




Introduction

Anyone	can	increase	their	wealth	and	doing	so	is	a	primary	goal	for	almost
all	 of	 us.	 Yet,	 77%	 of	 Americans	 (the	 richest	 country	 in	 the	 world)	 live
paycheck	to	paycheck.

"How	 to	 build	 wealth:	 one	 step	 at	 a	 time"	 delineates	 how	 anyone	 can
substantially	increase	their	wealth	by	following	five	simple	steps.	Each	step
comprises	of	manageable	subsections	with	universally	relevant	examples.	It
shall	only	tell	you	what	you	need	to	know.	Nothing	less.	Nothing	more.

To	 ensure	 that	 this	 introduction	 conforms	with	 this	mantra,	 we	 better	 get
going…
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Step	1:	Understand	accounting

The	 understanding	 of	 basic	 accounting	 principles	 is	 the	 fundamental	 skill
required	 to	 assimilate	 the	 concept	 of	 long-term	 wealth.	 Without
comprehension	of	long-term	wealth,	you	will	never	be	able	to	achieve	it.	If
you	 don’t	 know	 the	 rules	 of	 football,	 you	 are	 never	 going	 to	 be	 the	 next
David	Beckham.



Isn’t	accountancy	complicated	and	boring?
I	 am	 a	 chartered	 accountant	 and,	 therefore,	 have	 first-hand	 experience	 of
how	complex	and	confusing	accountancy	can	be.	Fortunately,	it	is	not	all	as
bewildering	 as	 it	 first	 appears.	 In	 fact,	 it	 only	 becomes	 complex	 or
confusing	when	dealing	with	 the	more	perplexing	accounting	and	 taxation
issues	that	affect	the	world’s	largest	companies.

On	the	contrary,	accounting	for	personal	finance	is	refreshingly	simple.	The
fundamentals	 can	 be	 understood	 in	 less	 than	 10	 minutes;	 the	 next	 10
minutes!

Accountancy	also	carries	a	stigma	of	being	the	world’s	most	boring	subject.
Whilst	not	being	exhilarating	(especially	for	people	who	are	not	 interested
in	 finance),	 without	 the	 accounting	 basics,	 we	 cannot	 understand	 how	 to
create,	or	to	maintain,	long-term	wealth.	

By	purchasing	this	book,	you	have	indirectly	implied	that	becoming	wealthy
is	 not	 boring.	 Therefore,	 learning	 accounting	 should	 not	 be	 boring	 either.
Beautiful	logic!

Conclusion:	 Accounting	 isn’t	 boring.	 It	 is	 integral	 to	 creating	 and
maintaining	long-term	wealth.



Income,	Expenses,	Assets	and	Liabilities
Accountancy	 (in	 the	 realm	of	 personal	 finance)	 extends	 to	 four	 categories
and	how	they	interact	with	one	another.	Though	the	official	definitions	are
more	 verbose,	 the	 following	 are	 sufficient	 from	 a	 personal	 finance
perspective:

Assets:	objects	that	have,	or	will	generate,	value	(e.g.	cash,
computer	systems,	buildings,	cars…),	or	something	owed	to
you	by	another	party

Liabilities:	something	that	you	owe	to	another	party	(e.g.
mortgages,	vehicle	loans,	credit	card	balances…)

Income:	money	earned

Expenses:	money	spent

To	be	wealthy,	we	need	to	maximize	“net	wealth”,	which	is	defined	as	the
sum	of	our	assets	less	the	sum	of	our	liabilities.	Let’s	have	a	look	at	some
examples	and	determine	how	they	should	be	classified:

Cash	-	an	object	you	own	which	has	and	creates	value	=>	asset

Salary	-	money	you	earn	=>	income

Loan	-	something	owed	to	another	party	=>	liability

Car	-	something	you	own	which	has	value	=>	asset

Weekly	grocery	shopping	-	money	you	spend	=>	expense

As	previously	stated,	refreshingly	simple.



When	you	perform	a	financial	transaction,	two	of	these	four	categories	are
usually	impacted.	This	is	known	as	“double-entry	accounting”.	Let’s	look	at
some	examples:

Earning	£1,000	in	salary	(increase	in	income),	increases	one's
bank	balance	(increase	in	asset).

