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DEDICATION


To my dad, whose path I followed to success. I miss you.





INTRODUCTION



You may not realize it, but accounting is a huge part of your life. If you bought this book, accounting was involved. If you grabbed a latte at Starbucks this morning, accounting was involved. If your grandmother sent you a birthday card with a $20 bill inside, accounting was involved. In fact, accounting kicks in every time you buy or sell something, pay a bill, get a paycheck, or check your bank balance. However money factors into your life, accounting helps put it in perspective. And whether you’re interested in accounting for yourself, your business, or as a high-paying, in-demand career, Accounting 101 will get you started.


And contrary to the widely held belief that accountants have mind-numbingly boring jobs, accounting is truly one of the most fascinating careers in the world. Here you’ll learn about everything from how the terrified ancient bookkeepers kept tallies for the pharaohs to the way today’s cutting-edge technology is changing the way we look at money. You’ll also see how these revolutionary advances in technology have truly taken accountants away from their adding machines and endless strings of numbers, and brought them into the center of the everyday fray of running a business. Now, along with doing taxes and auditing financial statements, accounting careers include working at the FBI, developing environmental outreach plans, and steering international corporate finances.


Those leaps in technology that have brought accountants into the limelight have brought accounting closer to you, as well. On your phone you may have a budgeting app or an app that you use to track your investments. If you own a small business, you may have apps that let you take payments from customers, organize your expenses, or even update the company books on your phone while you sip a latte. Maybe you even update your numbers in the cloud or file your taxes on your smartphone. Regardless, today’s technology will keep advancing—and the future of accounting looks amazingly promising.


Put aside your preset ideas about accountants and accounting, because here you’ll find numerous entries that tell you all you need to know about the history of accounting, the exciting career paths accountants can take, the difference between debits and credits, how to read corporate financial statements before you invest, and some of the most innovative personal and business accounting apps available. So fire up your calculators because Accounting 101 is going to balance your books—and more!







Chapter 1



The Business of Accounting





Accounting is known as “the language of finance.” This ancient communication decodes the mysteries of money, translating complex financial concepts into clear, bottom-line numbers that anyone can use. And since we’re all interested in money, accounting filters into everyone’s life in one way or another.


For as long as people have stored food, or traded spears for pelts, they’ve figured out some way to account for it. Then currency came along, which made accounting both easier and more difficult: easier because there was now a concrete way to value things, harder because trading (and the results of trading, like infrastructure and taxes) became much more complex. Despite how complicated businesses and personal finances have become, accounting continues to bring order and comparability to the chaos.


With clear record keeping and reporting rules to follow, accounting unites governments, businesses, and citizens in an economy, and keeps both the relevant information and the money flowing. Without it, we couldn’t save or invest, we couldn’t borrow money to buy our homes, and we couldn’t grab cash out of an ATM.


In this chapter, you’ll meet all the different people who use accounting information, why they need it, and what they do with it; and that all starts with you and your personal finances. So let’s take a look at the many different ways accounting information affects your life.







WHO USES ACCOUNTING INFORMATION?



Everybody Accounts





Virtually everybody uses accounting information, in both their professional and personal lives. Every bank statement, credit card bill, and rent check is full of accounting information. When you double-check the charges on your bar tab, and tack on a healthy tip, you’re using accounting. When you shop on Amazon.com, do your taxes, or apply for a student loan, you are providing accounting information. And that’s just the everyday-life way you use accounting.


On the business side, accounting is even more pervasive, and most people use at least some accounting information in their jobs every day. Whether you’re ordering office supplies, making change for customers, or printing the payroll checks, you are dealing with accounting information.


All of these small pieces of accounting data add up to the big picture of how your household or your company is faring financially. Insiders like heads of households and business owners use this big-picture information to keep finances on track and in the black, which makes sense. After all, when you’re the one in charge of the money, you need to know how much you have, how much you owe, and where your money is going.


In addition to you, a lot of other people may want to see how you or your business is doing financially. If you have a business, those people could include employees who need to track particular numbers to get their jobs done and the company accountant who needs numbers in order to prepare reports and help with budget forecasting. This list of outside users is long, varied, and includes:


• Loan officers, for everything from mortgages to student loans to business lines of credit


• Federal, state, and local tax authorities


• Anyone who might offer credit to you or your business


• Potential and existing investors, whether you use crowdfunding or launch a corporate IPO (initial public offering)


These different outside users all have their own reasons for wanting to see accounting numbers. For example, a mortgage lender wants to see that you have saved enough cash for a down payment, aren’t drowning in debt, and have a steady source of sustainable income. A tax authority like the IRS looks to make sure that you haven’t 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 part where you have a reliable stream of cash coming in. Investors want to feel confident that you manage your resources well, so they’ll eventually see healthy returns.


