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Small Business Accounting


Andy Lymer




Meet the author


This book is intended for the small business owner with no knowledge of – or detailed interest in – book-keeping and accountancy. The simple book-keeping system explained here is for real businesses that need a straightforward, understandable and reliable system for record-keeping. It can be used by the smallest of businesses, operating as part-time as well as full-time ventures, and by those who have no aptitude for figures. Provided you can more or less understand what a bank statement means, you can understand the record-keeping system outlined in this book.


The system does not assume that you know anything at all about business records and accounts, and the book uses practical examples of real businesses (a building business, a village shop and a taxi driver) to show, step by step, how to record typical business transactions. The system will ensure that you can produce a complete and correct set of books for your business.


This book was originally written by Mike Truman and J. Randall Stott and updated in recent editions by David Lloyd; I gratefully acknowledge the foundation work done by these prior authors on whose significant efforts I have tried to build further as part of the development and updating of this title for this edition.


I hope you enjoy the book and gain in business confidence as a direct result.


Andy Lymer, 2015
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Introduction
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In this chapter you will learn:


•  Who this book is aimed at


•  Why this book is different


•  How to use this book
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Who this book is aimed at


Many qualified accountants will recommend a similar system to the one discussed in this book when advising smaller business clients. Unfortunately however, accountants do not always have time to explain the method in great detail. This book fills that gap. The system is based around business bank statements, from which the figures are then analysed into various categories of income and expenditure. The method is what is referred to as single entry, with each business transaction being entered in the records only once.


The system requires nothing more than pencil and paper, although it does lend itself readily to being set up using a computerized spreadsheet program, eliminating much of the manual work involved in using a calculator to add up columns of figures. Some basic tips on how to set up a spreadsheet are included.


As well as providing a tried and tested method to handle real business book-keeping, this book also demonstrates, using worked examples, how to keep business financial paperwork. It even provides some guidance for completing your annual tax return.


The system will not be suitable for businesses that need to maintain records for large numbers of customers or suppliers who are trading on credit terms. However, the method has been used by many hundreds of thousands of businesses over the years and, by incorporating appropriate enhancements as they grew in size and complexity, many did not need to relinquish it until they became very much larger. Indeed, size isn’t the key issue in switching from this system – complexity is, as the more complex the business becomes, the more need there is for a full accounting system.


The system is ideal for the majority of smaller businesses that operate with just one bank account, but where more than one account exists, separate books can be run for each so this system will continue to apply. The system will cope with straightforward loan financing arrangements, although it does so in an unorthodox way in order to avoid getting too far into accounting jargon.


This book is intended primarily for sole traders, people who own and run their business personally. It is also suitable for use by husband-and-wife type partnerships, where there is no need to split monies taken out (‘drawings’) between the two partners. Such partnerships should treat all references to ‘the proprietor’ as references to the partners. The information on completing the annual tax return will apply equally to the partnership tax return, but more complex partnerships should take professional advice on the adaptations needed to this system for their purposes, as will anyone running their business as a limited company, as different accounting rules apply for companies. The book also provides guidance on how to choose an accountant.


If you already use a computerized accounting package, the method of entering accounting transactions will be different from the manual system set out here. However, the information about filing and cross-checking from invoices will still apply, as will the information about completing your annual tax return. If the computer package you already use is one that is based around the business bank account then you will find a number of similarities between the way it operates and this system, since both handle data in much the same way. The computer simply hides the method of analysis from view. Simple Cloud-based accounting systems do likewise if you opt for such a solution.


Using this book in conjunction with the manual supplied with an accounting package or an online guide may, therefore, help you work out how to enter more unusual accounting transactions.


Case studies


It is much easier to understand any system when you can see it in use. Books teaching a book-keeping system can sometimes use examples that are unconnected, and readers therefore see no picture of how the system builds up gradually. This is adequate if you are learning about accounting to pass exams but is not as helpful if you are learning because you need to do accounting for a real business. Additionally, examples are only from manufacturing businesses, whereas most small businesses in the UK are in the retail or service sectors.


So that you can see the system in operation three different case studies are used in this book. Ben Martin is a self-employed taxi driver, Grace Morris runs a village shop, and Hardip Singh is a builder. Background information for the case studies is given below.


