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      Dear Reader,

      A few years ago, a new client walked into my office with a bulging paper bag and a handful of cash. The bag held hundreds of receipts, some illegible or wadded up, and pages upon pages of different-colored check stubs. The cash was to pay his taxes.

      This guy had absolutely no idea what kind of financial shape his company financial shape his no idea what kind of had money in This guy had absolutely he he figured he owed some taxes since was in, but his cash box. After spending weeks sorting through his paperwork (and that's a generous term), I told him the company was operating at a huge loss, but he could turn things around with a lot of attention and some basic accounting. The next tax sea son, he came to me with printouts in folders instead of torn receipts in a crumpled brown bag — and a profitable bottom line.

      That's what this book is about: helping small-business owners succeed. to know to set your company on the you need to Inside, minimizingI show you what math!). From maximizing cash path to profits (yes, there will be toward lasting prosperity.

      Good luck,
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      Top Ten Accounting Mistakes

      
        	Not knowing your true cash balance: Due to things like automatic payments and bank charges, money that appears in your cash drawer and your checking account may already be spent.

        	Extending credit without checking credit: Until you collect some basic credit information about a customer, don't make on-account sales. A sale isn't much good if your company never gets paid.

        	Mistaking profits for cash: When you have a lot of credit sales, your company can post big profits without seeing any cash.

        	Paying bills too soon: If your vendors give you thirty days to pay them, take it. Unless you get a discount for paying early, paying your bills only when they're due improves your company's cash flow.

        	Avoiding bookkeeping tasks: Not recording and posting transactions regularly leaves you with a mountain of bookkeeping to deal with instead of a molehill. Plus, the time lag can act like a vacuum, where transactions disappear and never are recorded.

        	Not hiring a payroll service: The minor cost of hiring out this task provides a huge benefit for your company. It can free up your time and help avoid the financial penalties that go along with late and incorrect filings.

        	Paying accidental dividends: Every time a corporation owner takes money out of his business, it counts as a dividend. That can lead to a bigger personal income-tax bill.

        	Not keeping personal finances separate from business: Mixing up business and personal money can cause bookkeeping and legal problems.

        	Setting prices too low: Know your costs before you set product or service prices, or you run the risk of losing money on every sale. A simple break-even analysis can help you set prices at a profitable level.

        	Turning over all the financial stuff to someone else: Without an intimate knowledge of your company's finances, you can't make successful decisions. Even if you don't want to deal with the daily bookkeeping tasks, look at your financial statements every month to help you plan for profits and prevent potential problems.

      

    

  
    
       

      
      Introduction

      [image: illustration]The business world is full of endless opportunity to make it big, or crash and burn. Small businesses crop up every day, but very few of them last to see a second anniversary, even when their basic idea was a good one. In this world, the difference between success and failure is in knowing how to work the numbers. Those who learn to unlock the secrets of financial statements win; those who muddle through and leave the numbers solely to the “numbers guys” often lose their shirts.

      From the outside, accounting seems daunting, overwhelming, and complicated. Some of it is, and that's the part you can leave to the professionals. For the rest, for the everyday stuff, all you really need to know are the basics — but you do need to know them. Especially in a company's earliest days, seemingly small financial decisions can present huge consequences. Making these decisions without an intimate understanding of your company's financial picture and the potential impact of each decision is like a crapshoot; they could work out, or they could kill your business with a single shot. Backed by insight and information, though, every decision can lead to prosperity.

      When you get a firm grasp on the basic principles of accounting, you'll be able to monitor and control your company's financial position. Every business faces obstacles and suffers financial setbacks. Keeping your company afloat is hard; turning a steady profit is even harder. When you understand how to use accounting information to your advantage, you'll be more able to lead your company quickly back to a more profitable track.

      That's how this book can help you. When you have a working knowledge of accounting, from daily transactions to formal financial statements, every crisis can be reduced to numbers — numbers you will know how to manage well. In addition to knowing the basics of bookkeeping, you'll be able to minimize taxable income without sinking your profits, maximize cash flow without skipping payments to creditors, and use your business to help you build personal wealth. After all, that's one of the main reasons you started your company.

      The bottom line: You won't be able to proactively affect your company's bottom line without understanding all the numbers that go into it. You undoubtedly plan to stay in business, to grow your business, and to make some serious money. The information in this book can help you achieve those goals.

