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1Introduction


Millions of sets of accounting records are kept in Britain and around the world. They range from the accounts of major companies employing tens or hundreds of thousands of people to the cashbook of small local bodies such as a stamp collectors’ club or tennis club. An understanding of the principles of bookkeeping and accounts is of great importance, and not just to people employed in accounts offices.


It is probably true to say that such knowledge is more important now than ever before. Of course, it is not only at work that some knowledge of bookkeeping and accounting is useful. Many good-natured people struggle with the books of clubs and such bodies as parent–teachers’ organizations. Often they do a good job, but sometimes they do not.


Most bookkeeping and accounting is now done with computers. This has enormous advantages but it may result in people using them without understanding what they are doing. The accounting packages do (or at least should) follow the old-established and time-honoured principles explained in this book.





2Lesson 1


The basic principles of bookkeeping


3We start by looking at the foundations of book-keeping. As with so many things, our end results will be far better if we lay the foundations correctly. As Julie Andrews famously sang in The Sound of Music, ‘Let’s start at the very beginning, a very good place to start.’


Millions of sets of accounting records are kept in a huge range of contexts. At one extreme, scores of qualified accountants toil to prepare the published accounts of a major company. At the other extreme, the treasurer of a local tennis club or PTA reports on the finances to the members.


All the records, from the mightiest to the most humble, should be kept according to the basic principles of bookkeeping. These are timeless and the same for all organizations.


We will look at:




	single-entry bookkeeping


	the concept of double-entry bookkeeping


	the basic rules and disciplines of double-entry bookkeeping.






4Single-entry bookkeeping


As the name suggests, single-entry bookkeeping involves writing down each transaction just once. It is, in fact, the simple listing of income and expenditure. Numerous small organizations – such as your local tennis club, for example – will keep their records in this way.


Every time the treasurer writes a cheque, he or she records in a book the date, the amount and the payee. Every time something is paid into the bank, the details are entered elsewhere in the book. Cash paid out or received is entered in a similar way.


If the treasurer has been careful, he or she can use these records to prepare an accurate receipts and payments account. It is necessary, however, to prove the figures as far as possible. Cash actually in the cash box should equal the cash received less the cash paid out, after allowing for the starting balance, of course. The balance on the bank statement should equal money banked less cheques written, after allowing for the opening balance and items that have not yet reached the statement.


Records kept in this way have severe limitations, including the following.




	An item written down wrongly may not be noticed as a mistake.


	Money owing to the organization or by the organization is not shown. The tennis club accounts will not show subscriptions not paid by members, or the amount owing to a painter for painting the clubhouse.


	Long-term assets are not shown: for example, £1,000 spent on tennis nets last year is not shown in the current year’s accounts.





Double-entry bookkeeping


The concept and principles of double-entry bookkeeping were first written down in 1494 by an Italian monk named Luca Pacioli. His work has stood the test of time – the same principles are still valid today.


5At the heart of double-entry bookkeeping is the idea that every transaction involves the giving of a benefit and the receiving of a benefit. Consequently, every transaction is written into the books twice, once as a credit and once as a debit.


It follows from this that the bookkeeping system must balance, which is an enormous advantage for control purposes. The total of the debits must equal the total of the credits.


A set of double-entry books enables a complete view to be taken, unlike a single-entry system. For example, consider a businessperson writing out a cheque for £100 wages. In a single-entry system the only information recorded is that £100 wages has been paid. A double-entry system also records that £100 has been taken from the bank account and that the bank account balance is reduced accordingly. This is extremely important information.


The basic rules and disciplines of double-entry bookkeeping


A manual ledger or account is ruled for posting on two sides. Here are the basic rules:


1 Debit on the left, credit on the right


Computerized records are not likely to be printed in this traditional way. You are more likely to get a printout showing columns of figures. Some of these figures represent credits and some represent debits. They could be rewritten in the traditional format, though, and the debits would go on the left.



62 For every debit there must be a credit


This rule is infallible. There are no exceptions. Let us return to the businessperson writing out a cheque for £100 wages. The entries are:








	Wages account

	£100.00 debit






	Bank account

	 £100.00 credit









The entries may be numerous and complicated, but the rule still holds. If it is not followed, the trial balance will not balance. A mistake has been made which must be found and corrected. Let us take the businessperson purchasing £100 stationery which carries 20 per cent recoverable VAT. The entries are:








	Stationery account

	£100.00 debit






	VAT account

	 £20.00 debit






	Bank account

	£120.00 credit









Scientists sometimes help themselves to remember the rule by thinking of the law of physics ‘For every action there is an equal and opposite reaction.’


3 Debit receives the benefit, credit gives the benefit


This may be hard to grasp and it is probably the opposite of what you would instinctively expect. After all, your bank statement is credited when it receives money paid in. Nevertheless, double-entry bookkeeping does work in this way. An account is debited when it receives a benefit and it is credited when it gives a benefit.


Consider again the businessperson writing out a cheque for £100 wages. The worker receives the money and it is the wages account that is debited. The bank account gives the benefit and, as a result, has less money in it. Consequently, the bank account is credited.


