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CHAPTER1

INTRODUCTION

Many books on accounting have been written overlyd#as ranging from
elementary bookkeeping to advanced accountancyendiépgy upon the
needs and aspirations of the prospective readbesqtiestion then is why
write yet another book? There are two basic reasdns this book has
been written.

Firstly, it does not follow the traditional apprémof introducing double
entry bookkeeping principles almost at the outset then expounding
those principles with the help of examples. In thamk, no mention is
made of double entry until Chapter 5. We start kgnaining three main
financial statements which reflect our financiakpion: the Cash Flow
Statement, the Profit and Loss Account, and thamla Sheet. Then, with
the help of examples, we see how business trangactffect those
statements which in turn show how our financialifiams has changed. By
following this approach, a number of problems ofirdgon and concept
can be ironed out at the outset. To take a simpdanple, while we all
understand the concept of cash flow which is mamegived and spent,
many of us are unclear about what profit or logsi@ty means and how
precisely it differs from cash flow. That is why Wiidly examine, as early
as Chapter 3, a number of fundamental differeneésden cash flow and
profit or loss. There have been some well knowesad businesses going
to the wall owing to severe cash flow problems desfne fact that they
were trading profitably. Once we fully understanddamental accounting
concepts such as this, the logic of double entrybmquickly grasped and
the endless heartache of waiting for “the penngrap” avoided.

Secondly, this book endeavours to do more than lypnémgart a clear

understanding of accounting rules and principlesovers a wide range of
topics, many of them concentrating on very pratigsues. For instance,
in view of today’s increasingly computerised woridstrong emphasis is
placed on computerised accounting systems anddgcAnother important
practical feature is an insight into accounting tools and management
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information systems within a typical accounts dépant or office,
knowledge of which would be invaluable to the nevias well as to
anyone with some accounting experience.

In summary, this book does not attempt to transfarmewcomer to the
world of accounting into a full-fledged accountatitdoes, however, set
out to explain the principles of bookkeeping byldwaling a clear, logical
approach and then to provide an insight into thactiwal aspects of
accounting. To the layman, this book offers a rapidoduction to the
theory and practice of accountancy. For the stydeptovides a valuable
basis for deepening his or her knowledge and utaleg of the subject.



CHAPTERZ2

SOME BASIC ACCOUNTING TERMS
AND CONCEPTS

In order to understand how transactions affectfimancial position let us
start by examining the terms “transaction” and dfinial position”.

A transaction is a piece of business based on eseagnt to exchange
goods or services for money. If, for instance, Yoy a bar of chocolate
for 50 pence, then a transaction has taken plaiveebe yourself and the
shopkeeper whereby you give him 50 pence in exahdog a bar of

chocolate.

“Financial position” refers to the wealth or capitd an individual or a
business. In accounting terms our financial posiii® represented by a
statement called the “Balance Sheet”. We can albare our own Balance
Sheets which summarise our wealth. The following #mple example of
a Balance Sheet showing assets, liabilities andatap

Assets £

3 bedroom house 150,000

Bank Account 20,000

Furniture, Jewellery, etc. 15,000
185,000

Liabilities

Mortgage outstanding 50,000

Bank Loan 5,000

55,000
Capital (Assets minus Liabilities) 130,000

Assets are items owned by ourselves and liabilai@samounts owed to
others. The difference is our net assets or nelthveacapital.
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We have seen what is meant by a transaction and dwwfinancial
position is represented by the Balance Sheet. $ @bw look at the way in
which our financial position is altered by enteringp transactions.

Let us suppose Mr. Austin starts the month withagheve Balance Sheet
and a number of transactions are entered into gluthe month,
summarised as follows:

£
Salary received 1,500
Expenses incurred (2,300)
200

(Salary received for services rendered to an engpldg/ just as much a
transaction, in the accounting sense, as moneyveztér goods sold or
payments for food, gas, electricity, telephone,)etc

At the end of the month Mr. Austin's wealth hasraased by £200 to
£130,200 and his Balance Sheet at the end of thehnwiould appear as
follows:

£

Assets
3 bedroom house 150,000
Bank Account 20,200
Furniture, Jewellery, etc. 15,000

185,200
Liabilities
Mortgage outstanding 50,000
Bank Loan 5,000

55,000

Capital (Assets minus Liabilities) 130,200

We can see that there are two ways in which Mr.tiAiss financial
situation has altered. First, there has been aease in his bank account
balance by £200. Second, there has been an indrebisecapital by £200.