    

  
    
       

      
      Accounting Is More Than Numbers

      When you think of accounting, you may picture pages upon pages of columns picture pages upon pages of columns of numbers. That image doesn't usually generate too much excitement. When you have your own business, though, those numbers come to mean the world to you. Then they aren't just random dollar amounts or boring statistics; they're your sales figures, your costs, and your profits. Once you know how to work with those numbers, and how to read the those numbers, and how to read the story they tell, you will be able to steer your business toward greater success.

      
Tracking and Measuring Success

      When you first dreamed of starting your own business, you may have thought about happy customers, the luxury of being your own boss, or building a nice chunk of wealth for your family. All those things are possible, once your business starts to take off. Getting it to that point, though, means doing something that gives many people queasy stomachs: working with a lot of numbers.

      Underneath every business success story — from the tiniest home-based business to the largest Fortune 500 corporation — are numbers and reports and some math. Behind many business failures is a failure to work with and understand these numbers. With a working knowledge of the basics, you can avoid that fate and watch your dreams come true.

      You probably already do some basic accounting in your personal life:writing checks, paying bills, balancing your checkbook. Business accounting is not much different. In fact, it really just builds on those everyday activities and takes them a few steps further. Accounting gives you a way to figure out what those numbers mean in terms of your business, and it shows you how they work together to measure your company's financial health. It lets you track all the important numbers, such as sales and expenses. It helps you truly measure how well your business is doing, which may be quite different than how things appear on the surface.

      
Accounting Versus Bookkeeping

      Accounting and bookkeeping are related in the same way as recipes and ingredients. Ingredients are the raw materials you need to create a meal; bookkeeping provides the raw materials you need to develop useful financial reports. A recipe takes that pile of ingredients and tells you how to transform it into that tasty meal; accounting helps you create reports that can help you make your business successful.

      In theory, there's a wide gap between bookkeepers and accountants, but in reality the lines are often blurry. By definition, a bookkeeper compiles and records information. An accountant analyzes that information, and then presents it in a more useful format (such as specialized reports), explains what all the numbers mean, and makes future recommendations. As more tasks are performed by computer programs, specific tasks become intertwined and harder to separate.
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        You cannot have accounting without bookkeeping; bookkeeping is a crucial part of the whole process. You can, however, have bookkeeping without accounting. Just as you can eat carrots without making soup, you can do bookkeeping without performing any full-blown accounting tasks.

      

      The Ins and Outs of Bookkeeping

      Bookkeeping is really just what it sounds like: keeping the books. That includes every facet of recordkeeping, from writing a check to recording it to marking it off when it has been cashed to making sure it was cashed for the right amount. In fact, every time money is involved — even if it has not yet changed hands — there is something to record. Sometimes you have something to record even when there is no money involved, such as when two companies barter services instead of paying each other.

      Bookkeeping is by far the most labor-intensive and time-consuming part of accounting. It is also one of the most important parts, because without it there would be no way to keep track of your business finances, let alone see how well your company is really doing. Many new or small-business owners let bookkeeping slide (at least initially), maybe because it does take so much of their very precious time, or maybe because they just don't like working with numbers. Then, at the end of the year, they take huge sacks of paper over to the tax preparer and wait for him to tell them how the business is doing. The answer often is “not good,” and by then it can be too late to do anything about it.

      Keeping your books thorough and current will help you avoid that scene, and it may also save you a lot of money at the end of the year. Yes, it takes time, and you probably do not have tons of time to spare. You can get around that by using some simple business bookkeeping software, or by hiring a part-time bookkeeper. At least in the very beginning, though, it's good to do some of it on your own, so you can get a good feel for how your business finances work and develop a better understanding of how everything fits together financially.

      By starting with the small, clear steps of bookkeeping, you will be able to make the giant leaps of financial analysis and forecasting more easily. It's like starting out in the mailroom and working your way up to the president's office: you learn the ins and outs of everything along the way, giving you a better ability to understand virtually every facet of the company.

      Accounting Ties It All Together

      Accounting covers a lot of ground, from the framework supporting all the bookkeeping tasks to the final analysis of what all the numbers mean and what to do next. This science sets the rules for figuring out which events will be recorded by the bookkeepers, dictates exactly how and when that information will be set down, and most important, communicates all of this in a useful way to the people who need to know it.

      That communication is both simple and complex. It includes standard reports, called financial statements, that everyone from business owners to bank managers can read. Accounting also provides the tools for analyzing those numbers — not just how they all add up, but what they mean and how they can be used to make a difference going forward.

      
Who Uses Accounting Information?

