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Basic introduction to financial accounting. Defines financial accounting, compares with managerial accounting, lists underlying assumptions, provides an example of recording transactions, and introduces debits and credits. 

Underlying Assumptions and Principles
A description of the basic financial accounting assumptions, principles, and modifying conventions. 

Debits and Credits
An introduction to debits and credits and how to avoid confusing them. 

The Four Financial Statements
An introduction to the balance sheet, income statement, statement of retained earnings, and cash flow statement. 

Accounting Standards
A short description of financial accounting standards groups and authoritative bodies, including FASB, its predecessors, and other accounting standards groups. 

Accounting and Bookkeeping - Small Business Association
Free online course covering the basics of accounting from the perspective of a small business owner. 

Recommended Reading
Mulford, Charles W., Comiskey, Eugene E. The Financial Numbers Game: Detecting Creative Accounting Practices
Schilit, Howard Financial Shenanigans How to Detect Accounting Gimmicks & Fraud in Financial Reports


Introduction 

The purpose of accounting is to provide the information that is needed for sound economic decision making. The main purpose of financial accounting is to prepare financial reports that provide information about a firm's performance to external parties such as investors, creditors, and tax authorities. Managerial accounting contrasts with financial accounting in that managerial accounting is for internal decision making and does not have to follow any rules issued by standard-setting bodies. Financial accounting, on the other hand, is performed according to Generally Accepted Accounting Principles (GAAP) guidelines. 

CPA's 

The primary accounting professional association in the U.S. is the American Institute of Certified Public Accountants (AICPA). The AICPA prepares the Uniform CPA Examination, which must be completed in order to become a certified public accountant. To be eligible to become a CPA, one needs an undergraduate degree in any major with 150 credit hours of course work. Of these 150 credit hours, a minimum of 36 credit hours must be in accounting. Only about 10% of those taking the CPA exam pass it the first time. 

Accounting Standards 

In order that financial statements report financial performance fairly and consistently, they are prepared according to widely accepted accounting standards. These standards are referred to as Generally Accepted Accounting Principles, or simply GAAP. Generally Accepted Accounting Principles are those that have "substantial authoritative support". 

Accrual vs. Cash Method 

Many small businesses utilize an accounting system that recognizes revenue and expenses on a cash basis, meaning that neither revenue nor expenses are recognized until the cash associated with them actually is received. Most larger businesses, however, use the accrual method. 

Under the accrual method, revenues and expenses are recorded according to when they are earned and incurred, not necessarily when the cash is received or paid. For example, under the accrual method revenue is recognized when customers are invoiced, regardless of when payment is received. Similarly, an expense is recognized when the bill is received, not when payment is made. 

Under accrual accounting, even though employees may be paid in the next accounting period for work performed near the end of the present accounting period, the expense still is recorded in the current period since the current period is when the expense was incurred. 

Underlying Assumptions, Principles, and Conventions 

Financial accounting relies on the following underlying concepts:

· Assumptions: Separate entity assumption, going-concern assumption, stable monetary unit assumption, fixed time period assumption.

· Principles: Historical cost principle, matching principle, revenue recognition principle, full disclosure principle.

· Modifying conventions: Materiality, cost-benefit, conservatism convention, industry practices convention.

Financial Statements 

Businesses have two primary objectives: 

· Earn a profit 

· Remain solvent 

Solvency represents the ability of the business to pay its bills and service its debt. 

The Four Financial Statements are reports that allow interested parties to evaluate the profitability and solvency of a business. These reports include the following financial statements: 

· Balance Sheet 

· Income Statement 

· Statement of Owner's Equity 

· Statement of Cash Flows 

These four financial statements are the final product of the accountant's analysis of the transactions of a business. A large amount of effort goes into the preparation of the financial statements. The process begins with bookkeeping, which is just one step in the accounting process. Bookkeeping is the actual recording of the company's transactions, without any analysis of the information. Accountants evaluate and analyze the information, making sense out of the numbers. 

For the reports to be useful, they must be: 

· Understandable 

· Timely 

· Relevant 

· Fair and Objective (free from bias) 

Fundamental Accounting Model 

The balance sheet is based on the following fundamental accounting equation: 

Assets  =  Liabilities  +  Equity 

This model has been used since the 18th century. It essentially states that a business owes all of its assets to either creditors or owners, where the assets of a business are its resources, and the creditors and owners are the sources of those resources. 

