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1
the purpose of accounting


Despite being maligned from time to time, accountancy is a necessary part of business. So this chapter serves as a general introduction as to why the need for accounting came about, what basic information is needed, and why it has become the major activity it is today. Hopefully, this will help explain why accountants ask people to sign off invoices and produce Goods Received Notes, say – not for the sake of it, but to help them do their job.


 


If you were asked to name the principal objective of a company, would you say that it is to make money?


It’s a common reply to the question and, for most companies, it is the main reason for their existence, although there are, of course, those organizations that are non-profit making.


One thing all businesses have in common is the need to measure that profit, or surplus, in order to know that they are, in fact, making one. But profit arises from making hundreds, thousands, even millions of business transactions – buying, selling, moving, packing, storing …


Recording transactions


To be able to measure the profits (or losses), these transactions have to be recorded, if they have a monetary value. What use is a salesperson who, when asked ‘How much did you sell that Jaguar for?’, gives the answer ‘I don’t know, but I did manage to sell it.’? You wouldn’t know if a profit had been made on the deal, the sum to be collected from the customer, whether it would be enough to pay the manufacturer or what the salesperson’s commission (or termination payment) should be.


Just because transactions and results are measured in Dollars or Pounds or Euros or Yen, notes and coins do not necessarily change hands every time a transaction is made. It would slow commercial activity to a snail’s pace if we all had to pay as we go, so the business world operates largely on credit – take these goods now and pay me in 30 days please. But the transaction needs to be recorded, to remind the customer to pay, and you to ask him if he doesn’t.


It becomes more complicated because, when you sell a product, not only do you need to remember to ask for the money later, you must also deduct the product from your stock records. Otherwise you (or your computer) might think you’ve still got it and try to sell it again.


Such is the volume of transactions in modern companies that whole departments are needed to handle them. Usually, Sales Order Processing administers the orders from customers served by sales representatives out in the field. Production schedulers shuffle alternatives to get sufficient product into stock to meet delivery deadlines. Buyers co-ordinate purchases and deliveries between production requirements and suppliers’ lead times. And back in the offices, the Accounts department keeps track of the financial implications of all that goes on elsewhere.


Accounting


What is the difference between an Accounts department and a Finance department? Nothing, it’s just that some companies like to call it Accounts, and others prefer Finance.


When businesses were literally one-man operations, and the owner did all the selling and buying, he also kept his own records – how much he paid for his bushels, what he had sold them for, how many he had left at the end of the day.


Two changes in the commercial world meant things could not go on that way. The first was that enterprises started getting bigger, so that one person couldn’t do everything. The owner needed partners or employees, although he could still take a dominant role in the proceedings. But it meant some tasks had to be delegated, and who wants to get stuck with the administration when they can give it to someone else?


Having a partner meant having to share the profits of the business, so the first step was to work out what those profits were. It hadn’t been as important when Giovanni Peluga was the sole proprietor of his Florentine market stall – he could tell by the cash in his pocket whether he was doing all right or not. But when he had to divide it up with his partner Luigi Constantino, he wanted to be sure he was getting his fair share. So a methodology was needed to work out what that would be.



The definitive work


This was provided by a treatise on mathematics and associated subjects by the Franciscan monk Luca Pacioli, which was published in 1495.


Pacioli has two claims to fame. The first is that he collaborated with Leonardo da Vinci on a number of projects, being considered a man of high intellect himself. Secondly, his work Summa de arithmetica, geometria proportioni et proportionalita (to use its short name) formed the basis of accounting rules that are the underlying foundation of current finance techniques.


This is not to say that Pacioli invented accountancy or that the subject has not changed over the past five hundred years. Pacioli himself wrote in the book that the rules he was putting forward were considered best practice by the traders in northern Italy, particularly in Florence where he was based at the time. His work was the first recording in considerable detail of the principles of bookkeeping.


These basic principles, still intact in modern accounting, are as follows:




	that all transactions should be recorded in great detail in a book called the memorandum



	the transactions should then be transferred to another book, the ledger, and that each transaction has at least two entries to it, a debit and a credit, hence the term ‘double entry bookkeeping’.





There’s nothing difficult about writing things down and then writing them down somewhere else in a different order, but accountants appear to have turned a simple task into a black art in the eyes of many managers from other disciplines and functions!