      Accounting information is used by virtually everyone, in every job, at home and at work. Every time you get a bank statement or a credit card bill, it's accounting information. Every time you look at your homeowners' association annual budget, it's accounting. Every time you verify the charges on your dinner check, and add on a tip, it's accounting. When you do your taxes or fill out college loan applications, you are supplying accounting information. That's the everyday-life version. The business version is equally pervasive.

      Most people use accounting information in their jobs every day. Whether you are ordering supplies, taking customer orders, buying stamps, or preparing the payroll, you are dealing with accounting information. All of these seemingly small pieces of accounting data add up to one big picture of how a company (or a household) is doing.

      On the inside of a business, the people most likely to use that big-picture information are the owners, chief financial officers, and the accounting department. When it comes to outside users, the list is much bigger, especially for small-business owners. This varied group includes:

      
        	Bank loan officers

        	Tax authorities (federal, state, and local)

        	Anyone who might offer credit (such as a supplier)

        	Potential and existing investors

      

      These different users all have different reasons for wanting to see the numbers. A bank loan officer wants to see that you have enough cash, not too much debt, and sustainable income. A tax authority wants to make sure that you have not miscalculated your taxable income or your income tax bill. Creditors look for a lot of the same things that bankers want to see, especially the cash-related figures. Investors tend to look for two separate things: current income that could be paid out in dividends, and the capacity for long-term growth that will cause their investment value to grow as well.

      
Different Versions for Different Reasons

      In addition to you, there may be a lot of people who want to see how your business is doing. This includes your own employees, who may need to track particular numbers to get their jobs done; your accountant, who needs the numbers in order to prepare your tax returns; and the IRS, which needs the numbers so it can collect whatever taxes you or your company may owe. These people don't all need the same information, though, and may not need it in the same form.

      When you're looking over the financial results for your company, you'll probably want to see a lot more detail than you would be willing to show outsiders. For example, while you would report your total sales on your tax return, you wouldn't really want to send in a breakdown of which customers bought what. That information doesn't help the IRS determine whether you figured out the right tax payment. It can, however, help you figure out things such as whether your company is relying too heavily on sales to a single customer.

      Give Them What They Want

      You've got a bunch of people asking you for financial statements, but they all want something different. What do you do? First, look at who's doing the asking. If it's a tax authority, you have to give him the numbers in the format requested; the same goes for your loan officer. These guys may look at hundreds of financial statements every week, and they need them to be consistent.

      For people on the inside, or consultants that you've hired, you can prepare special versions or just make do with what you already have. With most accounting software packages, though, it's pretty easy to pick and choose what information you want on each report. For example, you can run a report with just the current numbers, or run it to include both this period and last period for comparison purposes.
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        A good rule to remember if you fill out your own tax forms is this: Don't report more than the forms ask for. Fill in all the requested numbers, and stop. Don't explain, and don't add details. When you provide extra information, you could be flagging your return for audit. Audits are not necessarily bad — they could decide you did everything correctly — but they are generally not pleasant.

      

      When the Numbers Are Different

      You've probably heard the phrase “two sets of books,” usually involving an agent and an arrest warrant. The truth is, though, that some companies keep one set of books for tax purposes, and another for everyday accounting. While there may not be two separate physical ledgers, some accounts have two sets of balances and different transaction streams.

      Why bother with that? For tax purposes, you have to follow IRS requirements, even when they don't make perfect sense for your business. Even some flexible areas, such as certain expense calculations, may work differently for book purposes (meaning your internal books) and tax purposes (meaning what you put on your tax return). The biggest reason for having different numbers here is taxes: When it comes to income taxes, you want to show the lowest possible income because that means the lowest possible tax bill. For your own purposes, though, you may want to use the most realistic numbers, even if those would have left you with a bigger tax burden. It's fine to do that, as long as you let anyone who needs to know (such as your loan officer, who will see both versions) that you've done it.

      For small businesses, it's just plain simpler to track one set of numbers. Since you have to do certain things for the IRS, it's easiest to use those figures for your own books. If you decide you'd like to see how things would have worked out if you had used a second set of numbers (a different inventory number, for example), you can always figure that out on the side.

      
Who's Who in Accounting

      The world of accounting is populated with lots of players. There are the people who put the numbers together, the people who analyze and report on those numbers, and the people for whom those reports are compiled. Having a handle on who does what can help you get a handle on your role, as well as who may best be able to help you when you decide you want assistance.

