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P a r t I : T h e " B a l a n c e S h e e t " o r " S t a t e m e n t o f
F i n a n c i a l P o s i t i o n "

●The most pervasive human cultural feature on
this planet is "Double Entry "accounting. It was
invented in Italy by aFranciscan Friar named Pacioli,
it was deemed so important that Italy cosidered it a
capital offense to reveal to anyone outside of Italy.

●Accounting professionals and teachers of account¬
ing have developed so many special words and byzan-
tine procedures as to make it ajungle of confusion to
outsiders. However, its basic principles are so simple a
c h i l d c a n u n d e r s t a n d t h e m .

●In aleft-hand column it employs agraduated list
of things of value generically called assets. From the
most "liquid" assets (such as cash) to the most "fixed"
assets (such as property).

●In aright-hand column it employs alist of claims
upon those assets, alist of generically called equities.
These are of two radically different types, 1) equities
belonging to others besides the ownership of the list of
assets in the left-hand column, and 2) equities belong¬
ing to the ownership of the assets of the left.

●If you add up the value of the entire column of
assets and subtract the total of all outsider's equities,
what is left, obviously, is the total of equities belong¬
ing to the ownership of the assets. That is, if your
family assets amount to $40,000 and you owe $4,000 to
the bank, your real value, the net value of the assets
constituting your ownership is $36,000.

●One of the grandest truths embodied in this
system is, interestingly, if you change anything on
either side of the "ledger" (the two columns of assets
and equities) you have to change something else.

●There are four and only four ways this can be
done: 1) you both add and subtract on the left, 2) or,
same on the right. Or 3) you can add to both sides. Or,
4) you can subtract from both sides. By the way, you
can create a"double entry" that is really atriple or
quadruple entry, or more, so long as one side is not
affected more than the other. Example: you buy a
horse and pay the man back aloan with the same
check. In that case your bank goes down, say, $200,
but your assets (horse) go up $100, and your external
equities (the amount owed) goes down $100. Here the
net effect on both sides is areduction of $100.

Note that it is perfectly possible to get by with only
these three kinds of accounts: Asset accounts. Equity
(outside) accounts, and Equity (ownership).

If you pay for something that has no enduring
value, like aphone bill, and you can't simply subtract
money from the bank and add to the list of assets in

some way, you must, each time you make that kind of
apayment, subtract from the bank (on the left) and
subtract from owner's equity on the right.

Or, if arich uncle gives you athousand dollars you
can add it to the bank and add it to the owner's equity.
These Asset/Equity categories are the original catego¬
ries for double entry accounting. These three catego¬
r i e s a r e c a l l e d P e r m a n e n t A c c o u n t s .

However, if all you use are these accounts, after a
time you have no record of all the things which you
did which reduced your owner's equity, nor the things
that happened or things you did that increased your
owners equity. You DO know where you stand, where
you end up. You DO have, so to speak, a"flash pic¬
ture" of the status quo, your "financial position," but
you can't see the detailed reasons explaining how you
got there.

Thus, there is abetter way. It involves adding two
more categories of accounts, namely Expense and
Income. Note these are not simply payments out and
receipts in. They are events which immediately reduce
or increase your Owner's Equity, and, as they say,
a f f e c t t h e " b o t t o m l i n e . " T h e r e w i l l s t i l l b e e v e n t s

(transactions) which will only affect the permanent
accounts without affecting the Owner's Equity, such
as taking out aloan from abank, or paying off such a
loan. Or buying apiece of expensive equipment.

Now, however, in order to keep arunning log of all
events we need what is called aJournal, where you
"log" all events in their chronological sequence,
whether they affect only the upper accounts or only
the lower or any combination thereof. This is not the
Ledger, where you list all of the accounts and every¬
thing which affects them The Journal is the first book
of entry. All double entry transactions are recorded
there first and then transferred ("posted") to the
Ledger ,so you see your "financial position."