Changes in the bank account balance are describ&rhsh flow”, and a
change in capital as “profit” or “loss”. An increa capital represents a
profit, and a decrease in capital represents a loss
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As we will see in the next chapter, cash flow anadfip (or loss) are not
necessarily one and the same thing. We will seg hofact, cash flow is
often quite different from profit (or loss) durinhe same accounting
period. We will also see how ‘income’ and ‘expendif which determine
profit or loss, are quite different in the accongtisense from ‘receipts’
and ‘payments’ which determine cash flow.

In oursimple example, however, cash flow and profit inaseby the same
amount, £200, since ‘income’ happens to be the sasn&eceipts’ and
‘expenditure’ the same as ‘payments’. The moveniantash flow is
itemised in a record one would normally call thea%@ Book”, which is a
detailed cash flow statement, and the change iitatagecorded in a
statement called the “Profit and Loss Account”. ustsee how the details
for the month might appear in Mr Austin’s Cash Book

£ £

Salary received 1,500
Expenses incurred:

Food 200

Household 150

Gas 120

Electricity 70

Telephone 50

Mortgage interest* 500

Other 210 1,300

Surplus 200

(* In practice, part of the £500 mortgage repaymmmight relate to the
capital element and therefore slightly reduce tin®want of the mortgage
outstanding shown on the Balance Sheet. Howevethisnexample, the
mortgage has been treated as an interest-only agyatp

The details in the Profit and Loss Account wouldelgactly the same as in
the Cash Book, except that the £200 excess of iacover expenditure
would be described as a profit in the Profit andd.8ccount and as a cash
surplus in the Cash Book.

Using our simple example of monthly income and eses, we have seen
how transactions affect an individual's wealth oraficial position and

how those changes are reflected in the Cash BbekProfit and Loss

Account and the Balance Sheet.
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Now let us summarise the terms and concepts we dealé with so far:

A transactionis a piece of business based on an agreementtmege
goods or services for money.

Financial positionrefers to the wealth of an individual or a bustnasd is
represented by the Balance Sheet, which is a staiteshowing assets,
liabilities and capital. The excess of assets tabilities is the capital.

Cash flowrefers to the increase or decrease in cash anddadances.

A Cash Bookor Cash Flow Statemerghows the starting balance at the
bank, details of receipts and payments during tteewanting period, and
the closing balance at the bank.

Profit is the excess of income over expenditure duringaeeounting
period, resulting in an increase in capitalssis the excess of expenditure
over income, resulting in a decrease in capital.

A Profit and Loss Accouri$ a statement that shows details of income and
expenditure during an accounting period, and tealtant profit or loss.

An accounting periods the period during which the change in financial
position is assessed. The financial position atsfagt of an accounting
period is represented by the “opening” Balance Shidee details making
up the change in financial position during the acting period are shown
in the Cash Book and the Profit and Loss Accouhe financial position
at the end of the accounting period is represeiyetie “closing” Balance
Sheet.
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CASH FLOW, PROFIT AND LOSSACCOUNT
AND BALANCE SHEET

We have examined some basic accounting terms amcepts and seen
how relevant they are even in everyday life. Oree fundamentals have
been thoroughly grasped, the most complicated dadimss, business or
private, can be dealt with relatively quickly anihesut much difficulty,
as we shall see in later chapters.

a) Cash Flow and Profit or Loss
We will now examine the difference between caskflon the one hand,
and profit or loss, on the other. There are sewdifédrences, but let us

start with a simple example.

Supposing all | possess is £10,000, which lies jnbank account. My
Balance Sheet will be as follows:

£
Bank Account 10,000
Capital 10,000

Suppose | decide to buy a second-hand car for 86)d9 Balance Sheet
will then alter as follows:

£
Bank Account 4,000
Car 6,000
10,000
Capital 10,000

Notice that my bank balance has altered; it has lveduced by £6,000,
but my capital is exactly the same as before. Hasan for this is that
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although my wealth is held in a different form, thetal remains

unchanged. Instead of all my wealth existing inaakbaccount, £4,000 is
now held in a bank account and £6,000 in the fofra motor car - my

capital remaining unchanged at £10,000.

So we can see that, whilst there has been a movameash flow as a
result of this transaction and a change in the forwhich the capital is
held, there has been no change in total capital,tlerefore no profit or
loss has arisen. This very simple example highdigihte difference in
concept between cash flow and profit.

