
The Quad Model  
 

(Simple Way to Understand Financial Statements and some 
Fundamental Accounting Concepts using one diagram ) 

 
Let me introduce the ‘quad model’ that I have used many times to help explain the two key financial 

statements, the Balance Sheet (Statement of Financial Position) and the Income Statement 

(Statement of Profit or Loss and Other Comprehensive Income). Don’t stress, we will not go all 

technical jargon on you. I mention them here so we are sure you do not get lost when these terms 

are used elsewhere, at your work for instance.  

  

What are financial statements?  

Simply put, financial statements are the collection of four specific financial reports that are 

prepared in respect of an entity to show both the financial position and performance of that entity. 

We will explain each of these reports or statements in a later chapter.  

  

Elements of financial statements  

First let us start with the elements or building blocks that we will use to create our model. In 

accounting, any event that happens is called a transaction. So when you buy something, it is a 

transaction. You sell something, transaction; you transfer inventory from one place to another, 

transaction; you borrow from the bank, a transaction. There are hundreds or even thousands of 

transactions that take place on a regular basis, depending on what you do. Accounting has found a 

way of breaking these transactions into five categories depending on their nature. At the end of the 

day, each one of the many transactions must be classified and placed  

 

 into one of these five categories called elements. A transaction can only be in one category and no 

other.  

  

From whose perspective?  

All the transactions that take place are recorded from the perspective of the business. So if you 

make a sale, it is recorded from the angle of you having made the sale and NOT from the 

perspective of the buyer.  

There is a distinction between the owner of the business and the business itself. For example, if the 

owner of a business takes money out of his own pocket and invests it into the business, the 

accounting record will be made in the books of the business as having received the money from 

the owner. We will come back to this thought shortly. For now, let us be satisfied that we record 

all accounting transactions from the perspective of the business.    

  

The Quad Model  

I use this term quad derived from the full word quadrant because the model I am about to show you 

has four (quad) squares that make up the model.  

First we draw four quadrants into which we will be slotting content as I explain.  

  



Step 1 – draw four squares on a sheet of paper, like below;  

  

  

  

 

     

Step 2 – Start placing transactions into the appropriate square.  

  

Earlier, we alluded to the 5 elements that are the building blocks of financial statements. We didn’t 

give them names yet. We will do so here.   

  

So as transactions take place, they are classified and grouped into one of the elements or building 

blocks we have talked about and then placed into one of the four squares in the quad model. 

Eventually, all the transactions that are similar in nature will end up in the same square in the 

model. Put differently, each of these squares are like home to one of the elements of the financial 

statements.  

  

Let’s start with the top left one. It’s important that we place these labels on the correct square, 

otherwise the model will not work, it may confuse us instead.  

  

Assets In this square, we will place any transaction that meets the criteria of being called an asset. 

What is an asset, you ask? Simply put, an asset is anything that the business owns. If your business 

owns the building that your offices are in, the value of the building is recorded as an asset in the 

books of your company. If you own a motor vehicle, that is also an asset to the business.  

Also, if someone owes the business something, that also is an asset because it is yours even though 

you may not have possession of it at the moment.  

Assets may be long term or short term in nature. This distinction and definition is prescribed by 

international standards.   

  

 



Non-current assets  

Assets from which you will derive benefit for a period longer than the current financial year (or 12 

months) are called non-current assets. Examples include buildings, motor vehicles, plant and 

machinery, furniture and fittings as well as equipment.  

  

Current assets  

Current assets refer to those that your business will derive benefit from within the current financial 

year (12 months period). Examples include inventory that you assume will sell within the current 

financial year, any balances of those who owe you and are likely to pay with the current financial 

year and the balance in your account at the bank.  

Now, let us place this type of transactions in their appropriate home in the quad model.  

  

  Assets 

• What you own or what you 

have a claim/right over like the 

balance of what someone else 

owes your business.  

• Could be non-current asset 

(long term) or current asset 

(short term)    

 

 

  

  

Next, we check for transactions that will go into the top right square. Two types of transactions 

make this square their home, so to speak. First liabilities and then equity or capital. 

 

Liabilities  

A liability is the balance of what your business owes someone else. Like assets, liabilities may be 

long term (non-current liabilities) or short term (current liabilities).   

 

Non-current liabilities are those that your business will continue to pay back over a period longer 

than the current financial year. Examples include a long-term loan from the bank, a mortgage loan 

or debentures.  