N o t e w e a l s o n o w i n t r o d u c e a c o n s i s t e n t n u m b e r ¬

ing of accounts. All Asset accounts, like Bank, receiva¬
bles, equipment, etc. begin with a"1," all external
equity accounts begin with a"2," etc. as follows:

1 0 0 0 - 1 9 9 9 A s s e t s

2000-2999 External equties ("Liabilities")
3000-3999 Ownership equities (Capital, Net Worth,

corporate equity. Fund balance, or recently Net
Assets)

4000-4999 Income (only money coming in you
don't have to pay back)

5000-9999 Expense (only money going out which
does not add to your assets)

(Note that alot more numbers are available for
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Expense categories. They always seem more numerous
than Income categories.)

P a r t I I : T h e " I n c o m e S t a t e m e n t " o r

"Statement of Financial Activity"
Suppose you may pay out money (or give up some

other asset) for something that has no enduring value,
like aphone bill. To do this you can't simply subtract
money from the bank (or from that other asset) and
add something of value to the list of assets, like apiece
of equipment,. Or, suppose you reduce your cash or
other assets to secure some service but are not adding
to your assets or reducing some part of your your
external equities. In that case, you must, each time you
make that kind of apayment (or asset reduction), both
subtract from assets and subtract directly from
owner's equity (Net Assets, Net Worth, Capital, etc.)
on the right. We have already seen how this works in
the +...+, +-, -+, or -...- types of transactions where in
Part 1both take place in the realm of the Assets and
Equities.

However, now that we are operating aJournal, it is
appropriate to "post" such entries during an account¬
ing period to either Income or Expense. This way you
can easily find out if your income is greater than your
e x p e n s e .

Furthermore, at the close of an accounting period
you can subtract the difference of all expense and
income against the Owner's Equity (e.g. Net Assets).
At that point you may "wipe out" all Income and
Expense accounts to zero and start over, since all those
expense and income entries were merely designed to
allow you to see what happened, to see how you got
to your new financial position.

In actual practice there is acertain amount of flexi¬
bility in whether you call something an expense or an
asset. Small things, even of value, like postage stamps
and office supplies, things you use up, are usually
called expenses even though they do not disappear
overnight. In fact, at the end of an accounting period,
be it amonth, aquarter, asemester or ayear, if you
have considerable value left over of stamps or office
supplies that value is sometimes "hoisted" up into the
asse t sec t i on .

By the same token if you receive money as agift,
you might call it either income or an equity, especially
if the gift was designated for aparticular use and that
use was not coming up very quickly. Now, so that you
don't forget that you are expected to use the money
for aspecific purpose you mighf call this particular
kind of equity a"Reserve."

Thus, if you borrow money you have to pay back it
constitutes an external equity, aliability. If you are
given money it is usually to be considered income.
What if receive money because you have provided
some service or sell bit by bit some of your merchan¬
dise assets? This, too, can be called income, mainly

because you don't have to pay it back like aloan.
However, unless it is an outright gift (you don't have
to repay) rarely do you receive money for either ser¬
vices or goods which does not at least in aminor way
cut down on the real value of certain of your assets.

Suppose you have astore and purchased $10,000
worth of goods to be sold. In agiven month you
receive $5,000 for goods you only paid $4,000 ?You
could [this is not the way it is usually done] subtract
$4,000 from your merchandise asset and record only
$1,000 as income. But, in the process of selling you are
having to pay overhead which could run another $500,
so you might want to record only $500 as income, and
shave the cost of your rent or salaries abit, etc.

The usual thing to do, during an accounting period
(not at the end), is to record the total amount received,
the $5,000 as income (on the right hand), and of course
add $5,000 to your bank account. You realize, of
course, that simple as this is, you are overstating your
t r u e i n c o m e .

However, at the end of the accounting period you
do an inventory of your salable goods and end up sub-
fracting $4,000 from your inventory (and adding the
same amount as an expense item called usually, "Cost
of goods sold." In other words your overstatement of
income does not last beyond the end of the accounting
period. Then is when you make the reckoning.