EVERYONE WANTS SOMETHING DIFFERENT


While all of these outside users of your accounting information want to take in-depth looks at your financial status, there’s a catch. They don’t all need the same information, and they probably won’t all want it in the same format.


When you’re looking over family finances or the financial picture of your own company, you’ll want to see a lot more detail than you would be willing to show outsiders. For example, you might look through your check register and all your credit card statements when figuring out possible deductions for your tax return, but you wouldn’t want the IRS looking at those individual line items. That information—like whether you bought books from Amazon.com or subscribe to a video streaming service like Netflix—wouldn’t help the IRS determine whether you figured out the right tax payment.


And in your business, while you would report your total sales on your tax return, you wouldn’t send the tax authorities a complete breakdown of which customers bought what. Knowing whether your local customers bought more paper products or cleaning products, for example, wouldn’t help the state sales tax authority double-check your calculations. But that kind of detailed information could help you figure out things such as whether you’re overstocking cleaning products, or whether your company is relying too heavily on sales to a single customer.


GIVE THEM WHAT THEY WANT


We have established that you may have a lot of different people asking to see your personal or business financial statements, and that they may all want to see something different. So what do you do? First, look at who’s doing the asking. If it’s a tax authority, like the IRS, you have to provide them with the numbers in the format requested. For example, you have to report your income tax on Form 1040; you can’t simply send them a printout of numbers from your paystub. The same goes for loan officers: These professionals may look at hundreds of financial statements every week, and they need them to be consistent.


Their needs matter to you as well. If you don’t send in the right tax forms to the IRS, you could be subjected to fines, penalties, and interest. Worse, you could be called in for an audit. And if you give your loan officer something other than what he’s asked for, you might not get the money you need from him. Even though your numbers look the same regardless of what form they’re on, the order and placement can be crucial to the person requesting the information.


Only Answer What You’re Asked





If you fill out your own tax forms, a good rule to remember is this: Don’t supply more information than the forms ask for. Fill in all the requested numbers, then stop. Don’t explain, and don’t add details. When you include extra information, you could be flagging your return for audit. Audits aren’t necessarily bad—they could show you did everything correctly—but they’re generally not pleasant.





TWO SETS OF BOOKS


You may have heard the phrase “two sets of books,” often in the context of a law enforcement agent and an arrest warrant. Two sets of books is most often talked about in connection with companies, and their use is more common than you might expect. The truth is that many companies keep one set of books for tax purposes, and another for everyday in-house accounting. Of course, today these “books” are really made up of computer programs, but the same idea holds true.


Why would any business owner bother with that? There are two main reasons.


1. First, computerization has made it incredibly easy to track numbers in multiple ways.


2. Second, what makes sense for taxes, namely minimizing the tax bill, may not make sense for other reasons, like reporting income to investors or trying to borrow money.


In each case, tracking numbers differently for different purposes is perfectly legal, as long as acceptable standards are followed.


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 types of expense calculations, may work differently for in-house purposes (the company’s “internal” books), public relations purposes (such as what might appear in a corporate annual report), and tax purposes (meaning what shows up on the tax return). For internal purposes, you may want to use the most realistic numbers, even if those would leave you with a bigger tax burden. Although, when it comes to income taxes, everyone wants to show the lowest possible income because that means the lowest possible tax bill.


While keeping two sets of books can be useful, for most small businesses it’s just much simpler to track primarily one set of numbers to avoid confusion. Since everyone has to do things certain ways to comply with IRS requirements, it’s easiest to use only those figures for everything. 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 measurement calculation, for example), you can always figure that out on the side.







ACCOUNTING IS MORE THAN NUMBERS



Paint a Picture with Money





When you think “accounting,” you probably picture a report filled with numbers. After all, that’s where accounting always starts. When you dig a little deeper, though, you’ll see that those numbers only set the foundation for what accounting really is: a way to analyze and make sense of an endless stream of information so that we can make well-informed decisions.


The truth is, numbers without context don’t mean much at all. For example, knowing a company had $44 million in sales sounds amazing—at least at first glance. While that single figure might give the impression that the company is successful, the reality might be quite different. That sales number could be down $20 million from last year, possibly indicating that the company’s products have fallen out of favor. Or that robust-sounding sales figure could have still resulted in an overall loss for the company; if their costs and expenses exceeded $44 million, the company would have sustained a net loss for the year. There are literally dozens of scenarios where $44 million of revenues don’t translate to a successful company—and that’s where accounting comes in.