Transactions 

To record transactions, one must: 

1. Identify an event that affects the entity financially. 

2. Measure the event in monetary terms. 

3. Determine which accounts the transaction affects. 

4. Determine whether the transaction increases or decreases the balances in those accounts. 

5. Record the transaction in the ledgers. 

Most larger business accounting systems utilize the double entry method. Under double entry, instead of recording a transaction in only a single account, the transaction is recorded in two accounts. 

To illustrate this concept, take the following example. Mike Peddler decides to open a bicycle repair shop. To get started he rents a shop, purchases an initial inventory of bike parts, and opens for business. Here are the transactions for the first month: 

	Date      
	Transaction

	Sep 1
	Owner contributes $7500 in cash to capitalize the business.

	Sep 8
	Purchased $2500 in bike parts on account, payable in 30 days.

	Sep 15
	Paid first month's shop rent of $1000.

	Sep 17
	Repaired bikes for $1100; collected $400 cash; billed customers for the $700 balance. 

	Sep 18
	$275 in bike parts were used.

	Sep 25
	Collected $425 from customer accounts.

	Sep 28
	Paid $500 to suppliers for parts purchased earlier in the month.


These transactions affect the accounting equation as shown below. 

	 
	Assets
	=
	Liabilities  +  Owner's Equity

	 
	Cash
	+
	Bike
Parts
	+
	Accounts
Receivable
	=
	Accounts
Payable
	+
	Peddler,
Capital
	+
	Revenue
(Expenses)

	Sep 1
	7500
	 
	 
	 
	 
	=
	 
	 
	7500
	 
	 

	Sep 8
	 
	 
	2500
	 
	 
	=
	2500
	 
	 
	 
	 

	Sep 15
	(1000)
	 
	 
	 
	 
	=
	 
	 
	 
	 
	(1000)

	Sep 17
	400
	 
	 
	 
	700
	=
	 
	 
	 
	 
	1100

	Sep 18
	 
	 
	(275)
	 
	 
	=
	 
	 
	 
	 
	(275)

	Sep 25
	425
	 
	 
	 
	(425)
	=
	 
	 
	 
	 
	 

	Sep 28
	(500)
	 
	 
	 
	 
	=
	(500)
	 
	 
	 
	 

	Totals:
	6825
	+
	2225
	+
	275
	=
	2000
	+
	7500
	+
	(175)

	 
	$9325
	=
	$9325


At the end of the month of September, the balance sheet for the business would appear as follows: 

	Peddler's Bikes
Statement of Financial Position
September 30, 2000

	Assets
	     
	Liabilities  &  
Owner's Equity

	Cash
	6825
	 
	Accounts Payable
	2000

	Accounts Receivable
	275
	 
	Peddler, Capital
	7325

	Bike Parts
	2225
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	Total Assets
	$9325
	 
	Total Liabilities
	$9325


The bike parts are considered to be inventory, which appears as an asset on the balance sheet. The owner's equity is modified according to the difference between revenues and expenses. In this case, the difference is a loss of $175, so the owner's equity has decreased from $7500 at the beginning of the month to $7325 at the end of the month. 

Journal Entries 

Transactions enter the accounting system in the form of journal entries. Journal entries serve as a chronological record of business transactions and include the date, the names of the affected accounts, an optional short description of the transaction, and the debits and credits for the transaction. Debits are the entries on the left side of a T-account; credits are the entries on the right side. 

Recommended Reading
Eisen, Peter J., Accounting the Easy Way
Dixon, Robert L., and Harold E. Arnet The McGraw-Hill 36-Hour Accounting Course
Accounting Concepts

Underlying Assumptions, Principles, and Conventions

Financial accounting relies on several underlying concepts that have a significant impact on the practice of accounting.

Assumptions
The following are basic financial accounting assumptions:

· Separate entity assumption - the business is an entity that is separate and distinct from its owners, so that the finances of the firm are not co-mingled with the finances of the owners.

· Going concern assumption - the business is going to be operating for the foreseeable future.

· Stable monetary unit assumption - e.g. the U.S. dollar

· Fixed time period assumption - info prepared and reported periodically (quarterly, annually, etc.)

Principles
The basic assumptions of accounting result in the following accounting principles: 

· Historical cost principle - assets are reported and presented at their original cost and no adjustment is made for changes in market value. One never writes up the cost of an asset. Accountants are very conservative in this sense. Sometimes costs are written down, for example, for some short-term investments and marketable securities, but costs never are written up.

· Matching principle - matching of revenues and expenses in the period earned and incurred.

· Revenue recognition principle - revenue is realized (reported on the books as earned) when everything that is necessary to earn the revenue has been completed.