At the end of an accounting period you want
bring everything, every number, into reality. So, you
scrutinize all of your assets to see if none of them has
degraded or evaporated. You look closely at all of the
things you have considered expense, and if you have
significant value, say of postage stamps ($200) you
subtract from postage and add that amount to your
assets. If you have paid rent in advance, you subtract
the amount you have not actually used up and add
that into your list of assets as "Prepaid expense" so as
to get amore accurate picture. Similarly if you have
received money for goods or services not yet delivered
you subtract the unfulfilled amount and at the same
time add to your external equities the same amount as
"Unearned income." Again, to be more accurate.

Note that acertain amount of subjectivity is
involved? Some accountants do more nitpicking than
others, and all of them could come out with more than
one final outcome. Thus, the grounds for suspicion
a b o u t t h e r o l e o f a c c o u n t a n t s E n r o n o r o t h e r w i s e .

Part III: Three "Secrets"of Accounting
1. One nifty trick is summing separately the per¬

manent accounts and the temporary accounts—and
getting equal differences!

This always seems amazing. It is basically just
arithmetic. After journalizing dozens of double entries
and posting them to the ledger, it is obvious that the
total assets, total equities, total expense and total
income may each be different from where you began.

2
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What is not so obvious is (this is what appears amaz¬
ing) if you subtract your Equity total from your Asset
total you get exactly the same number as when you
subtract your Expense total from your Income total!
The latter is called profit or loss depending whether it
is positive or negative. The former, identical number
(but on the opposite side of the Ledger) is accordingly
ca l l ed an i nc rease i n Ne t Asse ts o r adec rease i n Ne t

Assets depending whether it is positive or negative.
By the way, this is the acid test of exacting posting,

and exacting posting in turn is dependent on infallible
journalizing. If any of your double entries or triple
entries, etc. are not equal on both sides of the ledger
then this amazing "trick" simply won't work. And,
you will have to go back to your journal and make
sure each and every one of your double, equal and
opposite, entries is correct.

This is not the only test, of course. You can put pre¬
cisely equal and opposite intries into the ledger but get
them into the wrong account number and this amaz¬
ing trick will still work flawlessly. Thus, one more test
is very basic.

Print out the entire ledger and look to see if all of
the things have been stashed away in the right catego¬
ries. If you have mistakenly put down apiano pur¬
chase as an expense the ledger will still balance but
your calculated profit or loss will be way off. Simi¬
larly, if you list in your journal atelephone bill under
equipment you are in trouble but still in balance.

These were obvious examples. Not so obvious is
when you buy something like acomputer for another
department. It is equipment isn't it? No, not in your
ledger. You indicate in your ledger the amount you
paid on behalf of another cost center as a"Receivable,"
which means it will come back to you in cash, and
won't disturb your own list of equipment. Or, if you
get paid an honorarium by achurch or Perspectives
class and the check is made out to you and you put it
in your personal account thinking of it as income you
have made amistake. It should be considered a"Pay¬
able" and will be listed under Equities, specifically
Liabilities, namely, something you owe to your institu¬
tional ministry account.

2. Another nifty trick is formulating "double
entries" you don't have to use any negatives. Using
the opposite side is the same thing.

This seems endlessly confusing unless you stop to
realize that pulling up, that is, reducing the load, on
one side of ateeter totter is the same as pushing down
with the same force on the other side. In olden days
adding machines couldn't subtract. They could only
add. Someone had anew idea of dealing with adeduc¬
tion from an asset (which, of course, is always on the
left). Put it deliberately on the right hand side. The
teeter totter is still in balance. That is, instead of sub¬
tracting $400 from (adding anegative number to) say,
the bank, you could put that same account number

and $400 over on the other side of the ledger. Mean¬
while, if what you spent this money for was apiece of
equipment you would put $400 under equipment on
the left. But if you wished to reduce aloan (always on
the right) by that amount, you could put $400 into that
loan's account number on the left! In all these cases you
would have $400 on each side of the ledger. This fact
would pop out clearly reassuring you that you do in
fact have avalid double entry.