Let us now define cash flow and profit or loss mexelicitly by making a
clear distinction between income and expenditurethen one hand and
receipts and payments on the other. In accounéingg, income does not
mean the same as receipts, and expenditure doewma®t the same as
payments.

Firstly, profit or loss is arrived at by taking éntaccount income and
expenditure. Income results in an increase in ahpénd expenditure
results in a decrease in capital. Cash flow, onother hand, is arrived at
by taking into account receipts and payments. Régein the accounting
sense, do not necessarily increase capital norajyonents necessarily
decrease capital. We saw, in our example, how tirehpse of a car
resulted in a cash payment but not in a reductiaczapital.

Secondly, income and expenditure are in respeanwfuntsrelating to a
particular accounting period, whether or not they actually received or
actually paid during that accounting period. Retsegnd payments, on the
other hand, are in respect of amounts actuallyivedeor actually paid in
an accounting period, whether or not they relatthéoaccounting period.
For example, if an item is sold for £100 in monthblt the money is
received in month 2, then the £100 sale which esl&d month 1 is treated
as income in month 1, but as a receipt in monttsitilarly, a £300
electricity invoice relating to month 1 is treateslexpenditure in month 1,
but as a payment in month 2 (or later) when thevay is actually made.

Now let us illustrate the various ways in whichfeliénces between cash
flow and profit or loss can arise, highlighting, thviexamples, the

differences between income and expenditure on ieehand and receipts
and payments on the other.
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Where cash flow is affected but profit or lasadt

We have seen in our earlier example how cash #oaffected by
the purchase of a car, but profit (or loss) is not.

Where profit or loss is affected but cash flewat

a) Continuing with that example, supposing | by tar at the
beginning of the month, we must provide for wead sear,
i.e. depreciation, since cars, like most othertassiepreciate
or lose value over a period of time.

If we assume that my car is likely to be wortthing at the
end of four years, the depreciation for each mamthbe

1/48 (i.e. spread over 48 months) of £6,000 or £p2b
month. At the end of the month my Balance Shedtheil

£ £

Bank Account 4,000
Motor car:
Cost 6,000
Depreciation (125)

5,875

9,875

Capital:
Beginning of the month 10,000
Loss (depreciation) (125)

9,875

As we can see, depreciation is a form of experglisimce it
represents a loss of value of my car and hencdtsesua
reduction of my profit, i.e. my wealth or capit&i/hilst the
value of my car is reduced by depreciation whiclrésited
as expenditure, my bank balance is entirely untdtec(In
real life, depreciation would be highest soon after car’s
purchase, and lowest towards the end of its usiél
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Supposing | work as a freelance consultantsemdl my client
an invoice for £1,500 for services rendered duthmey month
but am not paid until the following month, then mBglance
Sheet at the end of the month will be:

£ £ £
Bank Account 4,000
Motor car:
Cost 6,000
Depreciation (125) 5,875
Amount owing to me for services rendered 1,500
11,375
Capital
Beginning of month 10,000
Profit during the month:
Depreciation (125)
Consultancy services 1,500
1,375
End of the month 11,375

In this case my profit, and hence my wealth, haseased
even though there has been no increase in my balakde.

It has increased because | have sent out an invoice
amounting to £1,500 for consulting services rendleEsren
though | have not actually received the £1,500, it
nevertheless relates to the current month and eésefire
treated as income this month, resulting in an aseein my
profit. At the same time my client becomes a delftor
£1,500. (Note: a debtor is a person who owes mdney
another, and a creditor is a person to whom maseyed.)

Suppose | receive my telephone bill for thereotr month,
amounting to £70, but | do not pay the bill untiétfollowing
month. My Balance Sheet will alter as follows:
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£ £ £
Bank Account @0
Motor car:
Cost 6,000
Depreciation 2%}
5,875
Amount owing to me for services rendered 1,500
Telephone bill payable by me (70)
o=
Capital:
Beginning of month 10,000
Profit during the month:
Depreciation (125)
Consultancy services 1,500
Telephone bill (70) 1,305
End of the month 11,305

In this case, although | have not yet paid my £51@phone bill, it
relates to the current month and is therefore edipame in the current
month, thereby reducing my profit by that amouny. b&ank account is
still unaffected since | do not pay the bill urttie following month.
The telephone company becomes my creditor for %D luactually

pay the bill.

