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Chapter 1 Start With the End In Mind

So you have started a business. Or, you are about to start a business. Congratulations! You are
embarking on the ride of your life.

There are a lot of activities involved in getting your business set up, and at some point (hopefully sooner
rather than later), you will need to set up a bookkeeping system.

The purpose of this book is to educate you on the basics of a bookkeeping system and how to use the
information in it to manage your business. It is NOT a training manual on how to do your own
bookkeeping. Bookkeepers and accountants have spent a lot of time in school learning how to do their
job, and while most business owners can handle 80% of their business transactions, the other 20% that
gets mis-handled can get you into real hot water. Plus most people don’t really find bookkeeping to be a
fun activity, so why spend time on it when that time could be better spent on income-producing
activities?

That does not mean you shouldn’t pay attention to your books, even if you outsource the actual
bookkeeping. It's your money and you need to understand what is happening with it!

Some thoughts on the “Fear of Finance” from which many business owners suffer: people often start
their own business to pursue their passion and do work that they love. They hope to make money at it
but will tell you that they aren’t doing it for the money. Well, if you are in business, according to the IRS,
making a profit is, by definition, a goal. Even if money isn’t your first priority, you have to admit it comes
in handy. Money is often associated with greed, but in reality money is just the ultimate barter system.
It represents the value of the goods and services you provide or obtain, and is a lot easier to move
around than trying to swap the goods or services that you provide for the goods and services that you
need. Have you ever tried to barter with your mortgage company? Money is just an easy and universal
way to exchange value. So if you think you are providing value to your customers, charging for that value
should come naturally, and if they truly value it, they should be willing to pay for it. That’s also a good
basis for your business model—if you are providing a service or product that people say they want but
aren’t actually willing or able to pay for, then you don’t have a viable business.

Why Do You Need to Keep Books?
Why do you need to keep books for your business? There are several good reasons:

e Tax preparation. As a business owner, you will find you will need to pay various types of taxes.
A bookkeeping system is necessary to accurately file tax returns and pay taxes. Some types of
taxes are:

o Income Tax. This is the “biggie”. The type of tax return you will need to file depends on
the form of ownership you have set up for your business. But whatever return you need
to file, you will need comprehensive set of books to accurately file income taxes.



= |fthere is any question in the IRS’s mind about whether or not your business is
actually a business, a well-maintained set of books is one of the things they will
look for.

o Sales Tax. If you operate in a state that has sales tax, you need to track your taxable and
non-taxable sales and collect, report and deposit the appropriate taxes.

o Payroll Tax. If you have employees, you will need to withhold taxes from your
employees’ checks and deposit them along with the employer’s share of payroll taxes.
You will also need to prepare quarterly and annual payroll tax returns.

o Property Tax. You will probably be paying property taxes on your business equipment,
and will need to track your equipment purchases and dispositions.

e Presenting Financial Data to Others. There could be several reasons for this, including:

o Obtaining Credit. If you need to obtain a business loan or establish a line of credit, you
will need to present an accurate set of financial statements

o Professional Organizations. You may need to submit a summary of your financial
situation.

o Selling Your Business. If, at some point, you decide to sell your business, the buyer will
undoubtedly examine your books with a fine-tooth comb to see what they are getting
into.

e Internal Management. This one of the most overlooked reasons, but probably the most
important for the success of your business!

o Plan for profitability and track your results

o Setup abudget

o Establish and track financial metrics

Once you know why you are setting up a set of books, it becomes easier to decide on what system you
need to set up. There are a lot of “do-it-yourself” systems out there, but if you don’t have a strong
background in bookkeeping or accounting, it makes sense to engage an accountant or bookkeeper to
help set up the books and the systems to maintain them. It also makes sense to talk to your tax preparer
about what they will need from you to prepare your tax return, and keep those needs in mind when
designing the system.