  

On the other hand, current liabilities are those that your business is likely to pay back within the 

current financial year. These include your bank overdraft or the unpaid balances you owe for the 



supply of inventory that you bought on credit.     

  

One more type of transaction also makes their home in the same square, and that is Equity.   

  

Equity 

Equity represents the investment by the owner into the business. By nature, it is as if the business 

owes this to the owner so it sits in the same home as liabilities that the business owes to other 

people. Remember we are looking at all these records from the perspective of the business, and not 

necessarily the owner of the business.  

  

Ok, now let us place these transactions in their home on the model:  

  

Assets 

• What you own or what you 

have a claim/right over like 

the balance of what someone 

else owes your business.  

• Could be non-current asset 

(long term) or current asset 

(short term)    

 

Liabilities  

• What you owe. 

• Could be non-current lia-

bilities (long term) or 

current liabilities (short 

term)  

Equity  

• The investment or capi-

tal that the owner has 

put into the business. 

  

 

So far so good? Great.  

 

Let’s now take a look at transactions that fall into the bottom two squares, starting with income.  

  

Income  

A record of the money that came into the business as a result of what you do. If you sell products, 

money that came in as a result of your selling transactions is income. If you sell services, the fees 

that others pay you for your services is income.  

I would like us to talk about the last type of transactions before we place both of them into their 

respective homes in the model.  

 

 



Expenses  

This is money spent in order to earn the income you have recorded above. For example, your 

purchases of inventory (if you sell groceries) that you sold or expenses relating to the maintenance 

of the store (rent, lights, water, salaries, etc.). These would be classified as expenses.   

  

Accruals  

We must clarify that it does not matter if cash has been paid for your inventory or whether you sold 

on credit and have not yet received the cash from the sale. The transaction must be recorded and 

reported when it takes place and not when the cash is received or paid. So the total income should 

include sales of things for which you are still expecting to receive the cash. Your expenses, 

likewise, must include those that you have incurred but not yet paid for.  

  

Ok, now we are ready to send these two types of transactions to their respective homes in the quad 

model.  

  

  Assets 

• What you own or what you 

have a claim/right over like 

the balance of what some-

one else owes your busi-

ness.  

• Could be non-current asset 

(long term) or current asset 

(short term)    

 

Liabilities  

• What you owe. 

• Could be non-current liabili-

ties (long term) or current lia-

bilities (short term)  

• Equity  

The investment or capital that 

the owner has put into the 

business. 

Expenses 

• Money going out, spent on 

what we needed to have 

done for us to make the in-

come that we made. 

Income 

• Money coming in from what 

we do as a business.  

 

 

Back to the elements of financial statements Can you see the five elements that are the building 

blocks of financial statements? In the quad model, it’s the five that are in bold. ALICE, someone 

has said. I actually do not know who to give credit to for this one but it is an easier way to remember 

the five elements of financial statements using this acronym, ALICE. The A stands for assets. The 

L stands for Liabilities. The I represents income. The C is for capital and the last E stands for 

expenses. Five of them. Got it? You’re doing well.   

  

Armed with this understanding, I will now take the quad model a little further and show you how 

the balance sheet and the income statement feature in the model.  

 

 

 

 

 



Balance Sheet 

 

  

Assets 

• What you own or what you have a 

claim/right over like the balance 

of what someone else owes your 

business.  

• Could be non-current asset (long 

term) or current asset (short term)    

 

Liabilities  

• What you owe. 

• Could be non-current liabilities (long 

term) or current liabilities (short term)  

• Equity  

The investment or capital that the 

owner has put into the business. 

 

Expenses 

• Money going out, spent on what 

we needed to have done for us to 

make the income that we made. 

 

Income 

• Money coming in from what we do as 

a business.  

 

 

 

Income Statement 

 

Next, please draw a line across, in between the top two and the bottom two squares as shown in the 

diagram above.  

  

You have two top squares that are homes to three of the five elements of financial statements: 

Assets, Liabilities and Equity (Capital).  

  

The balance sheet 

If you were to list the balances of the three elements in the top two  

Squares in the quad model, you would have for yourself a balance sheet, now formally called the 

Statement of Financial Position. The balance sheet lists all the assets, liabilities and equity with 

their respective values. It is intended to show you the true value or worth of the business at any 

given time.    