· Full disclosure principle - all of the information about the business entity that is needed by users is disclosed in understandable form.

Modifying Conventions
Due to practical constraints and industry practice, GAAP principles are not always applied strictly but are modified as necessary. The following are some commonly observed modifying conventions:

· Materiality convention - a modifying convention that relaxes certain GAAP requirements if the impact is not large enough to influence decisions. Users of the information should not be overburdened with information overload.

· Cost-benefit convention - a modifying convention that relaxes GAAP requirements if the expected cost of reporting something exceeds the benefits of reporting it.

· Conservatism convention - when there is a choice of equally acceptable accounting methods, the firm should use the one that is least likely to overstate income or assets.

· Industry practices convention - accepted industry practices should be followed even if they differ from GAAP.

Debits and Credits 

In double entry accounting, rather than using a single column for each account and entering some numbers as positive and others as negative, we use two columns for each account and enter only positive numbers. Whether the entry increases or decreases the account is determined by choice of the column in which it is entered. Entries in the left column are referred to as debits, and entries in the right column are referred to as credits. Two accounts always are affected by each transaction, and one of those entries must be a debit and the other must be a credit of equal amount. Actually, more than two accounts can be used if the transaction is spread among them, just as long as the sum of debits for the transaction equals the sum of credits for it. 

The double entry accounting system provides a system of checks and balances. By summing up all of the debits and summing up all of the credits and comparing the two totals, one can detect and have the opportunity to correct many common types of bookkeeping errors. 

To avoid confusion over debits and credits, avoid thinking of them in the way that they are used in everyday language, which often refers to a credit as increasing an account and a debit as decreasing an account. For example, if our bank credits our checking account, money is added to it and the balance increases. In accounting terms, however, if a transaction causes a company's checking account to be credited, its balance decreases. Moreover, crediting another company account such as accounts payable will increase its balance. Without further explanation, it is no wonder that there often is confusion between debits and credits. 

The confusion can be eliminated by remembering one thing. In accounting, the verbs "debit" and "credit" have the following meanings: 

	Debit

"Enter in the left column of"
	  
	Credit

"Enter in the right column of"


Thats all. Debit refers to the left column; credit refers to the right column. To debit the cash account simply means to enter the value in the left column of the cash account. There are no deeper meanings with which to be concerned. 

The reason for the apparent inconsistency when comparing everyday language to accounting language is that from the bank customer's perspective, a checking account is an asset account. From the bank's perspective, the customer's account appears on the balance sheet as a liability account, and a liability account's balance is increased by crediting it. In common use, we use the terminology from the perspective of the bank's books, hence the apparent inconsistency. 

Whether a debit or a credit increases or decreases an account balance depends on the type of account. Asset and expense accounts are increased on the debit side, and liability, equity, and revenue accounts are increased on the credit side. The following chart serves as a graphical reference for increasing and decreasing account balances: 

	Assets
	=
	Liabilities
	+
	Owner's Equity
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The Four Financial Statements
Businesses report information in the form of financial statements issued on a periodic basis. GAAP requires the following four financial statements:

· Balance Sheet - statement of financial position at a given point in time. 

· Income Statement - revenues minus expenses for a given time period ending at a specified date. 

· Statement of Owner's Equity - also known as Statement of Retained Earnings or Equity Statement. 

· Statement of Cash Flows - summarizes sources and uses of cash; indicates whether enough cash is available to carry on routine operations. 

Balance Sheet
The balance sheet is based on the following fundamental accounting model:

Assets  =  Liabilities  +  Equity

Assets can be classed as either current assets or fixed assets. Current assets are assets that quickly and easily can be converted into cash, sometimes at a discount to the purchase price. Current assets include cash, accounts receivable, marketable securities, notes receivable, inventory, and prepaid assets such as prepaid insurance. Fixed assets include land, buildings, and equipment. Such assets are recorded at historical cost, which often is much lower than the market value.

Liabilities represent the portion of a firm's assets that are owed to creditors. Liabilities can be classed as short-term liabilities (current) and long-term (non-current) liabilities. Current liabilities include accounts payable, notes payable, interest payable, wages payable, and taxes payable. Long-term liabilities include mortgages payable and bonds payable. The portion of a mortgage long-term bond that is due within the next 12 months is classed as a current liability, and usually is referred to as the current portion of long-term debt. The creditors of a business are the primary claimants, getting paid before the owners should the business cease to exist.