. Where both profit or loss and cash flow are@#d, but by different
amounts

Continuing with the above example, supposing érex a rates bill of
£600 for the year and | pay it in advance. This mseihat although |
pay £600 right at the beginning of the year, orly2lor £50 relates to
each month. So my expenditure for the current man#b0, reducing
my profit by £50 even though | have actually pa@D@& The rating
authorities will, at the first month end, in an acoting sense ‘owe’
me £550 (£600-£50) for the amount paid in advaAtéhe end of the
second month they will owe £500, at the end oftktie £450, and so
on.
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My Balance Sheet will alter as follows, at the efidhe first month:

£ £ £
Bank Account (£4,000-£600) 3,400
Motor car:
Cost 6,000
Depreciation )12
8%
Amount owing to me for services rendered 1,500
Rates prepaid by me 550
Telephone bill payable by me (70)
_18%
Capital:
Beginning of month 10,000
Profit during the month
Depreciation (125)
Consultancy services 1,500
Telephone bill (70)
Rates (50) 525
End of the month 11,255

We have seen the various ways in which cash flod/ @mofit or loss
can be very different for the same accounting krio

Let us now prepare a summary of cash flow and fpoofioss based on
the above transactions which began with the puecbfa car:

Cash Flow Profit or Loss
£ £

Purchase of car (6,000)

Depreciation - (125)
Consultancy services - 1,500
Telephone bill - (70)
Rates (600) (50)
Movement in the month (6,600) 1,255
Balance at the beginning of the month 10,000 -

Balance at the end of the month 03,4 1,255
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In our example, while there has been a profit g28% in the month, there
has been a reduction of £6,600 in the bank baldndag the same month,
clearly demonstrating the distinction between désh and profit or loss.

Let us, finally, take another example which showsvhdespite good
trading results, a business can end up facinglaft@s crisis.

XYZ Limited starts the year with the following Balee Sheet as at
1/1/2010:

Assets: £ £
- Premises, Fixtures and
Fittings, Car etc. 100,000
- Bank Account 5,000
105,000
Capital:
- Beginning of the month 80,000
- Accumulated profits 25,000 105,000

During the first three months of 2010, XYZ Limitedpands its business
rapidly, but at the same time there are long delaypayment by the
customers. At 31/3/2010, the Balance Sheet is|kms:

Assets: £ £

- Premises, Fixtures etc. 100,000

- Amount owing by customers 40,000

- Bank Overdraft (15,000)
1080

Capital:

- Beginning of the month 80,000

- Accumulated profits 45,000 125,000

The deadline set by the bank for a drastic rednaifcthe overdraft passes
in April 2010. The management of XYZ Limited is i despite
strenuous efforts, to obtain sufficient funds framstomers who owe
money. In June, the bank concerned starts liqudgiroceedings against
the company.
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This is a very simple example that illustrates rotusiness can go to the
wall even though it has been trading profitabhhtigp to the very end.

b) Balance Sheet

Having examined the differences between cash flosv@ofit or loss, let
us now turn to the Balance Sheet and its main festu

In Chapter 2 we defined a Balance Sheet as a stateraflecting the
financial position or wealth of an individual orbasiness. We saw that a
Balance Sheet is made up of assets (items ownedljanilities (amounts
owed), the excess of assets over liabilities belimg capital of the
individual or the business.

There are two further points of fundamental impoct in relation to a
Balance Sheet, which should be clearly understood.

Firstly, a Balance Sheet, as the name suggestd, always balance. By
that we mean that the value of assets minus theewaf liabilities must
always equal the amount shown as capital. The ssgoation can be
expressed as follows:

Assets - Liabilities = Capital
or Assets = Liabilities + Capital

If, therefore, having prepared a Balance Shedieathd of an accounting
period it is found that the total of assets doet egual the total of
liabilities plus capital, we can then immediatelynclude that there has
been some error in the accounting process leadirtg the preparation of
the Balance Sheet. Of course it is possible to hegative capital, i.e.
where liabilities exceed assets, for example, whesses have occurred
which exceed the original capital. In such cadesaissets minus liabilities
would be negative and would equal the negativetahpilere again, the
Balance Sheet would still balance.

Secondly, every transaction must always affectBatance Sheet, even
though it may or may not affect cash flow or profitioss.

