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Meet the authors

In this book we will introduce you to the core concepts and practices of accounting. It is assumed you have little or no prior knowledge of this topic and so we will teach you the basics to enable you to produce simple accounts for a business or for a club or other not-for-profit group. Correspondingly, we also provide you with the basic knowledge needed to be able to read and understand the accounts of other businesses so you can see how they operate and can therefore assess whether or not you want to do business with them, become a shareholder, loan them money or undertake the myriad of other business-to-business transactions you may be considering and need financial data to help you make decisions on.

Clearly this book cannot teach you everything you might need to know in a few hundred pages. However, if you work through all that is written here and undertake the exercises given and the examples shown, on completion of the book you will be well on your way to becoming an accounting literate person with the ability both to run your own business more successfully, and to engage more efficiently with other businesses.

You may be studying for a qualification in accounting – perhaps struggling with the reading materials proposed by your course leaders. We hope the very readable and engaging approach we have adopted will help you understand what you need to be successful in your courses. We have specifically included revision exercises throughout to make this book help you in preparing for examinations of your newly gained knowledge.

If you find you need more detail on specific aspects of accounting principles or practice that are not covered in adequate depth here then we recommend you look at a companion book in this series (also part written by one of the authors of this title) – Bookkeeping for Small Businesses. Conversely, if the accounting principles outlined seem to be more complicated than your simple business requires – or you need more information on how to use the accounting figures for tax purposes or other regulatory ‘red tape’ requirements – then check out Small Business Accounting, for a different slant on the materials that may be more suited to your needs.

This book was originally written by J. Randall Stott, and updated in a previous edition by Mike Truman; we gratefully acknowledge the foundation work done by these prior authors on whose significant efforts we have tried to build further as part of our development and updating of this title for the last two editions.

We hope you enjoy the book and gain in business confidence as a direct result.

Andy Lymer and Nishat Azmat, 2015
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Introduction
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In this chapter you will learn:

•  The purpose of accounting

•  The meaning of assets and liabilities

•  What a balance sheet looks like
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There is nothing magical about bookkeeping and accounting. The keeping of accounts simply involves the routine recording of business transactions, the exchange and the payment for both goods and services being identified by money values.

The accounting device and method explained in this book is called ‘double entry bookkeeping’. Sometimes referred to as the arithmetic of commerce, it is a form of simple arithmetic – that is all.

Of course, accountancy is more than double entry bookkeeping, just as mathematics is more than simple arithmetic. This book is intended for those with no previous knowledge of the subject, and covers the topics needed for a basic accounting course. It also introduces some of the subjects required at higher levels, such as social accounting and Statements of Cash Flows

However, preparing for examinations is not the only reason for reading this book. You may work in the accounts department of a business and want to understand how the work that you do fits in with the overall accounting system of the business. You may be a manager who wants to understand the accountancy implications of the decisions that you make.

Alternatively you may own a business and want to know how to keep your business records. If you have a very small business and operate as a sole trader you may find the system outlined in another of our titles, Teach Yourself Small Business Accounting, is easier to follow. However, as soon as you have a lot of sales or purchases on credit, or a lot of plant and machinery, or several bank accounts then you will need to understand the underlying principles of accountancy outlined in this book. If you need more detail of accounting principles and the practical operations of bookkeeping than are provided here, do explore Teach Yourself Book Keeping.

The purpose of accounting

We live in a world of credit. Without some form of accounting record, indecision and confusion would result. Not only is it businesslike to keep accounts as a check on suppliers and credit customers, but the financial statements made up from these accounting records keep management informed, from time to time, of the progress of their businesses.

The financial statements are scrutinized and verified when:

•  a business is sold or a new partner is admitted to an existing firm

•  a bank loan or a substantial overdraft is needed by the business

•  HM Revenue and Customs enquires into a business’s tax liability.

Business transactions involving all aspects of services, production, trade and distribution are varied and voluminous in every town and village. The bulk of these transactions are on credit, with payment for the goods bought or for the services used often being delayed for a few days or a few weeks. It is important that there is electronic or written evidence of the original terms and money values agreed upon between producer and consumer, vendor and credit customer, or the professional service-provider and the client.

In double entry bookkeeping, the money values of all transactions with suppliers of goods on credit (the creditors, also known as accounts payable) and the sales to credit customers (the debtors, also known as accounts receivable) are recorded. The details of all money received and money paid, whether by cheque or in cash, are also recorded in a manner which, with practice, becomes routine and easy to comprehend.

Some everyday terms have a different meaning when used in the accounting sense. A few of these terms are now introduced.

•  Assets refer to the property and possessions of a business, which may be owned by an individual (a sole trader or one-person business), a firm or partnership, or perhaps a limited company. In this book, bookkeeping is explained as it applies to the financial accounting side of a sole trader’s business. Nevertheless, basic principles of double entry, throughout the business world, remain the same.

–  Fixed assets (also known as non-current assets) are those assets which are retained for the benefit and permanent use of the business, such as premises, machinery and plant, vehicles, fixtures and fittings. These assets are not for re-sale in the trading sense.

–  Current or circulating assets change their form in the course of trading, common examples being stock of goods for sale, the trade debts of customers (called accounts receivable), money in the bank and office cash.

•  Liabilities are the debts and obligations of the business, the external and trade liabilities falling into two main categories:

–  fixed or non-current liabilities such as a mortgage or a long-term loan, not due within 12 months.

–  current liabilities comprising outstanding accounts owing to trade and expense creditors (accounts payable), and sometimes a bank overdraft, payable within 12 months.

In addition to the external debts and obligations of the business, there is generally a large internal debt owing by the business to its proprietor under the heading of capital. This is sometimes called the owner’s ‘equity’ in the business.

Statement of Financial Position: an introduction

The first consideration to be given to any new business venture is that of finance. A trading business needs substantial funds or extended credit facilities from the outset. A place has to be found for the storage and safety of merchandise, and thought needs to be given to deliveries (involving transport), communications (post, telephone and email), and the recording of cash and credit dealings (the book work and accounts). In addition, at least some small reserve of finance is required to maintain oneself during the initial period of creating or developing the business.

Before we start on the routine book work of a typical small trader, we shall take a glimpse at one of the targets and main end-products of this short course in elementary accounting. This is a financial statement called the Statement of Financial Position (sometimes called the balance sheet).
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Remember this




A Statement of Financial Position is a snapshot in time looking always at past events, i.e. transactions that have already taken place. An accounting period of 12 months is generally used for this type of financial reporting. Users of this type of information include management, owners, employees, lenders, etc.

[image: image]

Suppose your great-aunt Sarah recently died and left you £5000. You decide to be ‘your own boss’ and start a business from your home address.

With effect from 1 June, this £5000 is allocated to your new business venture to become the sole asset and property of the business in your name. The business, regarded as separate from you personally, acknowledges its debt to you as owner and proprietor in this opening balance sheet, thus:
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The routine business dealings of a small retail trader are called transactions. Generally, they involve the purchase and sale of merchandise for cash and/or credit (where payment is delayed), the settlement of trade and expense accounts for goods bought and for services used, and occasionally the purchase of a ‘non-current’ asset (sometimes called a ‘fixed asset’) for permanent use in the business.

During the first week of June a number of transactions take place, and in this particular instance a separate balance sheet has been drawn up simply to illustrate how this financial statement is affected in two ways by each transaction. Normally, though, the listing and grouping of assets and liabilities on a balance sheet would be made in greater detail at the end of the trading period, perhaps every six months or only once a year.

2 June You pay £1300 for storage cupboards and some strong shelving.

NB The four stages of these elementary balance sheets are explained by simple arithmetic. The routine debit/credit procedure starts in Chapter 4.
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3 June You buy goods on credit priced at £2000 from Wholesalers Ltd, arranging to pay for the goods bought later in the month.
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4 June You sell goods priced at £600 to a cash customer, and further goods priced at £400 to a credit customer (to be paid at the end of the month).