Equity is referred to as owner's equity in a sole proprietorship or a partnership, and stockholders' equity or shareholders' equity in a corporation. The equity owners of a business are residual claimants, having a right to what remains only after the creditors have been paid. For a sole proprietorship or a partnership, the equity would be listed as the owner or owners' names followed by the word "capital". For example:

	Sole Proprietorship:
	John Doe, Capital

	 

	Partnership:
	John Doe, Capital 

	 
	Josephine Smith, Capital


In the case of a corporation, equity would be listed as common stock, preferred stock, and retained earnings.

The balance sheet reports the resources of the entity. It is useful when evaluating the ability of the company to meet its long-term obligations. Comparative balance sheets are the most useful; for example, for the years ending December 31, 2000 and December 31, 2001.

Income Statement
The income statement presents the results of the entity's operations during a period of time, such as one year. The simplest equation to describe income is:

Net Income  =  Revenue  -  Expenses

Revenue refers to inflows from the delivery or manufacture of a product or from the rendering of a service. Expenses are outflows incurred to produce revenue.

Income from operations can be separated from other forms of income. In this case, the income can be described by:

Net Income  =  Revenue  -  Expenses  +  Gains  -  Losses

where gains refer to items such as capital gains, and losses refer to capital losses, losses from natural disasters, etc.

Statement of Owners' Equity (Statement of Retained Earnings)

The equity statement explains the changes in retained earnings. Retained earnings appear on the balance sheet and most commonly are influenced by income and dividends. The Statement of Retained Earnings therefore uses information from the Income Statement and provides information to the Balance Sheet.

The following equation describes the equity statement for a sole proprietorship:

Ending Equity  =  Beginning Equity  +  Investments  -  Withdrawals  +  Income

For a corporation, substitute "Dividends Paid" for "Withdrawals". The stockholders' equity in a corporation is calculated as follows:

	    Common Stock (recorded at par value) 
+  Premium on Common Stock (issue price minus par value) 
+  Preferred Stock (recorded at par value) 
+  Premium on Preferred Stock (issue price minus par value) 
+  Retained Earnings 
---------------------------------------------------------------- 
=  Stockholders' Equity 


Note that the premium on the issuance of stock is based on the price at which the corporation actually sold the stock on the market. Afterwards, market trading does not affect this part of the equity calculation. Stockholders' equity does not change when the stock price changes!

Cash Flow Statement
The nature of accrual accounting is such that a company may be profitable but nonetheless experience a shortfall in cash. The statement of cash flows is useful in evaluating a company's ability to pay its bills. For a given period, the cash flow statement provides the following information:

· Sources of cash 

· Uses of cash 

· Change in cash balance 

The cash flow statement represents an analysis of all of the transactions of the business, reporting where the firm obtained its cash and what it did with it. It breaks the sources and uses of cash into the following categories:

· Operating activities 

· Investing activities 

· Financing activities 

The information used to construct the cash flow statement comes from the beginning and ending balance sheets for the period and from the income statement for the period.

Recommended Reading
Ittelson, Thomas R., Financial Statements: A Step-by-Step Guide to Understanding and Creating Financial Reports
This easy-to-understand book teaches financial statements from the ground up. Using Appleseed Enterprises, Inc. as a hypothetical start-up company, the book illustrates the reporting of typical business transactions and the preparation of the financial statements. It then explains ratio analysis techniques to evaluate the financial statements, "creative" but legal accounting techniques, and illegal techniques of "cooking the books."

Financial Accounting Standards 

Accounting standards are needed so that financial statements will fairly and consistently describe financial performance. Without standards, users of financial statements would need to learn the accounting rules of each company, and comparisons between companies would be difficult. 

Accounting standards used today are referred to as Generally Accepted Accounting Principles (GAAP). These principles are "generally accepted" because an authoritative body has set them or the accounting profession widely accepts them as appropriate. 

Securities and Exchange Commission (SEC) 

The Securities and Exchange Commission is a U.S. regulatory agency that has the authority to establish accounting standards for publicly traded companies. The Securities Act of 1933 and the Securities Exchange Act of 1934 require certain reports to be filed with the SEC. For example, Forms 10-Q and 10-K must be filed quarterly and annually, respectively. The head of the SEC is appointed by the President of the United States. 

When the SEC was formed there was no standards-issuing body. However, rather than set standards, the SEC encouraged the private sector to set them. The SEC has stated that FASB standards are considered to have authoritative support. 