 

The balance sheet of a big conglomerate may look complicated and may contain so much 

information but the bottom line is that it shows a list of the totals of the three elements. What does 

the business own (assets), what does the business owe (liabilities) and what is the difference 

between them (equity), which is the true worth or value of the business.  

  

The next time you come across the financials of your company or organization, take a closer look. 

You will notice that there is a statement of financial position or the balance sheet. That statement 

shows a summary of the total values of the assets and liabilities that the entity has. The difference 

between the two shows the true worth (equity) of that entity.  

  

 



It’s like looking at your own financial position at any given time. If we take the total value of what 

you own and subtract the total of everything you owe, we can determine how much you are worth 

(your equity). That is how Forbes and other organisations determine how rich Patrice Motsepe, Bill 

Gates, Richard Branson  or someone else.  

  

Now take a look at the bottom two squares of the model. On the left, you have expenses and income 

on the right. The difference between the aggregate totals of these two gives you either a profit or a 

loss, depending on whichever one is the higher of the two.  

  

A summary of these two squares gives rise to the Income Statement. (or more fully, the Statement 

of Profit or Loss and Other Comprehensive Income).  

So far, we have been able to determine the statement of financial position and the statement of 

income by using the quad model. Makes it easier, right? I think so too.  

  

Debit or credit?   

  

One more point before we move on to the accounting equation, which is also related to the quad 

model.  

  

In the books of your business, how do you know which of the elements is supposed to go to the 

debit or to the credit side of the ledger?   

  

Draw a line in between the squares on the left and those on the right hand side of the model as 

shown in the diagram.  

 

Assets 

• What you own or what you 

have a claim/right over like 

the balance of what someone 

else owes your business.  

• Could be non-current asset 

(long term) or current asset 

(short term)    

 

Liabilities  

• What you owe. 

• Could be non-current liabili-

ties (long term) or current li-

abilities (short term)  

• Equity  

The investment or capital 

that the owner has put into 

the business. 

 

Expenses 

• Money going out, spent on 

what we needed to have done 

for us to make the income 

that we made. 

 

Income 

• Money coming in from what 

we do as a business.  

 

 

• Debits  

The two elements on the left hand side of the model (assets and expenses) will all have a debit 

balance. In other words, they will increase on the debit side of the ledger.   



• Credits  

The three elements on the right hand side will have a credit balance, increasing on the credit side 

of the ledger.  

  

The Basic Accounting Equation or The Accounting Equation  

Another concept that we can explain using the quad model is called the accounting equation. The 

accounting equation says that the total of all assets is equal to the sum of all the liabilities and 

equity. Assets = Liabilities + Equity.   

  

Let’s reproduce the model to help us once again. This time we will only look at the top two squares 

of the model.  

 

Assets 

• What you own or what you 

have a claim/right over like 

the balance of what someone 

else owes your business.  

• Could be non-current asset 

(long term) or current asset 

(short term)    

 

Liabilities  

• What you owe. 

• Could be non-current liabili-

ties (long term) or current li-

abilities (short term)  

• Equity  

The investment or capital 

that the owner has put into 

the business. 

 

Have you noticed that the assets of the business will have been bought using the two sources of 

financing a business; borrowings (liabilities) and equity. What happens is that you take the capital 

and turn it in to the business, it becomes an asset, as far as the business is concerned. You borrow 

from a bank for example or from a supplier, and this translates into an asset to the business. At the 

end of the day, the total of all the liabilities and the equity must equal the total of the assets that the 

business has.  

  

An example will help make this clearer.  

  

Let’s say you take $1,000 of your own money to put into the business as capital. This will go into 

the right hand square as  

equity or capital, right? At the same time, the business will record an asset of $1,000 in the form 

of cash received from you.  

  

Assets 

Cash or bank                $1,000  

 

Liabilities  

                                       $0  

Plus  

Equity                          $1,000  

 

 

After recording this transaction, you see how that the assets value is equal to the value of the 

liabilities and equity square, put together. This principle will remain true in every case, as long as 



we have recorded the transaction correctly in terms of the classification into the five elements of 

financial statements is concerned.  

  

Duality principle Also referred to as double entry, the duality principle posits that every transaction 

has a dual effect. For example, when you make a sale, there is also a buyer at the same time. 

Similarly, any debit entry will always attract a credit entry and vice versa.   

  

Here is an example;  

  

You decide to buy equipment worth $2,500, on credit, from a store in town called EquipSuccess.  