      In the business of accounting, there are three basic flavors: public, private, and government. Public accounting professionals sell their services to (as you might guess from the name) the general public. Private accounting is also called in-house, and covers the accounting staff of one company. Government accounting professionals (again, no surprise here) work for the government — from the tiniest county seat to the U.S. Government Accountability Office (GAO).

      There also are different types of accounting professionals, such as bookkeepers and accountants and tax preparers and auditors. Some specialize in one distinct area, such as bookkeeping or income tax returns, and others perform a wide variety of services.

      Certified public accountants (CPAs) provide the highest level of services to the public, due in part to their additional education, experience, and testing requirements. CPAs jump through a lot of hoops to earn and maintain state certification, including stringent continuing education requirements that ensure they will always know the most current information and issues.

      
How Accountants Can Help You

      When you are just starting out in business, having a professional accountant on your team can make your life as an entrepreneur a lot simpler. Without a background in business accounting or finance, it's easy to get the numbers wrong, or sometimes even overlook certain numbers altogether. Also, when it comes to setting up an accounting system, getting it right from the start is a must, even if you use the most basic do-it-yourself software package. Trying to change it after the fact is pretty tough, if not impossible.

      Once your business is up and running, you'll find many more reasons to have an accountant. From creating more useful reports to going over the numbers with you to helping you make plans for next month or next year, having her available to walk you through the finances frees up your time so you can focus on the business of running your business.

      Then comes tax time. Whether it's sales tax, payroll taxes, or income taxes, having an experienced professional deal with the paperwork will remove a huge headache-producer from your life. Plus, on top of your time savings, you could end up saving money. Tax mistakes can be pretty costly, in part because late filings are subject to fees and fines. Also, professional income tax preparers really know their way around deductions, which can reduce your company's income tax bill from a shade tree to a sapling.

      When You're Just Starting Out

      Hundreds of new businesses crop up every day in the United States, and every year thousands of them fold. A lot of the time, those failures could have been prevented easily with better financial planning and management, two areas where an accountant can help. In fact, if you hook up with an accountant during the planning stage, he will be able to point out potential pitfalls before they show up, and help you figure out ways to prevent or deal with them.
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        While you may be comfortable with the CPA who's been doing your personal taxes, he may not be the best person to deal with your business taxes. The two types are very different, and someone well-versed in personal returns may not have a lot of experience in small-business returns. That can lead to an unnecessarily high tax bill on your business income. It's very important to make sure that whoever takes care of your business taxes knows the ins and outs of a business return.

      

      If you've started working on a business plan (something no new business should be without), you know there are pages upon pages of numbers involved. When it's your first business plan for your first business, coming up with those numbers is a daunting task. First, you have to figure out how much it will cost to get your company off the ground and where that money is coming from; without enough startup cash, your business may not even make it past the planning stage. Then you have to estimate what your sales and expenses (among other things) will be over the next couple of years. Experienced accountants won't even blink when you ask them to help you come up with these numbers; it's their job.

      These are some other things that accountants can do for startup businesses:

      
        	Help you choose the best business structure (like corporation or limited liability company [LLC])

        	Introduce you to bankers

        	Set up your accounting system

        	Teach you how to use your accounting system

        	Show you different ways to keep initial costs down

        	Help you get all the necessary tax ID numbers

      

      Once Your Company Is Up and Running

      After your company has been around for a few months, you will have a better feel for the way your business flows. You'll also know by then which things you like to do yourself, which things you feel you have to do yourself, and which things you cannot wait to pass off to somebody else. A lot of the time, what falls into that last category are routine bookkeeping and paperwork tasks.

      Once you know how to do tasks, and what the results of your work should look like, you may be ready to stop doing them yourself. That's the time to consider bringing in a bookkeeper, whether you have enough volume to put her on your regular payroll or just enough to bring in an independent bookkeeper once a month. That person could handle all the detailed data entry, freeing up your time for other projects. You'd still have the ultimate responsibility for reviewing and understanding the final numbers, but without the time-consuming process of having to come up with them.

      Payroll is another labor-intensive job that many small-business owners farm out. Many bookkeepers and accounting firms offer this service, and there are also dozens of dedicated payroll service providers. Most companies offering payroll preparation services can do everything from writing paychecks to filing all the necessary payroll tax returns. All you have to do is provide signatures and money, and record the grand totals in your books (or have your bookkeeper do it).

      Speaking of taxes, having a business opens up the gate for a lot of different tax returns. In addition to payroll taxes, there are income taxes (both for your company and for you) and sales taxes. Some businesses (such as gas stations) are subject to specialized taxes, and have to file extra returns. Accounting professionals can help you figure out which returns are required for your business, prepare them for you, and provide you with detailed filing instructions so you don't miss any deadlines.