Committee on Accounting Procedure (CAP) 

In 1939, encouraged by the SEC, the American Institute of Certified Public Accountants (AICPA) formed the Committee on Accounting Procedure (CAP). From 1939 to 1959, CAP issued 51 Accounting Research Bulletins that dealt with issues as they arose. CAP had only limited success because it did not develop an overall accounting framework, but rather, acted upon specific problems as they arose. 

Accounting Principles Board (APB)
In 1959, the AICPA replaced CAP with the Accounting Principles Board (APB), which issued 31 opinions and 4 statements until it was dissolved in 1973. GAAP essentially arose from the opinions of the APB.

The APB was criticized for its structure and for several of its positions on controversial topics. In 1971 the Wheat Committee (chaired by Francis Wheat) was formed to evaluate the APB and propose changes.

Financial Accounting Standards Board (FASB)
The Wheat Committee recommended the replacement of the Accounting Principles Board with a new standards-setting structure. This new structure was implemented in 1973 and was made up of three organizations:

· Financial Accounting Foundation (FAF) 

· Financial Accounting Standards Board (FASB) 

· Financial Accounting Standards Advisory Council (FASAC). 

Of these organizations, FASB (pronounced "FAS-B") is the primary operating organization.

Unlike the APB, FASB was designed to be an independent board comprised of members who have severed their ties with their employers and private firms. FASB issues statements of financial accounting standards, which define GAAP. The AICPA issues audit guides. When a conflict occurs, FASB rules. 

International Accounting Standards Committee (IASC)
The International Accounting Standards Committee (IASC) was formed in 1973 to encourage international cooperation in developing consistent worldwide accounting principles. In 2001, the IASC was succeeded by the International Accounting Standards Board (IASB), an independent private sector body that is structured similar to FASB.

Governmental Accounting Standards Board (GASB)
The financial reports of state and local goverment entities are not directly comparable to those of businesses. In 1984, the Governmental Accounting Standards Board (GASB) was formed to set standards for the financial reports of state and local government. GASB was modeled after FASB.

Recommended Reading
Tracy, John A., How to Read a Financial Report: Wringing Vital Signs Out of the Numbers
Bookkeeping and Accounting 

HOW TO USE THIS GUIDE
This training course on bookkeeping and accounting for a small business is designed to help you take the mystery out of accounting so that you can learn to run your business "by the numbers." After you master keeping accurate books and preparing your financial statements, you'll be ready to begin using your Financial Statements as Navigation Aids. Your personal tour guide, Ms. Mouse, will provide you with more information, examples and quick tips. So... anytime you see Ms. Mouse, just click on her to continue your learning adventure. 

INTRODUCTION

Bookkeeping. Quick, turn the page, let's get to something interesting! Let someone else worry about the numbers...I really don't do numbers. I've never been a business person, I'm a craftsman! All I have to do is make my product well and everything will be OK.

Does all that sound familiar? How would you feel about someone working for you who said, "Take care of my tools? I don't know how - I've always let someone else do that, I really don't do that part of the job, and besides, I think they're good enough - they still work." Well, if you take the attitude that books are either beneath your notice or too complex for you to understand, you're working with dull tools. Your business depends on a variety of things to keep it healthy - a good product or service delivered by competent people is one part of the picture - but well kept books is just as important. 

You cannot ignore an integral part of your business and have it stay healthy indefinitely. As in any other area of your life, knowledge is power. So why not spend a bit of time learning just how bookkeeping is done, what it can tell you, and how to get it done well. Then when you understand the process, you will be in a position to pick which parts you want to do yourself and which you want to contract out. Even if you contract it all out, at least you'll know how to judge if it's being done well. 

MAP OF THE TERRITORY - WHAT YOU WILL LEARN

Here's the map of the territory to be covered: What you need in your business are documents called financial statements, which will tell you so much about how you're doing that it will amaze and excite you. Your goal is accurate financial statements, and the entire rest of this document is a step-by-step discussion of how to get there. We hope to keep it interesting by telling you what to do, and why you are doing it. You can change your experience with bookkeeping/accounting from dreariness to adventure by making one simple change: instead of resisting everything except the absolute basic must-do's, let yourself get interested in the relationships between the numbers. You may never be driven to run to your books at midnight to make the latest entries, but you will be more motivated to do the work, and you will enjoy it more because you will understand what you're doing.

The first part of this lesson will provide you with the basic information that you need to know to set up your accounting system. The second part walks you through the basics of bookkeeping -- category by category to help you better understand those mysterious things called "your books."

Once you've mastered the basics of keeping your books and preparing accurate financial statements -- the fun begins when you start to use them to manage your business and help you make sound financial decisions... no more waiting for the bank statement to see if you have any money... no more "surprises" at the end of the year when your accountant finishes your books.