Not all the case studies appear in each chapter. Sometimes one is used to illustrate particular problems or unusual transactions arising in that broad type of business, and which need to be recorded in a particular way. At other times one business is followed through several chapters so that you can become familiar with the transactions being recorded.


When you are reading through the book, please follow the examples fully. It may be tempting to skip over the detailed figures and go into the explanations, but the way to get the most out of the examples is to follow them line by line and to understand each one fully before moving on.


HARDIP SINGH – BUILDER


Hardip Singh is a builder. He occasionally works as a subcontractor for other builders, but normally works directly for clients, carrying out small building maintenance jobs. He has no permanent staff, but employs casual labourers from time to time. As their employer, he must account for income tax under the PAYE (‘Pay As You Earn’) system on their wages.


Mr Singh’s office is a table in his home, where he writes up his business records, and where his van and tools are kept overnight. His partner acts as a part-time secretary for him, taking messages and making telephone calls. He works on invoice, giving his customers a bill which they pay later. Sometimes he is paid immediately, either in cash or by cheque. He has a trade account with a local builders’ merchant where he buys most of his building materials, but he also goes to DIY stores where he pays for materials by cheque or by credit card.


GRACE MORRIS – SHOPKEEPER


Grace Morris runs a village shop, selling food, sweets and newspapers. The shop is rented, and she and her husband live in the flat upstairs. Mrs Morris’s customers pay her as they purchase goods, in cash or by debit or credit card. The exception is newspaper deliveries, for which people come into the shop and settle their bills once every two weeks or so.


Purchases are made partly from a large Cash and Carry store, where she uses a business credit card, and partly from wholesalers who invoice her. Newspapers and magazines come from a wholesale newsagent. She employs three teenagers to deliver the newspapers, and some part-time help in the shop.


BEN MARTIN – TAXI DRIVER


Ben Martin is a taxi driver. He works partly by picking up fares who hail him on the street, and partly by bookings made through another company, Cab-U-Like, which provides him with a two-way radio. He is almost always paid in cash by the customers he picks up from the street. However, when he takes a Cab-U-Like client he is not paid directly, but receives a bank transfer from Cab-U-Like in the first week of each month for the fares he carried during the previous month. Mr Martin’s major running expenses are usually paid by credit card or by cheque, and he pays in cash for minor expenses.


Why this book is different and how to use it


If you have looked at other books on accountancy and book-keeping before buying this one, you will know that they are generally full of accounting jargon. They refer to ledgers and journals and ‘double-entry’ accounting, and you sometimes feel you need a dictionary by your side to read them. Do you really need to know all of this to handle the finances of a small business? No, of course you don’t. Most of these books are not aimed primarily at owners of small businesses, they are written for students taking courses in book-keeping and accounts or set out a version of book-keeping better suited to much larger businesses.


That system, so-called double-entry accounting, has been around for more than five centuries, and can be used to produce accounts for anything from a small business to an international company. It automatically includes an internal cross-checking process to minimize the risk of errors remaining undetected. It can be very complicated to learn and, as the name suggests, involves writing up each transaction twice, once as a ‘debit’ entry and once as a ‘credit’ entry. However, for many smaller businesses there is often no need to run a double-entry system if you don’t want to.


The system described in this book enters accounting transactions using a single entry, and the series of case studies will guide you and also show you how to cope with some quite complex transactions.


At the end of your business year, you have a choice. If you choose to pay for an accountant to deal with your tax affairs, you can present him or her with a complete set of records, fully totalled and cross-referenced. This should certainly save you money, because you do not then have to pay for the accountant’s time in adding up columns of figures, or searching through piles of invoices trying to tie them up to the payments and receipts shown on the bank statement. If you decide to follow this approach, the really essential material is set out up to Chapter 19, although reading the remaining chapters will help you to understand what your accountant then does for you.


Alternatively you can deal with your own tax affairs. The records produced under the system here are designed so that they will produce the figures you will need to enter on your tax return, which has to be sent each year to HM Revenue & Customs. Chapters 20 to 22 explain, step by step, how to get from your end of year totals to the figures on your self-assessment tax return. It is not unrealistic for a small business owner to consider doing this without an accountant, as long as he or she proceeds carefully and methodically and recognizes when help is needed.