Thus, let's for fun journalize the last events,
a . I n tu i t i ve :

1 0 1 0 B a n k A c c o u n t

1450 Equipment
- 4 0 0

+ 4 0 0

bTricky but efficient
1450 Equipment
1 0 1 0 B a n k A c c o u n t

Now this last is much easier to check. Let's go
through this with the second example:

a . I n tu i t i ve :

1 0 1 0 B a n k A c c o u n t

2100 Payable loan

4 0 0

4 0 0

- 4 0 0

- 4 0 0

bTricky but efficient
2100 Payable loan
1 0 1 0 B a n k A c c o u n t

Granted this is not so much of an improvement, but
it does avoid the use of minus signs. It is equivalent
because an Equity account (the clue is its begirming
with a"2") which is an inherently right-hand account
has the effect of anegative on the right when it is
listed as positive on the left.

In general then when you look at aledger, which
always has two sides or two columns, you may find
the numbers under agiven account to be scattered on
both sides. The ones that are effectively negative are
those on the opposite side of the account number. Let
me give an example.

If you look in aledger under office supplies, you
look in the section from 5s to 9s, expenses. You may
find most of the numbers are on the left, since
expenses are pseudo assets and as such "live" on the
left. However, if you bought an extra ten reams of
paper for another cost center, and were paid for that,
the journal entry would look something like this:

1 0 1 0 B a n k A c c o u n t

6340 Office supplies
Note that the bank number is on the side pertaining

to the account, e.g. left. Assets are on the left. But the
purchase is on the right, and therefore will subtract
from the total you have spent on office supplies. It is
thus the equivalent of aleft-hand negative! In this case
you are, in effect, both adding and subtracting on the
left! (Even though there are numbers on both sides
which are instantly verifyable as an equal and oppo¬
site "double entry."

4 0 0

4 0 0

2 5

2 5
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3. The third "Secret" is the most mystifying of all. It
really is not so "nifty" although it could be. It is very
nearly constantly confusing.

Once again "in the olden days" people would come
into ageneral store, Iwould suppose, and want to see
their financial status. They had been taking things
away for atime "on account" and now they wanted to
pay toward what they owed. Meanwhile the store
owner had been writing down in aledger under an
account for their particular name every single item
they took "on credit." So here is asample of what
might have happened;

C r e d i t sD e b i t s

2 . 8 7Jan 1,
Jan 5,
Jan 18,
Jan 21,
Jan 28,

6 . 3 4

1 2 . 0 2

15 .00

1 4 . 5 0

To t a l s

OK, in this case, the customer sees that his debits
are larger than his credits. He is asked to bring his
account up to date and to do so he has to pay an addi¬
tional 20.73, which will be entered, he is told, as a
" c r e d i t " t o h i s a c c o u n t .

Now, down through the centuries this terminology
of "debits" for numbers that go on the left and "cred¬
its" for numbers that go on the right has stuck, and is
now used even where your intuition is totally the
opposite. For example when you write acheck you
reduce your Bank account, which is on the left side of
the ledger by putting anumber on the right side of the
ledger (as with secret #2). Lo and behold this is called
a"credit" to the bank account even though it reduces
the bank account. See? It's crazy.

Furthermore, all of the asset accounts and expense
accounts, which are on the left side of the ledger now
become called "Debit accounts," and all of the equities,
whether external or internal are called "credit
a c c o u n t s . "

There are many stories about the illogicality of the
debit/credit terminology. It is simplest to forget the
general store illustration and just put it down that
"debit" means left, and "credit" means right, and they
don't ever mean anything else. Thus when you "debit"
acredit account you are subtracting and when you
"credit" adebit account you are subtracting and when
you debit adebit account you are adding, etc.

This is aleft curve, Iknow, but you can get used to

35.73 1 5 . 0 0

i t .
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