So, let's begin with... why do you need to keep good records, anyway?

WHY KEEP GOOD RECORDS?

Why bother? Most people view bookkeeping as an exercise that they go through for one reason only: the tax return. With this outlook, it's no wonder that no one wants to bother until the end of the year when it's that or go to jail. But it's also no wonder that businesses fail from surprises in their bank accounts - which shouldn't have been surprises at all. Here's the full story on why you have to keep accurate books, and you'll notice that tax reporting is so far to the bottom that it's really just there by default: 

A. Price your product accurately. 

B. Know if you're making or losing money - in general and on specific jobs. 

C. Know your cash flow - short and long term. 

D. Work with bankers. 

E. Let the tax agencies know how you're doing. 

Pricing your product is the first single most important thing you have to do in business. It's a simple equation, which says that you have to charge more than it costs you, right?? Finance Center DirectorySo tell me, what about paying back that loan that you opened last winter when you couldn't meet your workers compensation bill? What about the tools you put on your MasterCard for the last job? What about product liability insurance? (What's that, you say? Check out the Insurance topics in the . There's a long list you're likely forgetting, or if not forgetting, discounting beyond reality. Nearly anyone can figure out the direct costs of their product or service - a good set of books will tell you just what ought to go into that equation for overhead, which is the difference between making a profit or loss.

Are you making money? Well, even after you price your product, you have to know how your pricing compares with reality. If you are making some bad decisions with your pricing, and you wait until next April 14th to find out whether you've lost or made money, it may be too late to do anything about it. Running a business profitably is tough. It can take a long time for some of your decisions to prove right or wrong, even with good books. Give yourself a break and at least be paying attention so you see things happening soon enough to correct them.

Cash Flow? What's that? Laugh all you want but learn from the mistakes of Paula and Shawn; they didn't know what cash flow was until it was almost too late.  They had an incredible summer starting their contracting business.   There was always money in the bank, thanks to customer deposits which seemingly never ended. When fall came, however, business began to slow down and Paula and Shawn took a look, in a sort of vague, starry-eyed way, at "the books." They congratulated themselves on having beaten the odds of making a business very profitable in its first year. A week later, they revised the profit estimate down... to account for a loan payment they had forgotten was still due. A month later, they had to revise it down again... when the quarterly payroll taxes came due that included a contribution to worker's compensation. Then there was the $2,500 check Paula had added to the checkbook by mistake, because she hit the wrong button on the calculator. It wasn't long before they were on their knees at the local bank, pleading for a loan to tide them over the winter, promising they could pay it back in three months. (You should have seen the party two years later when they actually did finally pay off that first loan!) One of the most important things you will learn from keeping your books is how to understand and manage Cash Flow.

The Banker. You may not work with a banker... yet. Paula and Shawn didn't, until, as you read above, they ran out of cash. They were lucky - they found a banker who would work with them, and help them learn about business while they were growing their business.

As much as possible, have your numbers organized on a cash flow spreadsheet before you go to the bank. If you're already working with a bank, impress them with good numbers. I don't mean good in the sense of whitewashed, at all. I mean good in the sense of accurate. With good books, you will see problems coming before they happen. Go talk with your banker about them in advance, and you'll have a better chance of  getting and keeping that person on your side. A side note about relationships - never go in thinking that your relationship with your banker is adversarial by definition. The opposite is true - that relationship has to be one of teamwork and understanding. To look at your banker as an adversary from whom you should hide bad information is a huge mistake. Find a banker you can talk to and work with, and keep him/her posted, good or bad. Develop those relationships, and they'll stick by you as long as they can. See also "Establishing a Relationship with a Banker" in the Finance Complex.

Finally, that tax return. Use books that you've prepared for your decision making, and maybe the results won't be a surprise. If your books are done and you know before the end of the year what taxes you have to pay, chances are you can save yourself money by paying ahead, or by buying tools that you know you'll need. At any rate, your tax accountant can help you do whatever planning you need to do, but you cannot do that in the absence of good information.

WHERE'S THE STARTING LINE?

How to begin? Now that you're so fired up by possibilities that we'll have to hold you back, where do you start? In the next section, we will cover: 

· Financial Statements- Introducing your first business summary. 

· Cash vs. Accrual Accounting - Understanding the difference. 

· Chart of Accounts & Definitions - Organizing the categories. Before you begin, you might want to download our sample chart of accounts to use as a study aid. 

Once you master the basics, we'll move on to Basic Bookkeeping.