Accounting grows up


The second big impact on commerce came when enterprises started to get so big that they needed capital from outside investors. With managers running the company, a distinction developed between owners and managers. This separation is normal for the plcs of today but, when it first became common, the owners had to rely on reports from the management to let them know how their company was performing. They still do.


Now suppose, back in the early part of the twentieth century, you had invested £10,000 in a textile mill operation. Three months go by and you want to know how the business is doing.


When the year-end reports come from the mill manager, they back up what he’s been saying throughout the year and you get your nice little dividend, as promised. Leaving the meeting when all the figures were announced, you notice the manager has replaced his car with another new one, the latest sporty number.


Suspicious? Why should you be? The reports from the manager confirm everything he’s told you. But you’ve no doubt spotted the flaw – he prepares the reports!


Investors thought they needed protecting from unscrupulous managers: at best they may be hiding poor performance; at worst they may be acting fraudulently and stealing from the company (and therefore from the investors). Several notorious cases only confirmed the urgent need to introduce an independent check that would instil investor confidence. This type of check is called an audit.


The greater need for more knowledge


Given the importance of financial awareness for managers from all disciplines, the need to be familiar with the methods, concepts and principles of the world of accounting is strong. Even armed with some basic knowledge – or perhaps only with numerous assumptions – many managers still do not believe that a profitable company can actually go bust. But it can. Some circumstances surrounding a company might, at first glance, suggest that all is well. Considered observation of the company’s accounts by someone with an educated eye might suggest or reveal something different.





2
basic terminology, concepts and principles


Like any profession, accountants have a terminology peculiar to themselves, so let’s address some of this straightaway. You’ll need to know what the three main financial reports are, and it’s always useful if you can follow accountants when they talk about ‘debiting and crediting the general ledger’, which is so simple in practice, it needs a bit of jargon to make it sound exciting. A quick look at this ledger and others follows, then an explanation of a few of more buzzwords –‘accrual’ and ‘prepayments’, neither as complicated as they sound. Soon you will be dropping these words into conversation at work yourself …


It can’t be avoided indefinitely, though; at some point knowing the words isn’t going to be enough, you need to know what they actually mean. This chapter is going to enlighten you on double entry bookkeeping, and once you’ve grasped the idea of debit and credit, you will have no problem with this. Then we’ll revisit the accruals idea, because accountants like that one a lot, then historic cost, then wrap up with the difference between profit and cash. That’s a key one.



Basic terminology


Accounting jargon is much like that of any other specialist subject – it makes a quick reference to longer expressions, but is handy to use when you know what the words mean.


The accounts


In business talk, ‘the accounts’ implies the set of reports that shows the financial standing of the company. Specifically, there are three major reports:




	the Profit & Loss Account


	the Balance Sheet


	the Cash Flow Statement.





In a less formal discussion, the accounts refer to the system of recording and reporting the financial implications of the company’s activities. The key system is the general ledger, which is composed of a number of accounts in a structure appropriate to the nature of the organization. The general ledger is the financial ‘bucket’ into which all the financial transactions of the company are poured.


The accounts, for those composing the general ledger, can designate different levels of reporting within the business, e.g. type of cost, department, cost centre, division. Usually an account code identifies each element uniquely, particularly if the general ledger is on a computer. For instance these types of cost may be coded as follows:


 






	 


	Electricity   


	U200







	 


	Gas   


	U210







	 


	Oil   


	U220







	 


	Water   


	U230








 


Similar types of expenditure should be grouped together under one code to make summaries easier to construct, as in the above example: all utilities expenditures start with a U, and the number part of each code is related to the others. A gap of 10 is usually used so new codes can be inserted as required.


A general ledger code may appear as 200/U210 meaning the electricity cost (U210) for cost centre 200 (which might stand for production), or it could look like this: 014726A3964002.


Although it might not be obvious, the general ledger code always has a consistent structure. In the second case it might be:


 






	 


	first 2 characters   


	–   company code







	 


	next 4   


	–   division code







	 


	next 5   


	–   profit centre







	 


	next 3   


	–   expense type








 


The chart of accounts will list all valid codes for each segment of the total code.


Debits and credits


Debits and credits are the nuts and bolts of accounting but, essentially they are just the financial equivalent of ‘plus’ and ‘minus’.


Financial transactions are recorded in money and ‘signed’ with minus for a debit or plus for a credit. For any given transaction or series of transactions, the overriding rule is that the sum of the debits must equal the sum of the credits.
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