Let us examine both these fundamentals by reviewingexample shown
earlier in the section on profit or loss and cdskvfand demonstrate the
impact of those transactions on the Balance Sheet.
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Impact on the Balance Sheet

Assets Capital/Liabilities
£ £
1. Purchase of a car Car + 6,000 |
Bank Alc - 6,000 |
I
2. Depreciation Car - 125 Capital -125
I
3. Consultancy services Amount owing |
to me +1,500 | Cdpita +1,500
I
4. £70 telephone bill | dumts
| owing by me +70
| Capital -70
5. £500 rates bill Amount owing |
to me (prepayment) +550 | i@Ghp -50
Bank account - 600 |
| -
Total of changes +1,325 +1,325

The overall effect of the above transactions ig the total of assets
increases by £1,325 and the total of capital piaisilities by the same
amount, represented by the equation:

Assets (+£1, 325) = Capital (+£1,255) + Liabilitig<£70)

We can see that each of the above transactionsvbasides to it, one side
balancing the other, so that the balance betwesatsasn the one hand and
capital and liabilities on the other is always ntainmed. Hence, for
instance, as a result of purchasing the car, th& balance is reduced by
£6,000 but is replaced by another asset in the fifrencar worth £6,000;
therefore, assets continue to equal capital +liieds. Again, for instance,
as a result of one month’s depreciation, the assé¢sis reduced by £125
and the capital plus liabilities side is also reztlidy the same amount;
once more, assets continue to equal capital mibdities. Even where, as
quite often happens in practice, a single transadaifects more than two
items on the Balance Sheet, the effect of the &@tien on the Balance
Sheet must be such that the equation, Assets =taCapil.iabilities,
alwaysholds good.
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In summary, whether or not a transaction affecshdéow or profit or
loss, it must always affect the Balance Sheet,thadBalance Sheet must
always balance after the recording of each traimsact



CHAPTER4

RECORDINGBUSINESSTRANSACTIONS—
JOHN SMITH EXAMPLE

We have so far seen how transactions we entetinnbair ordinary day-to-
day lives affect our financial position in terms adsh flow, profit or loss
and the Balance Sheet. The basic terms and coneepthave already
examined in some detail are just the same wheneabi a business as they
are when applied to our private affairs, even tloligsiness transactions are
normally far more numerous and complex.

Let us now move on from private finances to a bessnsituation with an
example in which John Smith starts a business bddrsiary. To reinforce
our understanding of the concepts dealt with so viar will look at each
transaction, one at a time, and see how it aftbet8alance Sheet, the Profit
and Loss Account and the Cash Book.

Remember: every transaction must affect the BalaBbeet, but not
necessarily the Profit and Loss Account or the Bmbk. Also, the Balance
Sheet must always balance.

1. On 1st January John Smith starts a furniture bimess with £10,000
capital which he deposits in his bank account

Effect on the Cash Book and the Balance Sheet:

Cash Book | Balance Sheet

[
I I I
I I I
Receipts | Payments | Assets | Capital & liabilities
£ | £ | £] £
I I I
Capital invested 10,00p | Bank Account_10,00p Capital 10,000




18

Chapter 4

There is no effect on the Profit and Loss Accoiumtes he has yet to
start trading (i.e. generating income and incurgrgenditure).

On 4th January some furniture is bought and a qmhase invoice
for £5,000 received. £500 is paid immediately oe@mt. (The
furniture is for resale — not for his office use).

Effect on the Cash Book and the Balance Sheet:

Cash Book | Balance Sheet

| | |
Receipts | Payments | Assets |Capital & Liabilities
£ | £ | £ | £
| | |

Capital invested 10,000 | Payment on | BanloAnt 9,500 | Creditor 4,500

| account 500 | (10,000-500) | (5,000-500)

| I I
| Balance 9,500| Stock 5,0(JO0Capital 10,000
10,000 | 10,000 14,500 14,500

Although goods have been purchased, the cost afetlymods is
treated as stock, an asset, and not as expendiince, the goods have
not yet been sold. There has been some movemetiteinbank
account, and the Balance Sheet now includes staglaareditor for
unpaid goods. It is only when the goods are saddl ghprofit or loss
will arise, as the next transaction will show.

On 10th January £4,000 worth of furniture in st& is sold for
£5,800 on credit (i.e. none of the £5800 is recdivimamediately).

Effect on the Profit and Loss Account and the BedaBSheet:



