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Disclaimer
This book has been prepared by a business owner not a qualified accountant.
The reader should check all information independently before taking any action.
By proceeding the reader acknowledges that they will make their own independent investigations.
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This book covers some of the essential accounting concepts that business owners and entrepreneurs need to know.
Terminology varies according to regions so this book uses general terms.


[bookmark: _Toc55830971]Introduction
Modern accounting began with Double Entry accounting, invented in the middle ages by monks to record the productive activities of the monastery.


[bookmark: _Toc55830972]Prelude
This paragraph is not accounting related but is a necessary prelude.
Busines is generally carried on legally by an individual, a partnership, or a company.
Accounting is similar in all three cases however the taxation effects are very different.
A company is a discrete legal entity. It has a company name, and assets can be owned in this name and contracts can be entered into in this name.
Ownership of the company is split into sections known as shares, and a person owning a share or shares is termed a shareholder.
The company’s operations are controlled by one or more Directors, who are elected by the shareholders. 
In the case of small businesses, the owner or owners will generally be both the shareholders and the directors.


[bookmark: _Toc55830973]Double Entry accounting
Under Double Entry accounting, every financial event should be recorded twice, once as a credit to an account and again as a debit to a different account.
For example, when an asset is purchased for cash, this would be recorded as an increase in the value of assets due to a new item being included, and a matching decrease in assets (to no net change) due to a reduction in the cash balance held. 


[bookmark: _Toc55830974]Accrual vs. cash accounting
‘Cash accounting’ records transactions on the date that the cash is debited or credited to the business bank account, or paid or received in cash.
‘Accrual accounting’ records items when the value becomes the legally due to the company, or is an expense that has occurred for work done but may not yet have been paid.
Accounting traditionally uses the accrual method, however cash accounting is used by smaller enterprises. The method used depends on the type of company, the region it is located in, and if allowed the preference of the owners/management.
An example of the differences could be rent that is paid once per year. Under accrual accounting, an entry would be added to the accounts each month. Under cash accounting the accounting entry would be included once per year when the rent was actually paid.


[bookmark: _Toc55830975]The financial statements
The three key financial statements are the Profit and Loss statement, the Balance Sheet, and the Cashflow Statement.


[bookmark: _Toc55830976]Accounting standards
Accounts that must legally be prepared, such as accounts of companies listed on a stock exchange, must generally be prepared according to certain accounting standards.
Countries have their own standards.
These standards specify how each financial transaction is recorded in the accounts, and attempts to specify the appropriate or allowed treatment of every possible type of financial event that can occur in business. 


[bookmark: _Toc55830977]The Profit & Loss statement
Money received by the business from sales to customers, interest, rent received or otherwise that is not a loan or subscription for new shares, is recorded in the Profit and Loss statement as an income item. 
These items are termed Income or Revenue items.
Money leaving the business to pay for services or products is recorded in the P&L as expense items.

The equation is 
Revenue – Expenses = Net Profit

Amounts that relate to the purchase or sale of assets are not recorded as entries in the P&L.
Instead these transactions affect the balance sheet.
For example, a purchase of equipment using cash reserves would result in a reduction in cash held recorded in the balance sheet, and an increase in Assets, Equipment.


[bookmark: _Toc55830978]Depreciation
Payment for large physical items such as buildings and equipment is generally not recorded as an expense in the period in which is it incurred. Instead the cost is recorded in instalments in the Profit & Loss account, spread over the useful life of the item.
For example, a machine costing $100,000 may have a useful life of five years.
In this example, $20,000 would be recorded as an expense each year for the next five years.
This approach is called Depreciation.
In this case the item of equipment would be recorded in the balance sheet with a value of $100,000, $80,000, $60,000 and reducing over the course of the next five years.
Various formulae are used to calculate the rate of depreciation but the simplest is Straight Line Depreciation, which spreads the cost of the item in equal instalments over its useful life.


[bookmark: _Toc55830979]The Balance Sheet
The balance sheet comprises Assets, Liabilities and Equity.
Assets are all tangible items of value. They are recorded at their cost less accumulated depreciation.
Liabilities are all amounts that the company owes to other parties. Much of this will be loans that the company has taken out from banks, the company’s shareholders and/or other parties.