Before setting up your system, here is a very sound bit of advice: KEEP YOUR BUSINESS AND PERSONAL
FINANCES SEPARATE! This means that your business has its own checking account (and credit card if you
will be using one). There are ways to get funds into and out of your business books, but if your checking
account is a hodge-podge of personal and business transactions, it will be next to impossible to get an
accurate set of financial statements. The IRS also takes a dim view of this when determining if you are
really in business or just engaging in a hobby that involves financial transactions, so run your business
like a business!

©In Balance Bookkeeping Service 2015 Page 5



Chapter 2 Bookkeeping Systems

There are various types of bookkeeping systems available, ranging from very simple to very complicated.

The first consideration is whether you need a single-entry system or a double-entry system.

Single-Entry Accounting. This system is appropriate for only the simplest forms of business. It
does not involve debits and credits (the basis of double-entry accounting), and there is no
balanced set of books. In this system, you just record receipts and expenses. This system
focuses on the profit and loss, and not the balance sheet. Since it doesn’t result in a balanced
set of books, there is no guarantee that it is accurate. While it can work for a very small
business, if the business is going to grow, consider using double-entry accounting right from the
start.

Double-Entry Accounting. This is the traditional accounting system where every transaction has
2 sides—a debit and a credit (more about this later). This system is self-balancing and forces a
degree of integrity on the data entry. Both a profit and loss and a balance sheet can be
produced from this system.

This book is going to focus on the results you get from a double-entry system.

Once you've decided on single-entry or double-entry accounting, you need to pick the actual system.

There are a lot of systems out there, but the ones | usually see are:

Manual Ledgers. This is the old-style system | learned way back in school where you write down
entries in paper ledger books. There are ledgers for both single- and double-entry systems. In a
double-entry system, you would enter debits in one column and credits in another, and add up
the columns to balance them. These systems work but an automated system makes things much
easier.

Spreadsheet. Many people develop their own Excel spreadsheets, or use a template designed by
someone else. A step up from a manual ledger, but still not a comprehensive bookkeeping
system.

Accounting Software. This is the choice of most businesses, and they range from very simple to
very complex.

o Simple systems, often free, like FreshBooks™ perform many of the accounting tasks
such as billing your customers and paying your vendors, and may balance your
checkbook, but still aren’t full double-entry systems.

o Consumer systems such as most versions of QuickBooks. These are not as full-featured
as high-end enterprise accounting systems but fit the bill for most businesses. Some
popular brands are QuickBooks™, Sage™, and AccountEdge™.

o Enterprise systems, used by larger companies, are very full-featured. They are designed
for multiple users and often have separate modules for various accounting functions,
such as Accounts Receivable, Sales, etc. Usually more complex and more expensive
than needed by a truly small business.
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When selecting your system, consider what your accounting needs are. Some features you may need to
look for are:

e Payroll. This is usually a separate add-on to a software package.

e Inventory tracking. If you maintain inventory, you should discuss with your bookkeeper and tax
preparer how you want to track it. This can be far more complex than it appears, especially if
you do any sort of manufacturing. If you decide to track inventory, be prepared to put in the
time to do it correctly. This is one of the areas where business owners can get into trouble with
the bookkeeping.

e Sales tax tracking. If you collect sales tax on products you sell, check for a system that can
accurately track it and provide the information you need to report it.

e The list of features goes on and on. Have a good idea of how your business is going to operate
and discuss the money flow with your bookkeeper so you can shop for and set up the
appropriate system.