Accounting squirms its way into your personal life, too, and just like with businesses, it’s not just about spreadsheets and reports full of numbers. From clipping coupons to saving for a family vacation to stopping for a latte on the way to work, these numbers touch almost everything in your life, every day. There’s a more formal side to accounting in personal matters, too. You’ll see this side when you:


• Apply for student loans


• Put a percentage of your paycheck in a 401(k) plan


• Do your income taxes


• Create a family budget


All of these activities intimately involve accounting.


LIVING A FINANCIAL LIFE


From the time you started getting an allowance as a kid, accounting became a part of your life. Whether you were an instant spender or a long-term saver, you kept track of your money and what you bought with it. As you got older and scored your first paying job (babysitting, shoveling snow, or bussing tables in a pizza joint), your relationship with accounting began to evolve, getting more sophisticated over time.


For many people, their first real glimpse into the complexity of finances (at least outside of a classroom) came when it was time to pay for college. Putting together all the data for student loans, grants, or scholarship applications involves gathering and organizing financial information, then reporting that information in a prescribed form—the backbone of accounting work. Getting a job, a credit card, a car, and housing likely took your finances to another level. Money flowing in different directions calls for better organization and tracking: You need to know how much money is really available to cover your bills, and that amount may not match the current balance of your checking account.


Once past the living paycheck-to-paycheck phase, savings begins in earnest, and in several different ways. In the short term, emergency savings plays the most prominent role. Then there’s planning for the future, things like saving for a down payment on your first house, starting a retirement plan, and opening a college fund for your kids. To meet your goals, you need to know where your finances stand today, and what you hope they’ll look like in the future. All of that calls for a basic working knowledge of accounting. And bolstered by that knowledge, you can more easily join the growing ranks of independent business owners, and strike out on your own.


STARTING A BUSINESS


If you have an entrepreneurial spirit, you’re not alone. According to the U.S. Small Business Administration, there are 28.8 million small businesses that help keep the American economy afloat—and, for all of these businesses, accounting is necessary from Day 1. It’s true! As soon as you begin to plan your business launch, accounting takes center stage. The framework for every small business startup is a thorough business plan, complete with an honest assessment of assets, a realistic view of expectations, and pro forma financial statements (meaning statements based on those expectations rather than actual historical numbers, also called projections).


You’re a Business





If you moonlight, freelance, or consult for a fee rather than a paycheck, you’re a business. That means you’ll have business expenses to deduct directly from your income. When you’re a business, all of the money you spend to make money (like phone and Internet service) reduces the impending tax burden of all the income you earned.





Once the business is up and running, you need to keep accounting at the forefront. Yes, the day-to-day responsibilities can result in overlooked bookkeeping tasks, but that work must be completed and kept current if the business has any chance of success. Without up-to-date accounting, you can’t plan properly for the future of your company, or analyze its wins and losses. The story of your business—and whether or not it will live happily ever after—depends on accounting.


Top Ten Small Business Accounting Mistakes


Unfortunately, a lot of small business owners leave accounting issues to the side, figuring they’ll get it all done eventually—or at least trust that their accountant will take care of things at the end of the year. While the daily bookkeeping tasks and financial analysis may not seem interesting, they tell you things you really need to know, like whether you’re charging enough for your services or how many customers owe you money. By avoiding the numbers, you could be putting your company in jeopardy. Don’t fall into the same traps that have caused thousands of small businesses to fail. These traps include:


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


2. Extending credit without checking credit: Until you collect some basic credit information about a customer, don’t make on-account sales, where your company extends credit (rather than getting paid immediately with cash or credit card) and bills the customer later. A sale isn’t much good if your company never gets paid.


3. Mistaking profits for cash: When your company makes a lot of credit (or on-account) sales, your company can post big profits without seeing any cash. When you make a sale, it counts toward revenue and profits, even if your company hasn’t yet gotten paid by the customer. But you can’t pay your bills with profits; you can only pay them with cash.


4. Paying bills too soon: If your vendors give you 30 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. Because cash is so precious to new and small business owners, having as much easily available cash as possible can help you stay solvent, especially when unexpected expenses come up.


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


6. 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 your company avoid financial penalties from state and federal agencies that go along with late and incorrect payroll tax filings.