Say you make a profit of 20% on the selling price. The cost of the goods sold is thus £800.
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5 June You pay £500 off your supplier’s account for the goods bought on 3 June, and then withdraw £250 cash for your own private and personal use.
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Note how the proprietor’s capital account of this small business remains constant until affected by:

•  business profits or losses

•  withdrawals by the proprietor (and it would of course be increased by additional private capital paid into the business).

Some elementary accounting concepts have been touched upon in this short balance-sheet preamble. At each stage there is the emphasis upon total assets equalling total liabilities (including the capital). The accounting equation A = C + L applies all the way through, where:


A represents the total assets of the business

C the proprietary capital and

L the external debts and liabilities of the business.
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Remember this




Remember that the Statement of Financial Position reflects the accounting equation and there are several ways to write the accounting equation, which means there are several ways to present the balance sheet. You must take this into account and be flexible when you see different financial statements.
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Testing yourself




1.1  Capital = £50000

Liabilities = £20000

How much are the assets?

1.2  Non-current Assets = £65000

Current Assets = £20000

Long-term Liabilities = £30000

Current Liabilities = £15000

What is the capital?
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Statement of Financial Position as at 2 June

Assets employed
Non-current assets

Fittings/fixtures
Current assets

Cash in hand

Financed by

Proprietary capital
Current liabilities

Property has been acquired

for permanent use by the
business. This purchase is
shown as a ‘non-current’ asset.
Cash is decreased by the sum
paid out.

The payment for the non-
current asset does not affect
the holding of the proprietor
(his capital) nor current
liabilities, as the business at
this stage has no outside debts.
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Statement of Financial Position as at 4 June

Assets employed
Non-current assets

Fittings/fixtures

Current assets €
Inventory 1200
Accounts receivable 400
Cash 4300

Financed by

€
Capital 1 June 5000
Add profit 200

Current liabilities

Accounts payable

1300

5900
7200

5200

2000
7200

£800 of inventory (at cost]
is sold for £1000. This
leaves inventory balance
in hand at £1200.The cash
position is now £3700 +
£600 = £4300

Amount due from credit
customer (£400) is

shown under ‘accounts
receivable

The difference between
the cost price £800 and the
selling price of £1000is
the trading profit. This is
added to the proprietor's
capital as the reward for
investment.
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Statement of Financial Position as at 1 June

Assets employed You may have other sources of
£ income and property of your
Cash in hand 5000 | own, but that is your private
= | affair, quite distinct from this
. new trading venture now being
Financed by ¢ | financed by your investment of
£5000.
Proprietary
capital
5000

(owner’s equity)
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Statement of Financial Position as at 5 June

Assets employed
Non-current assets

Fittings/fixtures
Current assets

Inventory

Accounts receivable

Cash

Financed by

Capital 1 June
Add profit

Less drawings
Current liabilities

Accounts payable

1200
400
3550

5000

200
5200

250

1300
1200

5150
8450

5200
4950

1500
6450

The €500 paid off accounts
payable account reduces
both the business cash
and the amount of the
trade liabilities total. The
inventory figure is not
affected by this payment.
The sum of £250
withdrawn for the
proprietor’s own use

is called ‘drawings’
Business cash is reduced
and also the proprietor’s
holding or net assets

as shown by his capital
account
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Statement of Financial Position as at 3 June

Assets employed
Non-current assets

Fittings/fixtures
Current assets

Inventory
Cash in hand

Financed by

Proprietary capital
Current liabilities

Accounts payable

£
2000
3700

1300

5700
7000

Goods to the value of
£2000 have been taken
into the inventory at cost
price, increasing current
assets to £5700. These
goods have been bought
on credit (o money

has been paid). So cash
remains at £3700.

There is still no change
in the owner’s capital
account. However, an
outside liability has
been incurred of £2000.
The individual names of
accounts payable do not
appear on the Statement
of Financial Position.