      Looking Toward the Future

      An experienced accountant can provide invaluable help as your business grows. She can help you build on any success you have achieved so far; help you turn around a business that's struggling now but has a lot of potential for success; and help you figure out the best ways to grow your company and what you need to have in place before that expansion begins. The latter includes obtaining adequate financing, which is crucial to success. Your accountant can help you figure out how much cash you really need to get things going, as well as the best source of funds.

      
Pick the Right Accounting Professional

      Once you decide you want some help, your next step is to figure out what level of help you're looking for. Doing that will point you toward the right kind of professional. You may use a mix of professionals — for example, a bookkeeper may handle the day-to-day data entry, and a tax professional may help you at year-end; you may do all of the basic bookkeeping in-house but hire out the payroll processing.

      Many new and small businesses forge close relationships with their accountants. The most important elements of this relationship are confidence and trust: you must feel confident that you are getting sound advice and that you can trust your accountant with a lot of confidential information.

      The Money Factor

      As you would expect, higher-level services such as tax planning cost more than lower-level services such as bookkeeping data entry. Higher-level professionals may offer lower-level services, but there's a pretty good chance that they will charge more than the going rate, even if they do charge less than their standard rate. If you need soup-to-nuts help, consider a full-service firm with different levels of employees for which the firm bills different rates. That way you can get bookkeeping rates from your CPA firm for that level of service, even though you pay higher fees for the higher-end services.

      Straight bookkeeping generally costs between $30 and $60 per hour; on a monthly contract basis, you could expect to pay between $250 and $600 per month. Payroll services (which you should absolutely consider using) typically charge their fees based on the number of employees you have and how much of the process you expect them to perform. An average small business with four employees that has its payroll firm do everything from preparing the checks to making the tax deposits to filing all the year-end paperwork could expect to pay somewhere around $500 per month (plus the cost of actual payroll and taxes).

      CPAs and accountants charge relatively high hourly fees, and some may have graduated fee structures based on specific tasks. Reporting and similar tasks are likely to fall at the lower end of that scale, but exactly where they fall could also depend on the complexity of both your business and the volume of reporting requirements. Bankruptcy services, business advice and planning, tax advice and planning, and other consulting services all fall at the high end of the scale. There can be a lot of variety here, but expect the numbers to start at about $150 to $250 per hour, ranging to $750 to $1,000 for a business tax return. On the plus side, every dime you spend here is fully deductible on your company's income tax return.
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        In most cases, CPAs charge more for their services than do any other professionals in the accounting industry. As more letters attach to their names, such as CIA (certified investment adviser), the fees climb even higher. In exchange for those higher fees, though, you will benefit from their extensive experience and unique insights.

      

      Your Comfort Factor

      Choosing an accountant involves more than opening a phone book and calling around for prices. This person may become intimately involved in your business. You want to choose someone that you can trust, both to lead you and your company in the right direction and to honor the confidentiality of sensitive and sometimes personal financial information.

      Equally as important as all that, though, is looking for someone you genuinely like. You should feel secure asking questions about anything that could affect your company. You should feel free to also bring up questions about your personal financial business, especially because it will be intertwined with that of the company. Your accountant should be someone with whom you'd enjoy sharing a meal or catching a ball game. At the same time, you must feel confident enough in her advice to follow it — and when you disagree with that advice, you also should feel comfortable saying so.

    

  
    
 

The Basic Accounts

Your business is unique, but it still has a lot in common with other businesses a lot in common with other businesses when it comes to accounting. Every business deals with the same account types, and most deal with a core set of similar accounts. Overall, except for some specialized accounts here and there, your company's basic accounts will look a lot like the ones described in this chapter.


Accounting Starts with Accounts

As you might expect, an accounting system is made up of accounts. Here accounts really serve as a way to group information, much like a filing system. For example, everything that happens with cash gets run through a cash account, and those ten receipts for stamps will all show up in the account for postage expense.

Although there are some basic rules to follow when it comes to accounts (as you'll see later in this chapter), any grouping that would be meaningful to you can become an account. There are some standard accounts, and some standard account names, that you will find in almost every bookkeeping system. There are also plenty of specialized accounts, unique to particular businesses, that will not really apply anywhere else. For example, a florist would not need a “ketchup and mustard” account, and a hot-dog vendor would not need a “glass vases” account.