7. Paying accidental dividends: Every time a corporation owner takes money out of his business, it counts as a dividend (an official distribution from the corporation to the shareholder; all corporation owners are called shareholders). That can lead to a bigger personal income tax bill, because dividends are included in taxable income.


8. Not keeping personal finances separate from business: Mixing up business and personal money can cause both bookkeeping and legal problems. On the bookkeeping side, paying personal expenses with business money causes a dividend or distribution, and that can confuse the accounting entries. On the legal side, mixing the two can take away the personal financial protection gained by incorporating or forming an LLC (both of which are designed to shield your personal money from business lawsuits).


9. Setting prices too low: If you don’t know your costs before you set product or service prices, you run the risk of losing money on every sale. A simple break-even analysis can help you set prices at a profitable level. For example, if you order fifty clocks to sell in your store, you need to take into account things like sales tax, delivery fees, and overhead expenses related to the clocks to come up with the real, break-even price.


10. 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 so that you can plan for profits and prevent potential problems.


INVESTING YOUR MONEY


Investing, which means putting your money into a company run by someone else, really spurs the need for reliable, consistent accounting information. When you’re deciding whether and where to invest, you want a novel’s worth of accounting data and analysis; a synopsis put out by the corporation itself will never give the full, true picture of the company’s prospects.


In this role, accounting speaks to your future financial health. A corporation will dazzle potential investors with colorful pictures, “heartfelt” statements, and numbers highlighted in the most glowing form possible to attract more money to their coffers. But when you understand the ins and outs of those numbers, and have a real handle on the accounting practices employed by the company, the gloss will lose its sheen and the real story will begin to reveal itself. Sometimes, that story will disclose a company that is really worthy of your trust and your savings; other times, it will expose “creative” accounting, shady business practices, and glaring red flags that signal you should invest somewhere else.


The only way to know whether your investment target is a stud or a dud is to listen to the tale the numbers tell, rather than simply focusing on the figures themselves.







ANCIENT ACCOUNTING



Five Shells for Three Rocks, Please





Archaeologists and historians believe that accounting may have come even before writing. In fact, some believe that primitive writing itself was developed from using marks to keep track of goods stored in ancient warehouses, more than 5,000 years ago. And that makes sense, because from the earliest days of civilization, people engaged in trade.


In Mesopotamia, the “cradle of civilization,” ancient scribes recorded commerce activities, like trading wheat or wool for ivory or copper, on thick clay tablets. The Mesopotamians traded with other ancient peoples, including the Phoenicians, a sea-faring civilization that brought goods from faraway lands—exotic spices, brilliant dyes, and precious metals—to the fertile region.


Ancient Money Transfers





Bankers in ancient Greece kept account books detailing their clients’ “cash transfers” through other banks in the region. They also loaned money to citizens, and changed money for clients who had currencies from other lands. These practices were a forerunner to the modern international banking system we count on today.





In time, currencies were created, and accounting for trades took on a different tint. Ancient Greek bankers kept detailed records in logbooks. The Romans relied on family patriarchs to account for currency and trade movements. People in Middle Eastern lands developed rudimentary arithmetic to make sure trades were even-handed, and to track inventory stores and government holdings.


ROYAL TREASURY FINANCED THE PYRAMIDS


In the tomb of King Scorpion I of ancient Egypt, archaeologists found something unexpected: the roots of accounting. Attached to bags of linen and oils were “tags” made of bone, each inscribed with inventory marks. Bookkeepers of that ancient culture painstakingly recorded the contents of royal storehouses, making sure every piece of inventory was accounted for accurately. When they got even a single piece of information wrong, a harsh penalty—mutilation or death—was applied.


Ancient Takeout





Though it originated in China (reportedly in or around 3000 B.C.), the abacus was a favored counting tool among ancient Egyptians. An abacus (sometimes called a counting frame) consists of a series of rods or wires set in a rectangular frame; users slide beads up and down the rods to make simple mathematical calculations.





As Egyptian society grew more complex, so did the record keeping. As the value of labor was recognized, simple counting no longer worked to capture costs, so the Egyptians had to come up with a way to account for effort and results. That led to more sophisticated systems for keeping track of the royal wealth, as bookkeepers were expected to measure the royal capital (total wealth), as well as track agricultural and building projects, including the great pyramids.


These new accounting needs of ancient Egyptian rulers resulted in the use of papyrus, a sort of paper made from reeds, to permanently record information. Among the public records were tax receipts, tribute payments (to the pharaoh from nearby kingdoms), and royal inventory.