 

In your records, you will enter $2,500 on the debit side of your ledger because you will be 

recognizing an asset that your business has just acquired. On the other hand, you will have to 

recognize the debt of $2,500 as a result of the one and same transaction, the dual effect.  

  

Continuing with the quad model, this is how it appears now;  

  

Assets 

Cash or bank               $1,000 

Equipment                       $2,500  

 

 

Total                                $3,500  

 

Liabilities 

                                        $2,500  

Plus  

Equity  

Capital                           $1,000  

 Total                             $3,500  

 

 

A combination of the liabilities with equity is equal to the total of the two assets that this business 

has. The duality principle remains true and the accounting equation also remains in balance after 

every transaction.  

  

The General ledger  

 

In accounting speak, the general ledger (GL), is the collection of all the smaller subsidiary or 

subledgers into which you record the debit and credit transactions of a business. These subledgers 

are classified into the five elements referred to above.   

  

Some of them represent assets, others liabilities and so on. So when a transaction takes place, we 

must first determine which two of the five elements are affected and then decide how to record the 

same.   

  

The golden rule is that every debit entry must have a corresponding credit entry, again the duality 

principle must always be satisfied when recording any accounting transaction.  

  

An example will do, but now showing the ledger entries as they would appear in the books of the 

business. Let’s take the two transactions that we used as examples earlier.  

  



First, there was the example of the owner putting a $1,000 into the business and then the business 

buying $2,500 worth of equipment on credit.  

 

Assets 

Cash or bank               $1,000 

Equipment                          $2,500  

 

 

Total                                   $3,500  

 

Liabilities 

                                       $2,500  

Plus  

Equity  

Capital                           $1,000  

 Total                             $3,500  

  

 

Using the ledger or T-accounts as they are sometimes referred to;  

  

We will debit the asset accounts and then credit the capital and liability accounts, in our general 

ledger (GL) as we saw earlier. The left hand side of the ledger is the debit and the right, credit, 

respectively.  

  

Bank Account (an asset account in our GL)       

              1 000        

       
     

Equipment (an asset account in our GL)                

              2 500        

       
 

Capital (equity account in our GL)                

                        1 000 

       
 

EquipSuccess (a liability account in our GL)                

                       2 500 

       
 

Closing off ledger accounts Each subsidiary ledger account needs to be closed at the end of every 

period, usually monthly in order to establish the closing balance. This closing balance is then 

transferred (closed off) to the Trial Balance (TB) where all the balances are collected, debit 

balances to the debit and credit balances to the credit. I will not go into the process of closing off 

ledger accounts. Suffice to say that the closing balance is transferred to the TB.  

  

The Trial Balance (TB)  

  

As indicated in the paragraph above, the trial balance is a collection of the ending or closing 

balances from all the subledger accounts that a business has. The debit balances are posted to the 

debit of the TB while credit balances are posted to the credit of the TB.  

  



Now, if the debit entry of every transaction has had a corresponding and equal credit entry, you 

would expect that the two sides of the TB, debit and credit, will be equal. That is one of the main 

reasons for compiling the TB; to indicate to you, on face value at least, if you have posted all the 

debits and credits correctly.   

  

In the TB, all your assets and expenses will be on the debit side while all your liabilities and equity 

will be on the credit side. This satisfies the accounting equation too.  

  

Using the information from our earlier examples, the trial balance will look like shown below;    

  

Trial Balance 

 Bank            1 000  Capital            1 000  

Equipment          2 500  Liability           2 500  

Total           3 500  Total           3 500  

 

The trial balance serves as the source of information in order to compile the financial statements 

(balance sheet and the income statement).  

  

At this stage, and since we haven’t had any sale in the business in our example, the Balance sheet 

would simply show what we have on the date of reporting as follows;  

  

Company Name 

Statement of Financial Position as at 30th June 2018 

Assets    
Non-current 

assets   
Equipment           2 500  

Current assets   
Cash and cash equivalents          1 000  

Total assets           3 500  

    
Equity and liabilities  
Capital            1 000  

Non-current liability          2 500  

Current liabilities                 -    

Total assets           3 500  

  

Referring back to the quad model, you notice that all three of these elements of financial statements 

(assets, liabilities and equity) are taken from the top two squares of the model. The accounting 

equation is held true as you may have noticed; Assets (3,500) = Liabilities (2,500) + Equity (1,000). 