Permanent Versus Temporary

Every account falls under one of two main categories: permanent or temporary. Permanent accounts include assets, liabilities, and equity accounts, and they stay in place from year to year, accumulating information the whole time. Temporary accounts include revenues, costs, and expenses, and they carry the information of only a single accounting period (however long that may be).



[image: illustration]


In the world of accounting, net activity has nothing to do with fishing or tennis, and everything to do with math. When you net accounts together, you combine their balances (positive and negative) to come up with how much they're worth as one lump. So if account A showed $10 and account B showed -$5, their net activity would be $5.



At the end of every accounting period, the temporary accounts get rolled up into permanent accounts. Then they are zeroed out to start the new period with a clean slate. What's the point of this? Permanent account balances are measured at a particular time; for instance, the cash balance on March 3, 2007. Temporary accounts are measured for a period of time, such as racking up $10,000 in sales during February 2007. Those temporary accounts need to be reset so you can begin tracking them again, but their overall net activity needs to be permanently added to the records by way of the permanent accounts.

Account Numbers

There is no part of accounting that doesn't involve numbers, and the accounts themselves are no different. In addition to a descriptive name, you will assign an account number to each. This cannot be done haphazardly, or it will wreak havoc on your records. Believe it or not, accounting is supposed to simplify how you deal with your business finances; doing everything according to tried-and-true systems can make everything so much easier.

This is the basic accounting convention. Asset account numbers start with 1, liability accounts with 2, equity accounts with 3, revenue accounts with 4, cost accounts with 5, and expense accounts with 6. Depending on how many accounts you have overall, you would add anywhere from one to ten digits to that first one. For example, if you have hundreds of accounts, you could use a three-digit account numbering system: Your cash account might be number 101, your inventory account 120, and your first fixed-asset account 150.


Understanding Assets

Assets are those things that your business owns, from the cash in your desk drawer to the file cabinet in the backroom to the delivery van in the driveway. It does not matter whether they are big or small; all that matters is that your company owns them and that they have monetary value. For that matter, they do not even have to be physical things: patents and copyrights, for example, count as assets even though you can't touch them. Also, anything your company has a legal right to get, such as future payment from a customer, is accounted for as an asset.

Since there are so many different kinds of assets, they get split into categories to make the accounting less cumbersome. There are four commonly used groupings, which are pretty standard across businesses:


	Current assets

	Investments

	Fixed assets (also called “property, plant, and equipment”)

	Intangible assets



Current assets include anything that is expected to be turned into cash or used up within one year, such as inventory or cash itself. The investments category contains long-term holdings that are not really used in the normal course of business, such as mutual funds or municipal bonds. Fixed assets also have long lives, and they are regularly used to support regular operations; examples include trucks, desks, and computer systems. Finally, intangible assets are long-term assets that really have no physical form but are still worth money to the company, such as a patent or a trademark.


A Look at Liabilities

Every dime your business owes, no matter to whom or for what reason, is a liability. Owing someone a product (such as a magazine subscription) or a service (such as insurance coverage) counts as a liability as well.

Although there aren't as many kinds of liabilities as there are assets, liabilities also get broken out into groups. In your accounts you will have current liabilities and long-term liabilities. What differentiates them is when you have to pay them: Anything due within one year counts as current, and any debts that stretch further out than one year go into the long-term group. In most cases, current liabilities tend to be created through daily business activities (like purchasing inventory), and long-term liabilities tend to be loans.

For product-based companies, the biggest chunks of liabilities are usually the same: the business loan and the accounts payable. Service businesses tend to have the least debt, since they usually cost less to start up and don't have to maintain stocks of inventory. Service company debts often tend to be in the form of work for which a customer has paid in advance; a good example of this is lawyers who work on retainer. These liabilities often have names such as “unearned revenue” and virtually always belong in the current liabilities category.
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When you look at a list of accounts, you will notice that most liability accounts have the word “payable” in their name. The rest of the name helps you determine just what that liability is payable for, such as sales tax payable or loan payable. The most unspecific name is accounts payable, which acts as a holding account for all the money you owe to all of your vendors in one big lump.




All about Equity

Equity represents how much of your company is really yours and not owed to someone else. Think of it in terms of your house: You own your house, but the bank probably has a claim on part of it, too, in the form of your mortgage. Here your house is your asset, your mortgage is your liability, and the part of your house that you truly own (the difference between its value and your outstanding mortgage balance) is your equity. It's exactly the same for business. You have your assets, you owe your liabilities, and you own your equity stake.