And finally, you need to consider whether your computerized system will be a desktop version or an
online version. Desktop versions tend to have more functionality and may be faster and easier to use,
and can be less expensive in the long run, while online versions have more limited functionality, may
have some awkward navigation, and involve a monthly fee. However, they are accessible by multiple
users at the same time and from various locations, you don’t need to worry about versions, and your
data is generally backed up for you. Desktop software usually has a new version come out every year,
and while you can continue to use your old version, at some point features such as payroll and bank
downloads will go out of support life and won’t work anymore. For example, you will need to buy a new
version of QuickBooks every 3 years if you use payroll or bank downloads. The online software is always
the latest version.
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Chapter 3 The Building Blocks of a Double Entry System

Chart of Accounts

The first thing to do when setting up your bookkeeping system is to develop your Chart of Accounts.
These are the “buckets” or categories your money goes into. They are the basis of your financial
statements. There is a standard format for the types of accounts, and they are used to build your
financial statements: the Balance Sheet, and the Profit and Loss.

The Format:

e Balance Sheet Accounts

o Assets. A simple definition of an asset is that is something that a business owns. An
asset will increase the net worth of a company. Keep in mind that this is a very simple
explanation. Assets can be subdivided:

=  Current Assets—these are assets that can be converted quickly to cash, usually
within 1 year. They include things like cash, accounts receivable, and inventory

=  Other Assets—These are assets that can’t be converted easily to cash, such as
Fixed Assets or Notes Receivable that aren’t due for more than a year.

o Liabilities. The simple definition of this is that it is something the company owes.

Liabilities reduce the net worth of a company. These can also be subdivided:
=  Current Liabilities—liabilities that will be paid within the year. This can include
Accounts Payable, Sales Tax Payable, Payroll Taxes Payble, and Credit Cards
Payable. It also includes the portion of a loan that is due within the year.
=  Long-Term Liabilities—liabilities that are due in more than a year. This can
include notes payable, and the portion of a loan that is not due for more than a
year.

o Equity. The equity section of the balance sheet represents the net worth of a business.
The accounts used depend on the type of business. A business that is a sole
proprietorship will have a different set of equity accounts than a corporation. It includes

= jnitial investments in the business

=  additional amounts invested by the owners

= retained earnings (earnings from prior years)

= current year’s net income.

= |tis reduced by amounts taken out of the business b y owners (draws,
distributions, or dividends).

o The Balance Sheet is called that because it balances. The equation is: Assets = Liabilities
plus Equity.

e  Profit and Loss (Income Statement) Accounts

o Revenue—this is money coming in from business operations (sales), reduced by

discounts and allowances granted.



o Cost of Goods Sold—the cost of producing the items to be sold. This can be purchases of
items for resale, or the cost of materials and labor to produce items that are
manufactured.

o Expenses—This section is for normal operating expenses, such as rent, payroll, supplies,
licenses and permits, etc.

o Other Income—This is for income that doesn’t result from normal business operations,
such as interest on savings accounts

o Other Expense—This is for expenses that don’t result from normal business operations,
such as tax penalties.

The actual accounts that you set up in each of these categories will depend on your business. Most
software programs will offer a template that you can use for your particular industry, but it is very
uncommon to use those templates as they are set up. Generally a template is selected, and then
customized to fit the particular business.

Use some care when setting up your chart of accounts. It should be kept as simple as possible while still
giving you meaningful financial reports. A common error is to set up an account for each vendor in the
expense section. For example, if you buy office supplies from Acme Office Products, you will set up an
account called Office Supplies that will be used to track office supplies no matter what vendor they are
purchased from. Acme Office Products will be set up as a Vendor in your program so that you can track
purchases from them using different reports, but you will not set up an account in your Chart of
Accounts called “Acme Office Products.” Accounting programs have “lists” for vendors, customers,
employees, etc. A transaction booked to an account can also be tagged to a name on one of those lists,
so you can filter transactions by the names on those lists to get information by vendor or customer.

©In Balance Bookkeeping Service 2015 Page 9



Chapter 4 Financial Reports

Financial reports summarize the financial activities of your business. They are the “products” of your
accounting system. There are a lot of reports available through most accounting software packages, but
let’s take a look at the most basic financial reports.

Income Statement (Profit and Loss)

The income statement reports activity in the Income Statement accounts (see earlier section on “Chart
of Accounts”) for a specified time period. It reports revenue, cost of goods sold, and expenses. It nets
out that activity to report your net profit or loss.