100 EGGS FOR A DINING TABLE


Accounting was also progressing in other parts of the world, including the way people recorded their business dealings. During the Middle Ages, before money began to circulate in Europe, people used a barter and trade system to get what they needed. And out of this barter and trade system, the need for written record keeping emerged, with each person detailing his side of the agreement. Unlike modern accounting ledgers that are filled with unending columns and rows of numbers, these books contained colorful narratives describing trades. For example, a farmer’s ledger might read like this:


Thursday, 15 March: I provided Josiah Greenwood five chickens today in exchange for ten sacks of grain.


Tuesday, 24 April: Henry Smith agreed to build for me a six-foot dining table in exchange for 100 eggs, to be delivered to him once the table is completed. I will deliver 10 eggs per week for 10 weeks once it is finished.


Monday, 7 June: I agreed to supply 20 eggs per week to William Hart in exchange for 2 gallons of milk per week. This agreement will last for one year from today.


Since some of the bargains, such as those used in this example, would be fulfilled long after the agreements were made, these books also served as proof of the trades when disagreements landed people in front of magistrates. Those very detailed descriptions also helped people keep track of their goods or services, and plan ahead for lean times.


CURRENCY AND COMPUTATIONS


When currency began to make its way into trading systems, everything changed. Recordkeeping now focused sharply on numbers. Merchants and craftsmen started to focus on making profits and building wealth instead of simply trading what they had for what they needed. Bookkeepers came back into fashion, as many successful traders were not adept at mathematics. Instead of struggling with the numbers themselves, the bookkeepers that the merchants hired began to track how much the merchants owed, how much was owed to them, and how much they had stored.


The ledgers themselves looked somewhat similar to those that came before, with one big addition: a special column for numbers. Now every trade came with a price tag, either money going out or coming in. Each narrative description was therefore followed by a dollar amount (based on the local currency).


Now that same farmer’s ledger might read like this:






	
LEDGER








	DATE


	DESCRIPTION


	AMOUNT







	Thursday, 15 March


	sold 5 chickens


	+$15







	Thursday, 15 March


	bought 10 sacks of grain


	–$15







	Tuesday, 24 April


	bought dining table


	–$100







	Tuesday, 24 April


	sold 100 eggs


	+$100







	Monday, 7 June


	sold 20 eggs


	+$10







	Monday, 7 June


	bought 2 gallons of milk


	–$10








Merchants and tradesmen would simply tell their bookkeepers about any deals they had made that day. With that information, the bookkeeper created a description of the trade, and then figured out whether to add or subtract money from the ledger. At the end of the month, the bookkeeper would tally all of the entries from that month—a very time-consuming project, as each transaction caused at least two entries in the ledger—and calculate whether there was a profit or loss for the merchant. Luckily, that tiresome method of bookkeeping would soon change.


AN ITALIAN FRIAR CHANGES EVERYTHING


Back in the late fifteenth century, a charismatic Italian friar named Luca Pacioli forever changed the face of accounting, in ways that we still use today. Pacioli began tutoring merchants’ sons on mathematics when he was still a teenager. From there he joined the Franciscan order, becoming a friar. But it was his love and deep understanding of mathematics that led him to the first chair in mathematics at the prestigious University of Perugia in the subject.


In the accounting world, Pacioli is still highly revered for his detailed description of double-entry accounting (where all parts of a transaction are recorded in a single accounting entry), a system that has stood through the centuries. This description was included in his revolutionary book, Summa de Arithmetica, Geometria, Proportioni et Proportionalita. In addition to being a primer on debits and credits (crucial components of accounting entries that determine whether account balances will be increased or decreased), which are the building blocks that led to modern accounting, this book explains accounting procedures, such as the proper use of ledgers and journals, in great detail. Using this streamlined method, that farmer’s ledger might look something like this:






	DATE


	DESCRIPTION


	AMOUNT


	DEBIT ACCOUNT


	CREDIT ACCOUNT







	Thursday, 15 March


	sold 5 chickens


	$15


	Cash


	Sales







	Thursday, 15 March


	bought 10 sacks of grain


	
$15

 



	Grain


	Cash







	Tuesday, 24 April


	bought dining table


	$100


	Furniture


	Cash







	Tuesday, 24 April


	sold 100 eggs


	$100


	Cash


	Sales







	Monday, 7 June


	sold 20 eggs


	$10


	Cash


	Sales







	Monday, 7 June


	bought 2 gallons of milk


	$10


	Milk


	Cash








This seminal work also includes topics such as the accounting cycle, ethics in accounting, and the then revolutionary idea that debits had to equal credits before the bookkeeper’s workday was done. With that, it is no wonder Pacioli was dubbed the “Father of Modern Accounting.”