7It may help you to remember the rule if you think that a bank overdraft is represented by a credit balance in the bookkeeping system.


For another example we will take a sale of £200 to Smith and Sons. If it is a cash sale, the entry is:








	Bank account

	£200.00 debit






	Sales account

	£200.00 credit









Money has been paid into the bank and the bank account is debited. If it is a sale on credit, the entry is:








	Smith and Sons

	£200.00 debit






	Sales account

	£200.00 credit









When Smith and Sons actually pay, the entry is:








	Bank account

	£200.00 debit






	Smith and Sons

	£200.00 credit









The best way of understanding the basic principles is to work through examples, and two are given here. In the first case the correct entries follow immediately. In the second example just the account headings are given. You should fill in the entries before checking the correct postings, which are given at the end of this lesson.


1 Samantha Jones runs a ladies’ dress shop


On one day the following events occur:




	She banks cash takings of £460.


	She makes a credit sale of £100 to Mrs Clarke.


	She purchases dresses from London Dress Supplies for £1,000. This is on credit.


	She pays wages of £110.


	Mrs Clarke pays £80 owing from a previous sale. This is banked.





The layout of the accounts has been simplified because only the principles of posting are being illustrated. In real life each entry would be dated and the balance of each account would be shown. Note that the total of all the debits equals the total of all the credits, i.e. £1,750 in each case.








	
8Bank account







	Debit

	

	Credit






	

	£

	

	£






	Sales account

	460       

	Wages account

	110






	Mrs Clarke account

	80

	

	






	Sales account






	Debit

	

	Credit






	

	£

	

	£






	

	

	Bank account

	100






	

	

	Mrs Clarke account

	460






	Mrs Clarke account






	Debit

	

	Credit






	

	£

	

	£






	Sales account

	100

	Bank account

	80






	Stock account






	Debit

	

	Credit






	

	£

	

	£






	London Dress Supplies account

	1,000

	

	






	London Dress Supplies account






	Debit

	Credit






	

	£

	

	£






	

	

	Stock account

	1,000






	Wages account






	Debit

	

	Credit






	

	£

	

	£






	Bank account

	110

	

	










92 Peter Jenkins starts a manufacturing business




	He pays £50,000 into the bank as his capital for the business.


	He buys plant and machinery for £20,000 from King Brothers Ltd. This is on credit.


	He buys raw materials from Patel Brothers for £10,000. This is on credit.


	He buys raw materials for £6,000 for cash.


	He pays his lawyer £2,000 for negotiating a lease.





Now test your understanding by filling in the entries on the following blank accounts table. You can check the answers at the end of this lesson.


10Accounts table








	Bank account






	Debit

	

	Credit






	

	£

	

	£






	Capital account






	Debit

	

	Credit






	

	£

	

	£






	Plant and machinery account






	Debit

	

	Credit






	

	£

	

	£






	King Brothers Ltd account






	Debit

	

	Credit






	

	£

	

	£






	Patel Brothers Ltd account






	Debit

	

	Credit






	

	£

	

	£






	Raw materials account






	Debit

	

	Credit






	

	£

	

	£






	Legal and professional account






	Debit

	

	Credit






	

	£

	

	£










11Summary


In this lesson we have learned the basic principles of bookkeeping, and laid the foundations of our understanding. We have:




	looked at single-entry records and seen the drawbacks


	established what is meant by double-entry and seen the advantages


	seen that the giving and receiving of a benefit is at the heart of double-entry bookkeeping


	gained an understanding of the basic rules and principles


	worked through two examples.





In the next lesson we will establish the five different types of account. We will also examine the different ledgers and day books.



12Test your understanding


Answers


Accounts table








	Bank account






	Debit

	

	Credit






	

	£

	

	£






	Capital account

	50,000

	Raw materials account

	6,000






	

	

	Legal and professional account

	2,000






	Capital account






	Debit

	

	

	Credit






	

	£

	

	£






	

	

	Bank account

	50,000






	Plant and Machinery account






	Debit

	

	

	Credit






	

	£

	

	£






	King Brothers Ltd account

	20,000

	

	






	King Brothers Ltd account






	Debit

	

	

	Credit






	

	£

	

	£






	

	

	Plant and machinery account

	20,000






	Patel Brothers Ltd account






	Debit

	

	

	Credit






	

	£

	

	£






	

	

	Raw materials account

	10,000






	Raw Materials account






	Debit

	

	

	Credit






	

	£

	

	£






	Patel Brothers Ltd account

	10,000

	

	






	Bank account

	6,000

	

	






	Legal and Professional account






	Debit

	

	

	Credit






	

	£

	

	£






	Bank account

	2,000

	

	










13Fact-check (answers at the back)


1. Which of the following is a disadvantage of single-entry bookkeeping?


a) An asset purchased last year is not shown in this year’s accounts   ❏


b) It takes more time than double-entry bookkeeping   ❏


c) It is against the law   ❏


d) It is not usually explained in accounting textbooks   ❏


2. Who first wrote down the principles of double-entry bookkeeping?


a) Salvador Dalí   ❏


b) Roy Salvadori   ❏
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