Let’s take a minute to define “income” and “expense”. Income, or revenue, is the money received as a
result of your business operations. This includes sales of products and services. It does not include all
money coming in. Funds can come from sources such as owner investment and loans, which are
reported on the balance sheet. Expenses include money spent on business operations. It doesn’t include
owner withdrawals or the principal portion of loan payments, for example. These are also reported on
the balance sheet. That means that Net Income does NOT necessarily relate to cash flow. There is a cash
flow report (described later) that starts with net income and then makes adjustments for transactions
that affect cash but are not reported on the profit and loss.

Your profit and loss can be set up to compare your actual results to your budgeted reports. Coming from
the corporate world, I’'m accustomed to spending a LOT of time developing budgets and comparing
actual results to those budgets. | was surprised when | started doing books for small businesses to find
out how many business owners don’t develop budgets for their business. Often they have developed
some sort of budget to obtain financing, or because they dutifully prepared a business plan that
included some sort of budget, but those budgets often don’t represent what is really going to happen. |
strongly recommend setting up a budget to forecast what you think your financial results are going to
be! You might want to work with your bookkeeper or accountant on this, as they will likely have some
experience in some costs you may encounter that you may not anticipate. That budget can be entered in
your accounting software so that you can compare actual results to the budget, allowing you to make
adjustments throughout the year. The adjustments may be to change your spending patterns, or even to
adjust your budget if you discover that your projected results were unrealistic.

Balance Sheet

A balance sheet is a “snapshot” of your financial position at a particular point in time. While your Profit
and Loss reports activity over a period of time, the balance sheet shows you what you own, what you
owe, and your net worth at a specified date.

Statement of Cash Flows

The statement of cash flows reports the sources and uses of cash during a certain period. It starts with
the beginning cash balance and slows the ins and outs to arrive at the ending cash balance. This is not
the same as the Profit and Loss! The Profit and Loss only explains changes due to activity in the profit



and loss accounts. It doesn’t include money invested or withdrawn by the owner, money coming in
through loans or repayment of loans, purchases of capitalized equipment, and if the business is on the
accrual basis, it doesn’t include sales made on credit that haven’t been paid for (Accounts Receivable).
Those are just some examples—there are many other transactions that can affect cash that aren’t
reflected on the Profit and Loss.

A typical format for the Statement of Cash Flows starts with the Net Income figure from the Profit and
Loss, and then reports activity that affects Cash that is not reflected in the Net Income figure. These are
broken into these categories:

e QOperating Activities—Identifies items on the Profit and Loss that do not affect cash balances,
such as changes in Accounts Receivable or Accounts Payable

e Investing Activities—identifies the use of funds to purchase items that are reported on the
balance sheet, such as capital equipment and investments

e Financing Activities—reports activities relating to loans and changes in equity (dividends or
owner investments and draws, for example)

e Supplemental Information—Reports items that affect cash that are not reflected in Net Income
and don’t fall into any of the other categories listed above.

Accounting Worksheets
The following reports are often requested and used by accountants to review account balances and
activity, but are not typically part of the monthly reporting package.

Trial Balance

The Trial Balance is a worksheet that shows the ending balance of all accounts in the general ledger as of
a specific date. There are columns for debits and credits, and the total of those columns should match.
Typically, the Profit and Loss accounts will show activity for the year, and amounts booked to those
accounts for prior years will be reflected in the equity section retained earnings account.

General Ledger
The General Ledger shows the detail of activity in all accounts for a specified period of time.

Debits and Credits

The reports listed above will report balances based on the transactions booked into each account.
Transactions in a double-entry system always have 2 sides—a debit and a credit of equal amounts, so
the transaction “balances” or nets to zero. A complex transaction may have more than 2 line items with
various debit and credit amounts, but the debits and credits will always be equal.

