Current Assets:
Cash in hand
Cash at bank
Inventory
Trade payables
Prepaid rate payments
Fixed Assets:
Fittings
Less: Accumulated depreciation

Buildings
Less: Accumulated depreciation
Total Assets

Liabilities and Stakeholders Equity:
Trade payable
Allowance for doubtful debts
Capital
Add: Net profit
Less: Withdraw
	







10,950
(4,614)
	

75
1,425
22,500
14,150
540
	





38,690





42,336

	
	
	

6,336


36,000
	

	
	
45,000
(19,000)
	
	

	
	
	




28,575
31,826
(7,575)


	81,026


27,000
1,200


52,826

	
	
	
	81,026
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The term ‘Ratio analysis’ is regarded as the quantitative method using which the management of the organisation can gain insight into the liquidity, profitability and operational efficiency of the organisation through studying the financial statement of an organisation (Horngren, Sundem and Elliot, 2013). 
[bookmark: _Toc53568343]a) Profitability Ratio
Profitability ratio denotes to the capability of the organisation with regard to generating income against the revenue earned, equity, investment and so on (Dempsey and Dempsey, 2015). The profitability ratio can be calculated using different ratio analysis tools including gross profit ratio, net profit ratio, operating profit ratio, return on asset (ROA) ratio, return on equity (ROC). The profitability ration of Danny Ltd and Amber’s is calculated below.
1. Gross Profit Margin
The gross profit margin indicates the percentage of gross revenue earned by the company against the total sales revenue (Brewer, Garrison and Noreen, 2018). If the gross profit margin is high, then the company is cutting a good profit after deducting the cost of goods sold.
	Company
	Formula
	Result

	Danny Ltd
	
= 
	
56.43%

	Amber
	
= 
	
23.33%



As the gross profit margin of Danny Ltd. And Amber is showing, the Gross profit margin of Danny Ltd is very high which indicates that the company is having more gross profit against the sales revenue than that of the Amber’s.
2. Net Profit Margin
The net profit margin is generally used in order to identify the percentage of net income generated by the organisation against the total sales revenue (Scott, 2018). If the net profit margin is high, then the company is making profit through its operation in the market after deducting all the expenses of operation, selling and administration.
	Company
	Formula
	Result

	Danny Ltd
	
= 
	
1.05%

	Amber
	
= 
	
19.34%



As per the above calculation, it is evident that the net profit margin of Aber’s is very high than that of the Danny Ltd. Which indicates that Danny Ltd has made more selling and administrative expenses and so despite having a strong gross profit margin, the company has a very low net profit margin.
3. Operating Profit Margin
The operating profit margin indicates the percentage of operating profit generated by the organisation against its total sales revenue (Dempsey and Dempsey, 2015).
	Company
	Formula
	Result

	Danny Ltd
	
= 
	
4.22%

	Amber
	
= 
	
19.34%



The above calculation of operating profit margin indicates that Amber has a higher operating profit margin than that of Danny Ltd. Which indicates the operating cost of Danny Ltd is higher than that of the Amber. 
4. Return on Assets (ROA)
The return on asset ratio indicates the percentage of organisational income against the total assets of the company (Scott, 2018). A higher return on asset margin indicates higher profitability in the marketplace.
	Company
	Formula
	Result

	Danny Ltd
	
= 
	
0.49%

	Amber
	
= 
	
39.27%



The above calculation indicates that the ROA ratio of Danny Ltd is very low which means the company has very low profitability in the market. On the other hand, the ROA ratio of Amber is very high which indicates high profitability chance in the marketplace.
5. Return on Equity (ROE)
The return on equity ratio indicates the percentage of organisational income against the total stakeholder’s equity of the company (Brewer, Garrison and Noreen, 2018). A higher return on stakeholder’s equity margin indicates higher profitability in the marketplace.
	Company
	Formula
	Result