Equity does have a slightly tricky angle; its makeup depends on what type of business structure you choose for your company. As you will learn in Chapter 15, the different business structures include sole proprietorships, partnerships, limited liability companies, and corporations. The structure of your company dictates how the equity looks for accounting purposes and exactly what types of equity accounts will appear in your books.

The main split among equity accounts, common to all business types, is in which direction the capital is flowing. There are equity contributions, which means owners put more of their own cash into the company. There are equity withdrawals, which means owners take money out of the company, but not as regular salary. Finally, there is the temporary profit or loss that becomes a permanent piece of the equity account. As you might expect, profits increase your equity, while losses decrease it.
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It's possible, and not uncommon, for new businesses to end up with negative equity after their first year or two in business. This happens when early losses are greater than your initial capital investment. Having negative equity shows that your business is struggling, but you still may be able to turn things around if you have some cash and a workable idea for boosting revenues.




Revenues, Costs, and Expenses

New and small-business owners tend to track their profit-related accounts more than any others. There's a good reason for this: Without pretty consistent profits, no business can survive for the long haul.

There are three numbers that go into figuring out profits: revenues, costs, and expenses. Every business has revenues (hopefully) and expenses (definitely). Only product-based businesses have costs. In the profit equation, you start with revenues, then deduct costs and expenses. When the result is positive, you have profits. When it's negative, your company has sustained a loss for the period.
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It's very easy to confuse costs and expenses; after all, they seem like the same thing. In accounting, costs refer to the amount of money you have to spend to buy or make a product that you plan to sell to someone else. Expenses, on the other hand, exist whether you buy or make or sell anything.



In the profit equation, a product-based company with costs will see an additional and crucial subtotal called gross profit  (when expressed as a percentage, it's called gross margin ). That number represents the revenue left over once you take out the direct costs of the products you are selling. The gross profit tells you how much you have available to cover all the rest of your expenses, ideally leaving some net profit at the end.

Fine-Tuning Your Gross Profit

There are two components that go into your gross profit: the price you charge your customers for a product, and the amount it costs you to buy that product from your supplier. While you do have some control over costs, such as switching vendors, that control is pretty limited. Prices, on the other hand, are set completely at your discretion. The bigger the gap between your price and your cost, the higher your gross profit will be. The trick is to set your prices as high as possible without scaring off your customers; sales at slightly lower prices are much better than no sales at all.



[image: illustration]


Gross margin percentages vary widely by industry. Some have very high margins, of more than 50 percent; others have very tight margins of 10 percent to 15 percent. It really depends on the type of item you are selling, and how much markup the customers are willing to bear. For example, the margin on luxury items is normally much higher than the margin on groceries.



To figure out how much of your sales are going toward general expenses and profits, divide your gross profit by your sales to get the gross margin percentage. Here's an example: Suppose your sales are $20,000 and your costs are $15,000. That would give you a gross profit of $5,000 ($20,000 minus $15,000). Now take that gross profit of $5,000 and divide it by the sales of $20,000 to give you your gross margin percentage; in this case, 25 percent. That means 25 percent of every sales dollar is available to cover your expenses.

If you are in a low-margin industry, keeping a close eye on expenses is a good way to ensure bottom-line profitability. The other way is to generate a very high level of sales volume, but that can be harder to pull off. Especially for new or small businesses, strict expense management can make all the difference between profits and losses.

Expenses Mean Tax Deductions

When tax time rolls around, many small-business owners begin searching everywhere for receipts and invoices not yet accounted for. They try to remember every trip they made in the name of the company, every meeting they attended, every client lunch. They do this to make sure that every one of their expenses makes it into the accounting records for the year, and for good reason: Every dollar of expense translates into a reduction of income, and less income means a lower tax bill.

More things count as deductible expenses than you might think. For example, if you have to take courses to maintain a professional license, save the invoices and deduct those fees. When you drive to visit customer sites, every mile you travel goes toward deductible expenses (the mileage rate varies from year to year based on federal law). Other commonly overlooked business expenses include reference books, alarm systems, bank charges, and dry-cleaning of uniforms.


How the Accounts Connect

At some point, every type of account will interconnect with each of the others. Assets will be used to pay for expenses. Inventory products bought on account involve both assets and liabilities. Product sales hit both cost and revenue accounts. Owner withdrawals deplete both assets and equity. Every single transaction your business conducts involves at least two accounts, sometimes more, and they most often are of different types.

In addition to that, though, the accounts have to be in specific balance. The company's total assets must be exactly equal to its combined liabilities and equity. To get to that balance, the net result of combining the revenue, cost, and expense accounts must be folded into the equity account.