Financial Statements. To enjoy bookkeeping and accounting, you need to understand why you are doing what you're doing with these numbers, and what knowledge your work will give you. The result you are working toward is good information that which will be available to you from your financial statements. Financial statements come as a pair: a balance sheet and an income statement. These are really two ways of looking at generally the same information.

The income statement (also called profit and loss statement) tells you how much money you've made (or lost!) in a period of time which you can specify. (This month, this quarter, this year). 

The balance sheet tells you where your business stands as of the date you specify. How much cash you have, the value of your tools, how much you owe, on a given day. Although there is an early tendency to want to see the income statement and ignore the balance sheet, you need to use both together to see all of the facts. Over time, you might even become a balance sheet fan, as you begin to understand what it's telling you. So don't ignore, your balance sheet. 
What makes accounting interesting is the relationship between the numbers on the financial statements, and the things you can learn when you understand them. I can almost promise you that the better you understand what knowledge can be extracted from your financial statements, the better job you will do of keeping your books, which will start you on an upward spiral of great financial record keeping.

Cash vs. Accrual Accounting. You have two choices of accounting method: cash and accrual. The cash method does not account for payments due or bills due - it says, when you write the check, you enter the expense, when you receive money, you enter the sale. The accrual method says that you keep track of what expenses actually apply to the current period...if you receive a $100,000 check for deposit on a house in December, and cut the frame in March, in the cash method you're going to be taxed one year on the money you've taken in, and the next year show a tremendous loss because of your expenses of cutting the frame. The accrual method, on the other hand, lets you put the money in the accounting period where it actually belongs - you pay the expenses the same month as you book the sale, so it all makes sense. All the instructions here are given for the accrual method of accounting.

Chart of Accounts. To develop a set of financial statements, you have to start with an outline of how you will organize the information. This outline is called your chart of accounts, and it is the framework upon which the financial statements are built. In your business, you have expenses that are going directly into your product - labor, materials, freight...then there are the costs that are more supportive (and ongoing) in nature - the utilities and telephone, stationery and the cost of this bookkeeping. An easy way to think about them is that the direct expenses stop when you don't have work - those indirect, or overhead costs don't. 

A chart of accounts uses a numbering system to organize the data. All the data on all the reports you print comes out in numerical order. The first digit of each shows what sort of account it is, and the digits which follow put the accounts in order. As your system develops and you want to get more intricate, you can further refine this system - but the basic outline is as follows: 

Balance Sheet Accounts: 

· 1000 Asset Accounts. What you own. 

· 2000 Liability Accounts. What you owe. Income Statement Accounts: 

· 3000 Income Accounts. Sales. Everyone's favorite account. 

· 4000 Direct Expense Accounts. Expenses that will quit if you're not working. 

· 5000 Indirect Expense Accounts. Expenses they just keep going, whether you're working or not. 

· 7000 - 8000 Non-Operating Accounts. Numbers whose meanings are pretty obvious (interest income, income tax, etc.), but which are kept at the bottom of the page separate from normal operating expenses or incomes. 

Within this outline, you have a variety of subheadings, that further organize your data, as follows:

1000 Asset Accounts, what your own, comes in two forms. Current assets are cash or things you can convert to cash readily, like inventory that could be sold, accounts receivable which you've billed for and should be in the mail, etc. All of that gets an early number and gets put at the top of the page on your balance sheet under Current Assets. You need to make sure that you have enough current assets on hand to cover current bills.

Fixed Assets are the ones that are bolted to the shop or office floor...the big tools, the computers, the vehicles, land, the shop itself, etc. Here is where you put the value of those items, generally expressed as the purchase price. Sorry, you don't get to put in new values as your classic vehicles become more and more valuable, or your land doubles in assessed value, or your tools take on the value of antiquity. No choices here; it's in the book. But then again, give yourself a break and put in the entire purchase price, not just what you've paid to date. You'll have a chance later on to admit how much you still owe on all those great tools.

OK, now close your eyes and grit your teeth while you take in section 2000...Liability Accounts. These, like assets, come in two types - current and long term. There's a pretty easy definition of which goes where - if it's due within the year, put it in the current category. If you have a loan you get to pay out over time, you can put it under long term, with the one small caveat that you have to take one year's worth of principal on each loan and put that part up under current liabilities- because you do, in fact, owe that within a year.