Spending	£200	on	groceries	(increase	in	expenses),	hurts	one's
bank	balance	(decrease	in	asset).

Taking	out	a	£2,000	loan	(increase	in	liability),	improves	one's
bank	balance	(increase	in	asset).

Buying	a	car	(increase	in	asset),	depletes	one's	bank	balance
(decrease	in	asset).

Einstein’s	adage	of	‘every	action	has	an	equal	and	opposite	reaction’	holds
true	for	accounting.	Understanding	these	impacts	is	integral	to	determining
whether	certain	financial	transactions	are	beneficial	or	detrimental	to	our	net
wealth.

Conclusion:	Every	transaction	has	at	least	two	impacts.	These	impacts	can
be	classified	as	either	income,	expenses,	assets	or	liabilities.



Knock-on	effect
The	 impacts	 of	 a	 transaction	 often	 continue	 beyond	 the	 initial	 action.
Notably,	 accumulating	 assets	 or	 liabilities	 usually	 has	 a	 future	 impact	 on
either	income	or	expenses.	This	is	absolutely	vital	to	understand,	especially
concerning	the	knock-on	effect	of	liabilities.

Liabilities
We	take	out	a	 loan,	 repayable	at	8%	interest	 rate	per	annum	over	a	5	year
period.	When	we	take	out	a	£10,000	loan	(increase	in	liability),	we	receive
£10,000	cash	 (increase	 in	asset).	Therefore,	 it	doesn’t	 immediately	change
our	net	wealth.	When	we	pay	back	 the	 loan	 in	10	years,	we	will	pay	back
the	 loan	 amount	 of	 £10,000	 (decrease	 in	 liability)	 with	 £10,000	 cash
(decrease	in	liability).	Again,	this	doesn’t	change	our	net	wealth.

However,	anyone	who	has	ever	taken	out	a	loan	will	be	fully	aware	that	the
story	does	not	end	there.	During	the	term	of	the	loan,	interest	must	be	repaid
at	8%	of	the	capital	amount	(£800	per	year).	Therefore,	the	knock-on	effect
of	taking	out	the	loan	over	the	5	years	is	expenditure	of	£4,000	(increase	in
expenses),	in	the	form	of	money	paid	back	to	the	lender	(decrease	in	assets).

Take	another	second	to	analyse	this.	Taking	out	the	liability	to	increase	our
cash	on	day	1,	had	no	 impact	on	net	wealth.	However,	 its	knock-on	effect
cost	£4,000	by	the	end	of	the	loan.

As	a	general	rule,	liabilities	are	the	worst	category	to	obtain	when	trying	to
build	wealth.	They	include	car	financing,	mortgages,	outstanding	credit	card
balances,	payday	loans	and	overdrafts.	Permanently	poor	people	have	large
liabilities	and	you	should	avoid	them	like	the	plague.

One	exception	is	when	liabilities	are	embraced	in	order	to	accumulate	"good
assets"	that	produce	income	exceeding	the	expenses	caused	by	the	liabilities.
The	 most	 pertinent	 example	 is	 property	 investing,	 where	 taking	 out	 a
mortgage	 on	 a	 rental	 property	may	 assist	 the	 accumulation	 of	wealth.	We
shall	revisit	this	later.



Good	Assets
Let’s	 review	 assets	 by	 looking	 at	 cash.	 Imagine	 we	 work	 hard	 for	 a	 few
years	and	saved	up	£20,000	in	cash.	We	can	place	this	in	a	bank	account	for
5	years,	earning	an	annual	interest	rate	of	5%.	After	5	years	(assuming	we
remove	the	interest	we	earn	each	year),	we	will	then	have	earned	£1,000	per
year.	 The	 net	 impact	 of	 having	 this	 asset	 is	 a	 £5,000	 gain	 (increase	 in
income),	in	the	form	of	additional	cash	paid	to	us	by	the	bank	(increase	in
assets).

Cash	 is	 therefore	 an	 asset	 which,	 when	 held	 over	 time,	 has	 generated
income.	This	is	a	“good	asset”.

As	 a	 general	 rule,	 good	 assets	 improve	 net	 wealth.	 They	 generate	 future
income,	 which	 can	 be	 reinvested	 into	 more	 good	 assets.	Wealthy	 people,
who	stay	wealthy,	have	many	and	varied	“good	assets”.	They	include	cash,
property	investments,	business	investments,	shares	and	royalties.