For many small businesses, it is not necessary to produce a ‘full’ set of accounts, which means drawing up a statement of your business assets and liabilities (a Statement of Financial Position, sometimes called a balance sheet) in addition to the statement that shows the profits or losses from the business (the Income Statement, sometimes called the profit and loss account). However, your bank manager may wish to see a Statement of Financial Position, and so Chapters 23 and 24 explain how you can use the system to produce one. If you want to get an overdraft facility from your bank you may also be asked to draw up a cash-flow forecast, showing how much cash you expect to receive and pay out of your business, and when. Chapter 25 explains how to do that.


Finally, how should you set a price for the goods or services that you offer? Research shows that owner-managed businesses do not normally fail because they overprice themselves, and that precisely the opposite may be true. There is, in fact, a much greater business risk in trying to compete only on price, and setting prices too low. This leads to the very common experience in small businesses of the owner being rushed off his or her feet with work, and yet still being in trouble with the bank because the finances are up against the overdraft limit. This is sometimes referred to as the ‘Busy Fool’ syndrome. One of the keys to successful pricing is to understand how your business costs work, and the basic techniques that accountants are taught about costing are outlined for you in Chapter 26.


The suggested way to use this book is first to read it through to Chapter 16, covering all the basic entries that every business needs to make in its book-keeping records. Then read Chapters 17 and 18 if these apply to your business, and Chapter 27 if you are thinking of using a computer. If you need information about cash-flow and pricing immediately (if you are preparing a business plan, for example) then read Chapters 25 and 26. The most useful time to read Chapters 19 to 24 may be a few months after you have started keeping records under this system, so that you already have a clear understanding of what is involved. You can then decide for yourself whether you need professional help with your end of year accounts and your personal tax return.
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Focus points








You can use this book if you are:


✽  a sole trader or small partnership


✽  with only one bank account


✽  without too many sales and purchases on credit.


Everyone should read up to and including Chapter 16. Read the other chapters if and when you need them. For example:


✽  Chapter 17: details about VAT


✽  Chapter 18: what to do if you need to pay wages


✽  Chapter 19: year-end summarizing


✽  Chapters 20–22: for help with your tax return


✽  Chapters 23–24: creating a Statement of Financial Position


✽  Chapter 25: creating a cash flow forecast


✽  Chapter 26: setting prices


✽  Chapter 27: using a computer to help with your accounting
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Your bank account
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In this chapter you will learn:


•  Why you need a business bank account


•  How to check your recording system


•  How to read your bank statements
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Why you need a business bank account


For a small part-time business where customers pay in cash, a separate bank account for the business might not be needed. However, many successful businesses use a second personal bank account to undertake their business transactions. In that case a modified version of the simple cashbook system, described in Chapter 3, can be used to record income and expenses. Once the number of business transactions rises above about a dozen or so each month (both purchases and sales combined) a more formal system for the recording and analysis of transactions is needed. By using a bank account solely for the business, separate from the owner’s personal bank account, it is much easier to check the accounting records against the business bank statement, since all transactions must appear both in the records and on the bank statement. This is one of the two key checks that ensure mistakes have not been made in writing up the accounting records. The other check is that this book-keeping method has an automatic cross-checking process built into it, as explained in Chapter 4.


Another good reason for using a separate business bank account is that it provides a degree of independent evidence for HM Revenue & Customs. Tax inspectors are wary of businesses conducted wholly or mainly in cash. The visibility of a cheque or debit card payment paid out through a bank account for an amount that matches a supplier’s invoice for goods purchased will be more convincing than the evidence of the invoice alone, and will help the tax inspector to gain confidence that business transactions have been recorded fully.









	
[image: image]



	

Remember this








Sole traders can legitimately use bank accounts in your own name – i.e. personal accounts – unless the bank’s rules expressly disallow this, but do use personal savings accounts for any spare business cash as you will almost always see better interest rates that way.
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It is therefore recommended that you open a separate bank account just for your business transactions. If you do decide to open a designated business account, the bank may give you free banking for the first year. After that period, charges can be as high as £1 for each cheque you write (although if you shop around you should be able to get this considerably lower), and a similar amount for each credit paid into the account. Automated electronic transactions such as direct debits and standing orders can be cheaper, or even free for some internet-based accounts; paying in cash over the counter may be even more expensive.