One thing you're going to find under liabilities, and under current liabilities no less, is customer deposits. I can hear my phone ringing already. OK, you say, that's really cash in hand, a serious asset, jobs sold, lucrative profits, trips to the Caribbean...sure! I'm in, and I'll go along with that thought...after you earn it. Until that product is made or service rendered, you are holding money that belongs to someone else, and even if you have spent money on contracts which claim it's non refundable, it still isn't earned. This is really protection for you - you have a long list of expenses to work your way through before you make that trip to the Caribbean. List this as a liability, and earn it. You will have a chance to earn it a bit at a time, reducing the liability as you go - but that's for a later chapter.

These numbers up until now are all what you call balance sheet accounts. The information here will show up only on your balance sheet. They all have a serious and intimate relationship with the numbers on your income statement, but the next discussion topics will actually make your income statement.

The 3000 series...Sales. This is where you enter the value of any sales you make.

4000 - Direct Expenses. Here is where you enter the expenses that will stop when you are not working. The costs that go directly into the product you are making...labor, materials, etc.

5000 - Indirect Expenses. This is the area of overhead. Those expenses which never go away.

Keeping the Direct Expenses separate from Indirect Expenses is very important. You'll need to know what your overhead (indirect expense) is when you price your work. You'll want to know what your gross profit is when you start analyzing your numbers (more later). Those sorts of things you will only know if, as you go along, you make a concerted effort to separate your direct from your indirect expenses. On the other hand, don't get too nit-picky about it. Just follow the simple rule -- costs that go into making your product or expenses related to your services are considered "direct".

As far as the people in your organization go: overhead is the support staff - office and sales, primarily. Shop and design is direct, the staff with billable time. Unless you're in retail sales, then the wage for your salesperson is a direct expense.

One last note - forget the word miscellaneous was ever invented. Do not allow it into your system. Everything is something, and if it doesn't rate a name on the page somewhere, what are you doing spending money on it? Not allowed. Go to the back of the class.

Equity There are some crazy sounding numbers at the bottom of the liabilities section, that have to do with equity in the company. You should talk about these with your accountant and get her help in setting them up. They'll be different depending on what sort of outfit you are - sole proprietorship, partnership, limited liability company or corporation. Equity accounts have different ways of relating to one another, and different ways of being treated at the end of the year. Generally, you won't be adjusting the Equity Accounts anyway -- leave them to your accountant. In the accompanying chart of accounts, the example I give for these equity accounts is for a partnership.

You are welcome to download our sample chart of accounts and use it in any way which is helpful to you. You can add items (but remember the basic rule: only extract information that you are really going to use. Don't make your bookkeeping any more complex than it needs to be.) When you add items, put them in the right place, for example, if you're adding another kind of insurance, give it a number which puts it near the existing insurances, or as a subaccount.

And of course no accounting lesson is complete without a word about taxes... There are tax rules to pay attention to in setting up your system - for example, where you might be tempted to lump all your travel expenses in one category, that would be a mistake because you can only deduct 50% of the meals...so do this: make up a chart of accounts that you feel contains everything you need, then choose a tax accountant and have that person add what (s)he needs, or make corrections. You'll save yourself money setting up as much as you are comfortable with in advance.

You need a chart of accounts whether you are doing bookkeeping by hand or using a computer - this system predates computers. But if you're not using a computer, give yourself a break and work with someone who is. Simple accounting packages are pretty cheap, and are worth their weight in time spent and frustration. But, don't wait to start your bookkeeping system while waiting on a computer system - get started with pencil and columnar pad as soon as you start your business.

So, now let's recap some of the things that you've learned in this lesson and wrap up with a few more helpful tips:

	1. 
	Most small businesses will want to use the accrual method of accounting. Even if you aren't required to do so for tax purposes, you'll have a better idea of where you stand month to month if you record your expenses as they are incurred.

	2. 
	Use a chart of accounts to keep organized and to help you understand the different types of accounts and their relationships.

	3. 
	The main types of accounts include: Assets, Liabilities, Equity, Income and Direct and Indirect Expenses. (Equity Accounts go with the Liability Accounts on the balance sheet.) 

	4. 
	When you set up your chart of accounts and begin to assign account numbers, use some odd numbers. If you make all your numbers end in zero, it is easier to make a data entry error. For example, for an account you use a lot, like supplies, choose a main number like 5550...but make advertising 5312, not 5310. Spread yourself out over the available numbers...don't jam them up. You don't know when you'll need to add one at a future date, so leave some space. For indirect expenses, you get the whole world between 5000 and 5999. Spread 'em out.

	5. 
	Most accounting software packages come with preset charts of accounts for various businesses, which you can use to get you started, and modify as needed.
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