Equity comprises:
· Share capital, amounts that investors have paid to purchase new shares in the company
· Retained earnings – the amount of accumulated profits, or if a loss, accumulated losses.

The equation is
Equity = Assets – Liabilities


[bookmark: _Toc55830980]Capitalisation of expenses
When money is spent to acquire an asset that can be listed on the balance sheet, two approaches can be used.
First the cost can be completely added to the P&L as an expense in the current year.
Second, the cost can be added to the balance sheet as an asset. This asset is then reduced in each period down to zero, with the reduction amount being put through the P&L as an expense in each period.
This process is similar to the depreciation of a physical asset and is termed ‘amortisation’.


[bookmark: _Toc55830981]Intangible assets
The following assets can be placed on a balance sheet:

· Cash
· Land
· Buildings
· Equipment, machinery, other physical items
· Any other physical item

The following items are not allowed by accounting standards to be placed as assets on the balance sheet unless they are purchased from another party, in which case they should be placed on the balance sheet at cost and amortised over their useful life.
· Brand names
· Patents
· Trademarks
· Goodwill, the excess value of a business that has been purchased over the value of its assets

[bookmark: _Toc55830982]The Cashflow statement
The cashflow statement is the simplest of the three financial statements.
The cashflow statement records flows of funds into and out of the business.
This includes amounts credited or debited to bank accounts, and physical cash received from customers or paid to investors.
[bookmark: _Hlk55770359]The cashflow statement is recorded in three sections: cashflow from operations, cashflow from investing activities, and cashflow from financing activities.

Cashflow from operations
These amounts are all normal payments made in the course of the business.

Cashflow from investing
These amounts are asset purchases and sales of assets.

Cashflow from financing activities
These amounts are amounts raised from investors or repaid to investors, including debt (loans), equity (shareholder funds invested in the business), and dividends (distributions of profit forwarded to shareholders).

[bookmark: _Toc55830983]Accounting for owner’s money contributed to the business
When owners of a small business put their personal funds into the business this must be accounted for.
The easiest way to do this is to record the amount as a loan from the owner to the company.
In this way, money can be transferred into and out of the company at any time without triggering tax effects or having to meet other requirements.
Money transferred into the business can also be recorded as the owner’s purchase of new shares.
This approach has some problems, as there are strict requirements that must be satisfied before shareholder capital can be returned to shareholders. 


[bookmark: _Toc55830984]Money taken out of the business by the owner
Money taken out of a business by the owner can be accounted for in three ways:

1) As a salary, in which case the owner is legally an employee of the company in addition to being a shareholder

2) As repayment of funds previously loaned to the company by the owner

3) As a dividend (distribution of profits)

There are no tax implications for option 2), options 1) and 3) would generally have tax implications.


[bookmark: _Toc55830985]Shares
Issue of new shares in the company generally involves the purchaser paying cash to the company. 
The amount paid is recorded as an asset such as an increase in the Cash at Bank amount, and the ‘shareholders capital’ in the equity section of the balance sheet is increased.
When one party purchases shares in the company from another person, there are no accounting entries only changes to the shareholder register.


[bookmark: _Toc55830986]Dividends
Dividends are a distribution of profits to shareholders.
Dividends are recorded on the balance sheet as a reduction in cash held, and a corresponding reduction in the ‘Retained profits’ item in the ‘Equity’ section of the balance sheet.
Dividends are added to the ‘financing activities’ section of the Cashflow statement.


[bookmark: _Toc55830987]Provisions and Reserves
Sometimes money needs to be set aside for some future purpose.
An example is employee entitlements that employees have accumulated, but have not yet been paid.
Money set aside for a future expense is termed a ‘provision’.
Money quarantined from past profits, for a purposes such as protection of an insurance company from losses, is termed a ‘reserve’.
Provisions and reserves sit in the liabilities section of the balance sheet.
When a provision is created it will also appear in the Profit & Loss statement as an expense item, as this amount is a loss to the company in that period even through it has not yet been actually paid.`

For example

Assets
	Cash	$100


Liabilities
	Provision for 	$20
	employee 
	entitlements


Equity
	Share capital	$100
	
	Retained
	Earnings	($20)


Total Equity/	$80
Net Assets
	
2

2