MODERN ACCOUNTING



From Coins to Corporate Shares





Business, in terms of both commerce and trade, began to flourish as the Industrial Revolution spread throughout Europe, particularly in Great Britain. This combination prompted the need for more rigorous and advanced accounting systems and procedures. Around that time (the early 1600s), the first corporations were born, calling for additional changes and advancements. Accounting had been dragged into the modern age, and it was time for a complete makeover.


Unlike the simple transactions of the past, new manufacturing and factory-based businesses called for more complex cost accounting (figuring out exactly how much it cost to make a product). Basic materials were now being transformed into completely different goods, and complete inventories were required every step of the way. Figuring out cost and profits became complicated, and the need for accurate tracking increased.


With the advent of this new corporate structure, where the shareholders (owners) rarely took part in everyday operations, for the first time in history there was distance between a company and its owners. With this new business structure, the owners might never even see the company, its workers, its managers, its products, or even its other owners. The corporation itself was a stand-alone entity (at least for legal and financial purposes), regardless of who created the business or got it up and running. Those owners were very interested in what was going on behind the business doors, and they relied on accountants to fill them in on the financial picture. That led to more sophisticated reporting requirements, and a lot of new rules and regulations.



CORPORATIONS CHANGE ACCOUNTING


With the rise of corporations, the more basic chores of bookkeeping evolved into the complex set of rules that govern accounting today. In the earliest days, corporations were hungry to raise capital for startup and expansion. To entice investors, they would spread the word of their plans for profits among friends and family. People, always eager to make a quick buck, threw their money into investments, often blindly trusting others’ advice. Then, investing was really gambling: if you got lucky, you would reap profits; if not, you could lose everything, right down to the shirt on your back.


As the investing public began to grow wary, the money stream began to dry up. So corporations started publishing financial statements that showed how well they were doing. Still, investors did not have complete trust in those corporate numbers, and that gave rise to a new field within accounting. Now, instead of just compiling the numbers into readable reports, accountants were called upon to independently review those numbers—and the profession began to grow in earnest.


THE RAILROAD POWERS CHANGE


Perhaps even more transformative in the field of accounting than the creation of corporations was the U.S. railroad, which in the early 1800s had an enormous impact on new investors and the way business was conducted. In order to move people and goods to far-off destinations and make a profit along the way, the railroads needed detailed financial information. The industry was fueled by money, and competition was fierce.


The railroad barons turned to accountants for cost reports, competitive fare setting, expansion estimates, operating ratios, and financial statements. Armed with that information, they could make better decisions about routes, rates, and revenue streams.


As the railroads made the country smaller, interstate trade expanded dramatically. Transactions that had previously taken weeks or months to settle now took only days or hours. The speed of business increased, along with the number of deals that were made. Investors were intrigued by the potential for faster profits, and they called on accountants to fill in information gaps.


A WAR, A CRASH, AND A GOVERNMENT RESPONSE


The accounting profession was officially established in the United States in 1896, and the title of CPA (certified public accountant) was born. Those early CPAs faced strict licensing requirements, including experience and examination, to ensure they could keep up with the increasing demand for financial information. That recognition came at the perfect time, because just thirteen years later, Congress passed the 16th Amendment, which allowed Uncle Sam to officially levy income taxes on all Americans.


World War I


At first, the tax was relatively low, more of a token payment. But then World War I struck, and the federal income tax became the centerpiece of the government’s revenue agenda. As the country became enmeshed in the war, rates climbed, and the graduated tax rates (where different income levels are subject to different tax rates) debuted, with the top-tier rate an astonishing 63 percent. Around the same time, in 1917, Congress created a levy on corporations, taxing all profits over a “reasonable” rate of return. All of these changes placed an overwhelming burden on the struggling Bureau of Internal Revenue, because suddenly there were many more taxpayers, but the government was pleased to see its coffers overflowing, and kept all the taxes in force. These new collection efforts brought a lot of work to accountants, and more was about to come.


Uncle Sam Wants More Money





According to the Tax History Project, income taxes made up about 16 percent of federal revenue in 1916. That portion spiked up as high as 58 percent between 1917 and 1920. Today, income taxes make up 46.2 percent of the total federal revenue each year.
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