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A Word from the Author

			I am an entrepreneur/accountant/investor. I am an optimistic contrarian. I love breaking the status quo and trying new things. I rarely believe in rules, and I have a general disdain for authority. I am a libertarian thinker (not political in any way), and I love proving people wrong. So why did I write this book about accounting?

			First, I struggle with problems every day where the answer is not black and white. I constantly make judgment calls, and sometimes the best answer is not to solve the problem but to wait for the problem to solve itself. This is the life of an entrepreneur.

			Second, the only thing that makes my decisions easier is information. For the most part, the more information I have, the better decisions I make. The more I use the numbers, facts, and figures, the safer my business becomes.

			Interestingly, accounting and entrepreneurism seem to require opposing skill sets, and yet they are incredibly symbiotic. Accounting requires a linear, right-versus-wrong mind-set. The system of accounting the world uses today has not fundamentally changed in over five hundred years. For centuries, merchants and entrepreneurs have faced the same pressures and turned to accounting for guidance. 

			This is a book about accounting principles for entrepreneurs, and these principles are not complicated. I know from experience, however, that most small businesses today do not know enough about accounting, and they pay the price for not paying close attention to the numbers. In the pages ahead, you will see clearly why, when it comes to profitably running a business, the numbers are not the most important thing—they are the only thing.
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Introduction

			
The Only True Accounting 

			My current firm, TGG Accounting, is a byproduct of another pursuit that did not work out. Originally, my team and I were trying to found a boutique investment bank. The idea was that we were going to help small business owners negotiate sales of their companies. 

			Almost immediately, however, we ran into a problem. The firm’s first five clients all had very poor accounting. It did not take long to realize that the accounting would need to be cleaned up before a business sale would be possible. I began hiring accountants to work on our clients’ books. More and more businesses began coming to us to sell, and nearly all of them needed to clean up their books. About nine months into our endeavor, something startling happened. After we straightened out their books, the owners changed their minds about selling. They found that they were making more money than they realized. More importantly, they had peace of mind because they knew where they were financially and, equally important, they knew where they were going. Best of all, they had the confidence that business could be fun once they understood their financials and how to use them.

			The investment banking business model lasted less than a year. There was a much more immediate need to help business owners with their accounting and with the internal management of their finances. For the next few years, my team worked with no more than a dozen clients, figuring out all the systems and processes and best practices to put in place. These accounting and finance best practice solutions slowly became what we know today as “The TGG Way.”

			The methodology of the TGG Way is based on time-tested accounting principles that have not changed in five hundred years. The benefits of implementing the TGG Way are:

			
					peace of mind, 

					significant cost savings and higher profits,

					increased cash flow, and

					elevated business value for the owners.

			

			Unfortunately, many businesses fail because they run out of cash. In most cases, this end is avoidable (if they saw it coming). Still, many businesses run out of cash because they do not understand accrual-based accounting—the only true accounting—which in its purest sense comes down to recording transactions when they occur from a real economic standpoint. 

			Take the example of Susan. Susan wanted to start a T-shirt business to take advantage of quirky trends and the availability of printing on demand. She began by designing shirts. Her work was very good, and she found high demand for her shirt designs. Very quickly, Susan had to turn her attention to producing those shirts. She engaged an on-demand textile screen printer and negotiated the price.

			“Give us $50,000,” the T-shirt manufacturer said, “and we will get started on turning your designs into shirts.” 

			Susan took out a second mortgage on her home and she wrote the check. Did she lose any money at that point? If Susan had been using “cash-based” accounting, she would consider it a loss. 

			But, from the perspective of accrual-based accounting, that payment was not a loss. The truth of Susan’s situation was that $50,000 was being applied to the production of her inventory. Inventory is an asset, with real, tangible resale value. Susan’s payment to produce inventory is not an expense. She made an investment in her product. She was buying something that she was going to then sell to make more money.

			The problem for many small business owners is that they incorrectly consider the purchase of inventory an expense rather than an investment. When incorrectly accounting for inventory, three bad outcomes are typical:

			
					Decisions about how much inventory to buy are based on cash availability. Business owners may miss opportunities or lose out on good business deals.