Bad	Assets
Aren’t	 all	 assets	good?	No,	 they	certainly	are	not,	with	a	new	car	being	a
prime	example	of	a	bad	asset.

We	decide	to	purchase	a	brand	new	car.	The	neighbours	will	be	impressed!
Because	we	 have	 read	 the	 previous	 section,	we	 know	 liabilities	 are	 a	 bad
thing.	 So,	 instead	 of	 taking	 out	 a	 loan	 to	 purchase	 the	 car,	 or	 obtaining
finance	on	 the	vehicle,	we	have	saved	hard	and	have	£20,000	 in	cash.	We
buy	the	car	(increase	in	asset)	for	£20,000	cash	(decrease	in	asset).	Haven’t
we	done	well?

At	 the	exact	second	of	purchase,	our	net	wealth	has	not	changed.	We	now
have	 a	 £20,000	 asset	 (a	 car),	 instead	 of	 a	 £20,000	 asset	 (cash).	However,
seconds	later	it	all	changes.	Remember,	there	is	often	a	knock	on	effect.

We	drive	the	car	off	the	showroom	floor.	Estimates	vary,	but	it	is	generally
accepted	 that	 one	 minute	 after	 driving	 your	 new	 car	 away	 from	 the
showroom,	 it	 has	 lost	 10%	of	 its	 value	 –	 a	 fall	 in	 the	 value	 of	 the	 car	 of
£2,000	(decrease	in	asset,	increase	in	expense).	After	one	year	of	ownership,



the	car	will	have	lost	20%	of	its	value.	After	five	years,	it	will	have	lost	60%
of	its	value.

Let’s	compare	this	with	the	cash	(good	asset)	scenario:

The	knock-on	effects	do	not	end	there.	When	we	buy	the	car,	we	will	have
other	future	expenses	to	consider	(petrol,	insurance,	repairs	&	maintenance,
etc).
Ignoring	these	other	inevitable	expenses	for	now,	and	assuming	that	we	have
not	 created	 any	 liability	 when	we	 purchased	 the	 car	 (many	 people	 do	 by
taking	out	a	loan	or	financing),	our	car	is	worth	£17,000	less	than	our	cash
would	have	been	after	five	years.	The	car	generates	expense	and	loses	value
over	time.	This	is	a	“bad	asset”.

Bad	assets	 limit	 the	accumulation	of	wealth.	They	 lead	 to	 future	expenses
and	fall	 in	value	over	 time.	People	who	are	 temporarily	 rich	and	fall	 from
grace	 often	 spend	 too	much	 on	 “bad	 assets”.	Bad	 assets	 can	 generally	 be
summarized	 as	 “stuff”,	 including	 expensive	 cars,	 boats,	 household	 items,
clothes,	shoes,	jewellery.	Avoid	these	wherever	possible.

Conclusion:	 Personal	 finance	 can	 be	 broken	 down	 into	 a	 few	 major
categories.

Income	is	Incredible

Expenses	are	Excruciating



Good	Assets	are	Genuinely	Awesome

Bad	Assets	are	Bloomin’	Awful

Liabilities	are	Lame.



Flow	between	classes
To	help	us	quickly	evaluate	the	impact	of	any	transaction	store	this	image	at
the	forefront	of	your	mind:

Notice	 that	 the	 only	 arrow	pointing	 to	 income	 is	 good	 assets.	Notice	 also
that	 the	only	way	to	generate	more	good	assets	 is	 through	income.	Stay	in
the	left	hand	of	this	cycle	and	you	will	become	wealthy.	That’s	it:	that's	the
entire	secret!

On	the	other	hand,	notice	that	Bad	Assets	and	Liabilities	lead	to	expenses.
Expenses	lead	to	more	liabilities.	If	you	are	in	the	right	hand	side,	you	have
a	 problem.	 Your	 wealth	 is	 being	 consumed	 and	 you	 will	 eventually	 find
yourself	desperately	in	debt.	If	you	are	in	the	right	hand	side,	get	out	now!!

Conclusion:	Good	assets	breed	income	which	can	be	invested	in	more	good
assets.	Liabilities	and	bad	assets	breed	expenses	which	lead	to	a	decrease	in
assets	or	yet	more	liabilities.