Debits and credits will affect different types of accounts in different ways:

e Asset Accounts—a debit will increase an asset account and a credit will decrease it
e Liability Accounts—a debit will decrease these accounts and a credit will increase it
e Owner Equity— a debit will decrease these accounts and a credit will increase it

e Income Accounts—decreased by debits and increased by credits
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e Cost of Sales—increased by debits and decreased by credits
e Expenses—increased by debits and decreased by credits

Let’s take a sales transaction as an example. You sell an item for $100 and are paid in cash. The
transaction is:

Dr (abbreviation for “debit”) Cash $100 (a Balance Sheet account)
Cr (abbreviation for “credit”) Sales $100 (an Income account)
So now you have increased Cash and also increased Sales.

Some Accounting History: the terms “debit” and “credit” were first used by Venetian Luca Pacioli in his
1494 work “Summa de Arithmetica, Geometria, Proporioni et Proportionalita”, one section of which was
devoted to the double-entry bookkeeping system used in Venice during the Renaissance. This system is
still fundamentally the same system used today. Nobody is exactly sure how the words “debit” and
“credit” came to be used, but one theory is that they came from Pacioli’s use of “debere” (to owe) and
credere (to entrust).

Journal Entries

A journal entry is the recording of a transaction. It is how transactions are recorded in a double-entry
bookkeeping system. In a journal entry, the debits and credits must always equal. Bookkeeping systems
such as QuickBooks™ may use forms for data entry the make the data entry process easier, but a journal
entry is being created in the background when the forms are used.
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Chapter 5 Data Entry

Now you have some knowledge of what happens in a set of books. How does the information get into

the books in the first place?

Source Documents
Transactions affecting your books are captured in various types of source documents. How your

business is set up will affect what those source documents are. Some typical source documents are:

Sales Documents (Z-tapes from cash registers, POS software, industry-specific software,
handwritten receipts, etc)

Loan Documents (to set up and amortize loans)

Purchases/Cash Disbursements (vendor invoices, receipts, etc)

Credit Card Statements

Account Transfers

Bank Statements

Data Entry
There are various ways to enter the transactions reported on these documents:

Manual entry. Somebody sits down with the source documents and manually enters the
transactions into the accounting system
Electronic Downloads: Most accounting software will link to various accounts and allow you to
download the transactions. Generally, you can review these transactions and make corrections
before entering them into the system

o Bank accounts

o Credit card accounts

o Outside software (sales, inventory, etc.)

Reconciliations
How do you know that everything has been entered? The balance sheet accounts should be reconciled

on a regular basis to help make sure that all activity has been captured. “Reconciling” an account means

that you match the transactions and balances in your software with the amounts reported on the source

document.

Bank Accounts

Credit Card Accounts

Loan Accounts—also a check to make sure that the interest and principal portions of payments
are reported correctly

Accounts Receivable and Accounts Payable should also be reviewed regularly for correctness and to

ensure your collection and payment processes are effective.



When reconciling an account, you want to not only make sure everything on the statement is in your
accounting records, but if you have something in your accounting records that doesn’t show up on the
statement, that needs to be investigated and cleared up as well.
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Chapter 6 Other Considerations

Payroll

If you have employees, you will need to calculate payroll accurately, including employee deductions and
employer’s taxes, make timely payroll tax deposits, and file state and federal payroll tax returns. While
this can be done manually, it’'s MUCH simpler and more accurate to either use payroll software (such as
Quickbooks payoll) or use a payroll company. If payroll isn’t reported and paid correctly to tax agencies,
the penalties and interest can add up quickly, so software or payroll services are well worth the cost to
keep compliant with the regulations and avoid the penalties.

One note: if you are a business owner and take money out of the business without actually running it
through payroll, this is NOT a payroll expense and it is not deductible as a business expense. It’s a draw
or distribution, depending on your business entity type, and reduces your equity in the business. This is
a standard practice, especially for sole proprietorships where the owner CAN'T be on the payroll, but a
lot of new business owners incorrectly classify their draws as payroll expense.