The Formal Connection

Periodically, you (or your accountant) will produce financial statements for your company. These statements are formal reports that lay out exactly what has been going on for the preceding period, and where things stand right now.

There are three main financial statements that you will create: the balance sheet, the statement of profit and loss, and the statement of cash flows (you will learn about these in more detail in Chapter 14). The balance sheet provides a snapshot of your assets, liabilities, and equity on a particular date. The statement of profit and loss informs you of your revenues, costs, expenses, and business results (the profit or loss) for a specific time. Finally, the statement of cash flows shows you how the money came into and went out of your company during that same specific period; this statement typically includes every account type, because they all have some relationship with cash.

The Everyday Connection

For many small businesses, daily transactions include three types of accounts: revenues, expenses, and cash. These are the accounts that will be involved in the vast majority of transactions, and your checkbook will often be the first place that transactions are recorded. Bring products into the picture, and liabilities become an everyday account as well. Even though you won't necessarily see a daily entry in your equity accounts, they are impacted by every revenue and expense transaction.

At the most basic level, though, the connections among the accounts are what keep your business flowing. You use a combination of liabilities and equity to purchase assets. Assets are your company's resources, and you use them to create revenue, some directly and some indirectly. For example, there's a clear link between inventory and revenue production, but your computer also can bring in revenue. You can use your computer to create invoices, design promotional flyers, keep your books in order, even learn more about your industry and find new ways to bring in customers. Expenses also go directly toward revenue production; you can't run a company without phones and electricity and pens. Those revenues and expenses come together, hopefully with revenues greater than expenses, to create additional equity.


Debits and Credits

One of the most basic — and most confusing — concepts of accounting is debits and credits. That is usually one of the first things taught, and one of the later things that clicks, in basic accounting courses. The debit-credit scheme, though, is at the bottom of every accounting system. Once you have a grasp on how debits and credits work, you will understand much more easily how the whole system works.

Every single accounting transaction has a debit side and a credit side, and the two have to be equal. The word “side” here is crucial: in old-fashioned, traditional manual accounting systems (where each account looks like a T), all debits go on the left and all credits go on the right.

Here's the tricky part. Some accounts are increased by debits; some are decreased. In the same way, some accounts are increased by credits, and others are decreased. Whether a debit acts like an addition or subtraction completely depends on the type of account you are working with. Check out the following table to see which accounts work in which ways.
Account TypeDebitCreditAssetIncreaseDecreaseLiabilityDecreaseIncreaseEquityDecreaseIncreaseRevenueDecreaseIncreaseExpenseIncreaseDecreaseSometimes It's the Opposite

There are some accounts that act completely the opposite of the other accounts in their group. For example, there are asset accounts with normal credit balances, and sales accounts with normal debit balances. These special accounts are called contra accounts, because they act contrary to the norm.

Although contra accounts may seem puzzling, they serve a very clear purpose. They can help you separate certain kinds of transactions from their “parent” account, giving you a clearer picture of what's really going on. Sometimes that breakdown is very important and can impact your future business strategies and policies.

For example, suppose your company sells sweaters. Most of those sales will be final, but there are bound to be some returns. If you just lumped those returns into your sales account, sort of like negative sales, you would have no way of knowing later on how much you sold altogether and how much was returned. Instead, you would just see one lower sales number with no breakdown. For planning purposes, though, it's important to know what percentage of your sweater sales resulted in returns. An expected percentage might not cause you to take action, but a much higher percentage probably would.

Breaking Down a Transaction

As you've already learned, every transaction has both a debit and a credit component. That does not mean that it has a plus and a minus (although that may happen sometimes), or that one account balance will go up while another goes down (which may also happen). It means that there will be a left-side impact and a right-side impact. How those affect the accounts involved depends wholly on what kind of accounts they are.

For example, suppose you write a check to pay the company's electric bill. That transaction would result in a debit to electricity expense and a credit to cash. Your electricity expense is increased, and cash decreased. If you change that transaction a little, the account impact changes, too. Suppose you paid that electric bill with a credit card; you would still debit electricity expense, but now the credit would go to credit card payable, a liability account. In that case, the expense account increases, and so does the liability account (because now you owe more).

A month later, you pay that credit card bill. That transaction includes a debit to credit card payable and a credit to cash. Credit card payable, the liability account, gets decreased with a debit (the payment reduced your balance). The cash account, an asset, is decreased as well, but this account is decreased with a credit entry.
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