However, since many private bank accounts in the UK do not suffer bank charges at all, many people choose to use a second personal account to handle business transactions. Provided that the number of transactions is not high for a private account, banks may turn a blind eye even though it is likely to be in their rules that you shouldn’t do this (the desperate need for income post-banking crisis is producing a tightening of these rules, however, so watch out). A useful way to minimize the number of cheques written is to use a credit card during the month to settle as many expenses as possible, and then to make a single payment to the credit card company when the statement arrives. Keeping the number of cheques paid in to an account to a minimum is more difficult, and if you pay in a lot of cash on a regular basis you will almost certainly be asked to convert to a business account because of the higher costs to the bank of handling cash.


Apart from the number of transactions, there are two other reasons why you might need a designated business account. The first is if you trade under a name other than your own. Banks normally accept cheques made payable only to the named account holder for a personal account. The second reason is if your business needs an overdraft facility. Banks will invariably ask why borrowing facilities are required, and are unlikely to grant business overdraft facilities for a personal account.


Case studies


So, how do the businesses in the case studies organize their banking needs?


Grace Morris would not be able to pay a cheque made out to ‘Village Stores’ into her personal account. In any case she needs to be able to pay in quite a lot of cash and to accept card payments. She has therefore chosen a former building society that offers free business banking, as long as the account remains in credit, which includes facilities for paying in cash locally and which offers a card machine for a low fee. The account is in the name of ‘Grace Morris t/a Village Stores’. The abbreviation ‘t/a’ means ‘trading as’, allowing her to pay in cheques that are made out to either ‘G Morris’ or to ‘Village Stores’. This can save her a lot of hassle in getting cheques redone when people use the wrong name.


Hardip Singh trades under his own name, but needs an overdraft facility to allow him to pay suppliers for materials and labour that he can bill to the customer only once a building job is completed. He therefore needs a business account with a bank. He did not go to the bank that holds his personal account, however, but instead asked other local builders. He found that several of them used a bank that had a branch in the local high street and where the staff understood the financial issues that face all builders. He also knew that it can make sense to keep business and private banking arrangements completely separate. It is a good idea to ask people in the same business sector and the same area for their recommendations.


Like Mrs Morris, Ben Martin cannot use a personal account because of the amount of cash that he banks each day. However, if he worked mainly for Cab-U-Like clients, so that most of his bankings came in the form of a single monthly bank transfer from Cab-U-Like, he might have been able to utilize a private account. However, given the cash factor, Mr Martin also uses a business bank account at a high street bank. He chooses one he can access easily so he can regularly bank cash he receives.


If you decide to use a business bank account because your business has a trading name distinct from your own name, but you do not have many transactions passing through it and do not need an overdraft, business accounts are available that offer free in-credit banking provided you keep below a certain number of transactions each month. Some also pay interest on positive balances. It is worth investing a little research time on the internet or in contacting local banks to determine what deals are currently available as they are constantly changing.


Bank statements and how to read them


For the bank account being used for business transactions, ask the bank to send statements each month. For a business with many transactions it may be very helpful to receive statements each week.
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Remember this








Some banks now charge for paper accounts. If yours does, consider using the internet access instead to print out a ‘statement’ each month to check against your accounts. This will be free.
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Business bank accounts generally have separate cheque-books and paying-in books. These are available in various formats, each one suitable for a different type of business. Always try to use the bound paying-in book for making and recording bank deposits; if instead you use a loose paying-in slip at the bank you risk losing the counterfoil, which forms an important part of the record-keeping system.
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Remember this








Always complete the counterfoil when paying in. This is an important part of your accounting system. Also, always make sure the bank stamps this clearly so you have a receipt of your transaction in case of a query in the future.
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A bank statement for a business account is similar to that for a personal account, but you do need to understand what the various entries mean. Figure 2.1 shows a typical bank statement.


A  There are at least two key numbers on the statement. The first is the account number itself, which uniquely identifies the account within the bank. This is usually an eight-digit number (although at least one high street bank uses only seven for many of its accounts, somewhat confusingly!). The second is the so-called ‘sort code’, a six-digit number in the form xx – xx – xx, which uniquely identifies the bank branch that holds the account. The sort code may not always appear on the statement, but it will always be printed in the upper right-hand corner of each cheque. The account number will always be on the statement.
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