Sales Tax

If you operate in a state that collects sales tax, you will need to set up your books to correctly calculate,
report, and submit sales tax. Accounting software can do this for you. Make sure you understand your
state’s rules and rates, and if you do business out of state, you will need to understand how that affects
your out-of-state sales tax obligations. Sales tax rules can be very complex so do your homework!

Inventory

If you sell a product (as opposed to a service), you may need to track inventory. This is an accounting
area that is far more complex than it appears! Most accounting software has an inventory tracking
feature, but unless scrupulous attention is paid to the entries, you are likely to create more problems
than you solve. There are other options for small businesses. | usually recommend that a physical count
be performed periodically, and a manual inventory adjustment be made based on that count. This
doesn’t give the ongoing management reporting that a well-maintained inventory system will provide,
but | have rarely seen a small business correctly maintain the inventory tracking system, usually resulting
in wildly inaccurate reporting. If you really need to track inventory, make sure you understand your
tracking system and then be diligent about entering data correctly. If your process is complex (you
manufacture a product, for example) you may need an add-on inventory application to get the results
you need from your software.



Chapter 7 Financial Ratios

What are Financial Ratios and Why Do You Need Them?

Financial Ratios are indicators of a firm’s performance and financial situation. They are usually derived
from the information on a business’ financial statements. Banks will look at these when considering
making a loan, investors are interested in these and, most importantly, you as the business owner need
to be interested in these as well to check on the health of your business! If the ratios aren’t acceptable,
you know it’s time to make some sort of course correction

Getting into all the details of all the ratios used in business is beyond the scope of this book. Following
are some of the most basic ratios, how they are calculated, and a quick description of what they mean.

Liquidity Ratios
e Current Ratio. This is the ratio of Current Assets / Current Liabilities. Lenders like a higher
number for this ratio as it is a safety indicator. But if the number is high, it also means that you
may be under-utilizing your assets.
o Current Assets / Current Liabilities
e Quick Ratio. One drawback of the Current Ratio is that it includes inventory, which is a current
asset but may not be all that liquid (easily converted to cash). The Quick Ratio takes inventory
out of the picture and is calculated as
o (Current Assets — Inventory)/Current Liabilities
e Cash Ratio. The most conservative ratio to determine liquidity.
o (Cash + Marketable Securities) / Current Liabilities

Asset Turnover Ratios
These ratios determine how well the business utilizes its assets

e Receivables Turnover. How quickly the business collects its accounts receivables
o Annual Credit Sales / Accounts Receivable
e Inventory Turnover. As the name indicates, this indicates how often the business turns over its
inventory. Different types of businesses have different turnover ratios. Inventory with a limited
shelf life or potential for obsolescence obviously needs to turn over more quickly. Generally, the
higher the turnover, the lower the gross profit margin can be.
o Cost of Goods Sold / Average Inventory

Profitability Ratios
These measure the success of a firm at generating profits.

e Gross Margin

o (Sales — Cost of Goods Sold) / Sales
e Return on Assets

o NetIncome / Total Assets



e Return on Equity
o Net Income / Shareholder Equity
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Chapter 8 Hiring an Outside Bookkeeper

Working With a Bookkeeper
If you decide to outsource your bookkeeping, how does that work? What will they do and what should
you expect? How do you know if they’re doing a good job?