					Business owners may believe they are making money when they are actually losing money. Without a clear understanding of the exact amount being made on each product, it is impossible to accurately price the product. 

					Business owners may be making profits but misunderstand the time it takes to collect cash. In this situation, a business may be profitable and yet go out of business due to a lack of cash.

			

			For Susan, to achieve a clear understanding of her pricing and achieve true profitability, the time the expense is recorded in the books must match the sale of those shirts.

			Thirty days after her submitting her designs for production, the T-shirts arrived from the manufacturer. They looked great. They were edgy and funny, exactly as Susan had envisioned. Susan was proud and confident. 

			Unfortunately, per Susan’s deal, she had to pay the manufacturer another $50,000 upon delivery of the shirts. This is a typical situation in the clothing industry. A standard deal with her manufacturer is half down and half upon delivery. 

			Susan was now out $100,000 in cash, but she had not sold a single shirt. She was still confident in her abilities, but at this point she was “all in.” She had taken all the money available from her home equity loan and had even taken $25,000 from her mother. 

			So the business question is this: Did Susan just lose another $50,000? Has she lost all her money (and her mother’s money)? No, she just made an additional investment in her business and paid for her inventory. 

			Susan’s business moved forward another thirty days. She needed to sell T-shirts, as she was running out of cash. She made cold calls and went door-to-door. She was effective and made deals with retailers who loved her designs and wanted to sell her shirts. They were impressed. The shirts looked awesome and the retailers were optimistic. 

			The retail locations needed the shirts in their stores, and Susan immediately sent her shirts to their various locations, in a typical deal, for sale on “consignment.” Under these terms, Susan still owned the T-shirts. Even though the T-shirts were physically located at the retail locations, the shirts were still technically Susan’s, and the risky part of this situation is that, if the T-shirts did not sell, they could be sent back to Susan without pay. This is a scary situation for any clothing business, but it is typical. Susan was nervous but still confident.

			At this point, Susan no longer had the physical T-shirts in her possession. Her “asset,” the T-shirt inventory, was sitting in retail shops around the country; but had she earned any revenue yet? Had she sold any shirts? No, Susan could not recognize any revenue until the stores sold her T-shirts. Additionally, she still had the inventory asset (the T-shirts) and would own those T-shirts until they were sold.

			Finally, even after the T-shirts were sold, Susan would not get the cash from the retailer for at least forty-five days.

			As you can see, Susan had put out $100,000 but would probably not get any cash back from that $100,000 for 90–120 days. This is an unfortunate situation, but it is standard operating procedure for many businesses, and without proper planning this situation may lead to running out of cash and being out of business.

			Another problem Susan faced was whether she was making any money. If she were looking at her situation on a cash basis, she would think she had lost a ton of money while producing the shirts and that she would begin making a ton of money a few months after the shirts sold. Granted, it was easy in the beginning stages of the business to see that she was waiting for her initial order to sell, but what if she had multiple orders and multiple designs all selling and being produced at the same time? That would be much too complicated to keep in her head.

			Finally, using cash-basis accounting, Susan wouldn’t know whether she was selling her T-shirts for the right price or even making a profit on each shirt. To understand her position accurately, Susan looked at it from the perspective of accrual-based accounting—she matched up the revenue from selling the T-shirt with the expenses of making the T-shirt. Knowing those figures, she easily determined her appropriate pricing, eventually negotiated better deals with suppliers and retailers, and, most importantly, had the peace of mind that comes from knowing where her cash was going, what cash would be needed, and exactly how much money she was making. 

			Guessing leads to mistakes, and mistakes in business lead to losing cash, not realizing profits, and ultimately not hitting goals. Being a great designer helped Susan sell T-shirts. Accurate, accrual-based accounting helped her make money, and ultimately, five years later, she sold her T-shirt business for $15 million.

			A Focus on Small Business

			The principles in this book apply to any business, although I choose to work with smaller ones. My clients range from start-ups to firms bringing in about $75 million in revenue.