	Danny Ltd
	
= 
	
0.81%

	Amber
	
= 
	
58.9%



The above calculation indicates that the ROE ratio of Danny Ltd is very low which means the company has very low profitability in the market. On the other hand, the ROE ratio of Amber is very high which indicates high profitability chance in the marketplace.
[bookmark: _Toc53568344]b) Liquidity Ratio
The term ‘Liquidity ratio’ comprises a significant financial matric for an organisation which is generally used in order to measure the ability of an organisation with regard to pay the current liabilities of the organisation (Brewer, Garrison and Noreen, 2018). The liquidity ration indicates how much current assets an organisation has to pay its current liabilities. An organisation should maintain sufficient liquidity in order to bear the operating expenses and pay the current liabilities of the organisation. Low liquidity ratio indicates the organisation has a very low ability to maintain its operating expenses and pay its current liabilities. On the other hand, high liquidity ratio indicates that the organisation has high liquid assets which can be used to expand the operation and thus generate more income (Horngren, 2012).  There are three major ratio matrices using which the liquidity ratio of an organisation can be calculated including current ratio, quick ratio and cash ratio.
1. Current Ratio
The current ratio indicates the current assets that the company has and which can be used to pay the current liabilities of the organisation (Scott, 2018). 
	Company
	Formula
	Result

	Danny Ltd
	
= 
	
4.53:1

	Amber
	
= 
	
1.43:1



The above calculation indicates that Amber has a sufficient amount of current assets to be used for its operation and payment of its current liabilities. On the other hand, Danny Ltd has very high liquidity from which the company can invest more liquid assets to expand its operation and generate more income.
2. Quick Ratio
The quick ratio indicates the ability of the organisation to meet its short term liabilities (Horngren, 2012). 
	Company
	Formula
	Result

	Danny Ltd
	
= 
	
4:1

	Amber
	
= 
	
0.59:1



The above calculation indicates that the quick ratio of Danny Ltd is very high which is 4:1 indicating that the company has four times more quick assets to pay its short term liabilities. On the other hand, Amber has very little quick assets to pay its short term liabilities. 
3. Cash Ratio
	Company
	Formula
	Result

	Danny Ltd
	
= 
	
3.11:1


	Amber
	
= 
	
0.05:1




The above calculation shows that Danny Ltd has high cash and cash equivalent against its current liabilities and Amber does not have much cash and cash equivalent which can pose a high threat for the company in near future.
[bookmark: _Toc53568345]c) Analysing the situation of both organisations
From the above analysis of financial matrices, it is evident that in terms of profitability, Amber has high profitability than that of Danny Ltd. Danny Ltd despite having high gross income could not generate a satisfactory return on its investment or assets due to high operating and administrative expenses. But the company has very high liquid assets on hand which is unused and the management of the company can use these assets for expanding its operation which can enhance the income of the organisation (Horngren, 2012). On the other hand, the scenario of Amber is quite different where the company has high profitability with low liquidity. Although the company is operating with high profitability, the company may face a lack of liquid assets to pay its liabilities and hence face difficulties regarding operating the business. Therefore, Amber has high profitability chances of acquiring more liquid assets for the organisation.

[bookmark: _Toc53568346]References
Bierman, H., 2010. An Introduction To Accounting And Managerial Finance. Singapore: World Scientific.
Brewer, P., Garrison, R. and Noreen, E., 2018. Introduction To Managerial Accounting. London: Routledge.
Dempsey, A. and Dempsey, A., 2015. Introduction To Financial Accounting. Pearson Education UK.
Hail, L., 2013. Financial Reporting and Firm Valuation: Relevance Lost or Relevance Regained?. SSRN Electronic Journal,.
Horngren, C., 2012. Introduction To Financial Accounting. Harlow: Pearson Education.
Horngren, C., Sundem, G. and Elliot, J., 2013. Introduction To Financial Accounting. Pearson Education UK.
Scott, P., 2018. Introduction To Accounting. Oxford, United Kingdom: Oxford University Press.