			Most of those businesses have a game plan. They know what they want to accomplish as a business, but their accounting is often not on par with their plans. Only one in twenty small companies produce accurate financial statements.

			Business owners tend to have an unfailing optimism. They would like to believe that the statistics do not apply to them. They are counting on succeeding. But, in certain industries, the failure rate is as high as 78 percent. On average, after four years, 55 percent of start-ups are out of business. So, statistically speaking, most businesses fail.1

			If you are a small business owner, the odds are against you, and it is optimism that will get you through—but it cannot be blind optimism. If you think the rules do not apply to you, then you are wrong. If you are doing what everyone else does, you will endure the consequences like everyone else. On a national basis, per the Brookings Institute, the business failure rate is 10 percent a year.2 Every year, one in ten businesses fail. 

			Accounting, done properly, is a powerful tool for making a lot of money. It is far more than something that must be done to file taxes each year. By understanding utilization, proper accounting of inventory, the sales cycle, and the leverage you can get from a bank loan, you can magnify your business’s net income and value.

			In this book, we will delve into the mechanics and mathematics behind these principles. We will look at the formulas that govern them. This is not some kind of complex calculus; it is basic math. There is a simple beauty in the numbers, and that’s what accounting is all about. 

			Clear, sensible accounting gives you a map by which you can see where you are going. Many small businesses use a misleading map, which is worse than no map at all. You need the right kind of accounting to direct you on the proper path with unfailing precision. As a business owner, you need to understand these fundamentals. 

			But accounting is boring! I get this all the time, and I must agree: Sometimes accounting is a little dry. However, it can be very exciting when you realize what it can do for you. If you understand the principles of accounting and follow them, you will certainly find accounting profitable. My clients always say it’s a lot more fun when they see how much more money they can make. Who wouldn’t get excited about doubling profits? Pay attention to the numbers and you can make it happen. Ignore them and you will be courting disaster.
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Chapter 1

			
Why Own a Business?

			As a business owner, I believe in a “hierarchy of needs” much like Maslow’s that every business must satisfy. Here they are, in order of importance: 

			
					
Don’t fail. Base your operations on sound accounting metrics and accountability so that your business will not fail. 

					
Become profitable. Build the ideal business model and execute to a comfortable level of profitability.

					
Increase stability. The next recession is coming. Only those businesses with enough financial stability will survive.

					
Achieve your goals. Clearly outline the direction you want to go in your life. How will that vision be embodied in your business, and how will your business support you in achieving your goals?

					
Thrive, develop others, and give back. What can you do to make a greater impact than you ever dreamed? How can you use the numbers to enable others to achieve their dreams (employees, partners, shareholders, vendors, etc.)? 

			

			All businesses need a purpose and a vision that is larger than an individual. But at the core, a business must also serve the personal goals and needs of the owner. It is a prudent and patient business owner who puts their business first and themselves last. It is a foolish business owner who puts the business first and their life last. The difference between putting yourself last and your life first is the difference between the tortoise and the hare. Back in the 1960s Goldman Sachs had a business mantra that ended up creating one of the most powerful financial institutions in the world. Their philosophy was “long-term greedy.” I love that concept because it embodies a winning mentality. Another way to view this concept is in the Bible (Ecclesiastes): “The race is not for the swift but for those who can endure.”

			Here is what it means in small business. The winners are the ones who focus on the long-term vision and goals of the business, excluding short-term personal desires. Having the discipline to forego the new car, lake house, airplane, and other immediate gratification impulses in favor of the long-term vision and success of the business is the epitome of winning. Too often, the enemy of long-term business success is impulse spending and short-term lifestyle enhancement. 

			However, putting your life goals and dreams first helps guide all business decisions. Most of a business owner’s net worth is trapped in his or her business. The only way to unlock that value is to sell the business. Without conservative and disciplined short-term management of personal spending, a business owner can quickly ruin the value of the overall business. For this reason, it is important to never lose sight of long-term, important life goals but equally mandatory to ignore the short-term pull of wanton desire for immediate gratification. 

			An entrepreneur’s personal goals and needs must be reflected in and supported by the financial statements. It is important to track both business and personal goals to make sure that businesses (in the long run) are fulfilling them. Both personal and business goals are a priority when setting up an accounting system.

			I recently worked with a couple who own climbing gyms for children around the country. Were they building this business for their retirement, I asked, or was this a pursuit that they purely enjoyed? Did they want to develop new stores, or were they looking to sell the business? 

			The couple told me that, frankly, it was high time they started enjoying life more—and maybe got out to do some climbing themselves. They wanted to build the business to the point where they could take a lot more time off for their own pursuits.

			These are basic questions for every business owner: How would you like to set the business up? What is it that you want to do? How will that impact your life in a positive way? From there, you can start to build a business plan and an accounting system that will support it.

			The plan to meet a business’s hierarchy of needs starts with the personal needs of the owner, then builds in the business goals, and finally wraps it all up with the business’s financial architecture. A business that is going to be sold in the next twenty-four months would be structured very differently than one based on low risk and intended to last for a lifetime. 

			Knowing Where You’re Going

			A lot of people, when they talk to financial planners or retirement planners, are surprised to find themselves chatting about goals and dreams. They expected to be talking about investments and where the market was heading, not where their life was heading. Likewise, people sometimes are surprised to hear, “So, where are you going with your business?” 

			The only way advisors can help people is by knowing their goals. We all want similar things, but each of us is unique. Some of us may want to retire in Fiji, while others love our work so much that we expect to keep doing it until we die. Neither is right or wrong, but we must make sure we have accounting and financial systems that support our goals. The numbers are critical, but they serve us; we do not serve them.

			The magic is in how business owners adapt fundamental principles to their personal situations. It becomes much easier if they get the fundamentals right. Think of it this way: You do not have to train for a marathon. But if you do train every day, follow a strict diet and exercise regimen, sleep, and do what we all know is right for personal health, then running that marathon is going to be a lot easier. Most business owners jump into their business as if they will be running a marathon the next day. They ought to get themselves fit first. 

			If the numbers are wrong, if the fundamentals are awry, how will you reach your goals? The paradox is this: The numbers are the only things that matter because they support your goals, which are the only things that really matter. If you have bad information, you will make bad decisions, and you will not achieve those goals.

			To make good decisions, you need to ask the big questions about your business: Why am I doing this? What is it all about? What do I want to accomplish? How do I want to be remembered? 

			People find many routes to get what they want out of life. As an entrepreneur, I believe in human potential. If people put their minds to a task and work at it, they will prosper. But I also know that proper accounting is a powerful tool for making the most of that human potential.

			I believe in the pursuit of purpose. You can’t do things just for the money, but you can’t do things without money, either. A sense of purpose motivates you to get the details right so that you make the money needed to fulfill your purpose. That is the paradox and challenge. 

			Accounting is a support mechanism for goals and dreams. It is a tool that allows you to reach your dreams and know when you are hitting them. It allows you to measure your progress on the way to success. Most importantly, it provides peace of mind that you know where you are today and where you are going.

			A Mission to Promote Success

			Small business is the engine that drives this country. Most people work for small businesses, and millions lose their jobs as 10 percent of those businesses fail each year—and the loss of each job affects several other jobs. The toll that small business failure takes on this country and on families is enormous. Many business owners have a significant amount of their personal net worth tied up in the business.3 They may have taken out a second mortgage, incurred loans from banks, not taken paychecks so their employees could get paid, and/or enlisted the support of families and friends.

			Some people blame their industry, overregulation and high taxation, the market, the economy, poor salespeople, bad bankers, and other outside forces for the rate of small business failure. I choose not to take a position on those issues. It is clear from the data that small businesses have failed at roughly the same rate for the past thirty years. The truth in the numbers is that small businesses fail because they do not see the failure coming. My mission is to help small businesses, one by one, to survive. Someone in your industry is successful, and that can and should be you.

			I know how to start and run small businesses. I have done this for many years. I know what it takes to make a payroll. I know what it feels like to go without salary for a year so that you can sustain a business that you believe in. I understand the challenges and the stress. 
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