Your bookkeeper’s primary job is to maintain your financial records to prepare financial statements.
This includes reconciling balance sheet accounts such as bank accounts and credit card accounts. They
may do all the bookkeeping, or you may do some of the data entry and they may just come in
periodically and review, correct and reconcile the books. Other tasks they may perform, depending on
your particular business, can include:

e Payroll preparation (including submitting payroll tax deposits and preparing payroll tax returns)

e Sales tax reporting and paying

e 1099-MISC Reporting. Form 1099-MISCs are required by the IRS to be issued to vendors who
provide $600 or more in services to your firm during the year, as well as various other
transactions. A copy of the form is sent to the IRS. It serves the same purpose as a W-2 issued to
an employee—it lets the IRS know that vendor has received income that needs to be reported
for tax purposes. There is an exception to the requirement if the vendor is a corporation.

e Maintaining Accounts Receivable (billing, posting payments, reviewing outstanding balances)

e Maintaining Accounts Payable (posting bills from vendors, paying, reviewing outstanding
balances)

e Tracking cash flow.

You should NOT expect your bookkeeper to:

e Provide tax advice (you need a tax professional)

e Solve your cash flow problems. They can provide information to assist you but it is not up to
your bookkeeper to make your cash flow problems disappear!

e Catch every mistake. Of course, your bookkeeper should exercise diligence in maintaining your
books, but if you are entering data in your system and you misclassify something, they may not
catch it every time, especially if it doesn’t create a glaring error in the financial statements.

e Read your mind. If you don’t understand the reports you are receiving from your bookkeeper, or
if you have something unusual happening in your business that will affect the bookkeeping (a
new loan, a new business venture, etc), let them know!

While your bookkeeper needs access to your financial data, including quite a bit of sensitive data, |
recommend against actually allowing them to spend your money, with the exception of scheduling tax
deposits through a tax agency. This means not giving them signature authority on your bank account,
allowing online access to your bank account if it means they can transfer funds or pay bills, or giving



them access to your credit card (unless you can give them an employee card with an appropriate limit,
and even then you should keep your eye on the activity). Most bookkeepers are honest but there are a
few that are not. One of the components of the Fraud Triangle (components that lead to fraudulent
behavior) is “opportunity”. Don’t provide an opportunity for fraud by giving access to your money! (By
the way, the other two components are “perceived financial need” and “rationalization”.) As a
professional bookkeeper, | won’t allow myself to be made a signer on a client’s bank account or have
access to their credit card. This gives me some protection against suspicion if my client suspects
fraudulent activity on any of their accounts.

You should have a system of internal controls set up to monitor the bookkeeping activity. Your
bookkeeper should provide you with financial statements at least quarterly, and monthly is better.
Review these for reasonableness and accuracy. Review your bank and credit card statements along with
the reconciliation reports. A bookkeeper may not recognize unusual or fraudulent activity and will
simply book it as an expense in your bookkeeping system. If you have business loans, review the balance
shown on the balance sheet with the balance on the loan statement. Your bookkeeper should reconcile
these accounts monthly, the same as the bank and credit card statements. You should understand all
the balances shown on the balance sheet, and monitor activity in the equity accounts. It’s a good idea to
develop a checklist of items to review—this will speed up your review process and make it easy for your
bookkeeper to know what to provide for the review.

Selecting a Bookkeeper

Once you have decided to engage a bookkeeper, how do you go about finding one? Your tax preparer or
a fellow business owner may be able to recommend somebody. Most major software providers (such as
Intuit or Sage) have listings of bookkeepers on their websites, along with a profile of their level of
expertise and areas of specialty. There are some online listings (such as bookkeepinghelp.com), and of
course there are always the yellow pages.

When you start your search, take some time first to identify your needs. Do you want monthly reports
for management purposes? Are you only concerned with providing your tax preparer with reports for
tax preparation? Do you need payroll services? Do you need to file sales tax returns?

What should you look for? Here are some things to check on:

e Education/Certification. Many bookkeepers don’t have a college degree, but it’s good to have
some training or certification. Many junior colleges or professional organizations (such as the
American Institute of Professional Bookkeepers or the National Association of Certified Public
Bookkeepers) have training and certification programs. Many bookkeepers hang up their shingle
based on their on-the-job experience, but this isn’t as comprehensive a training as going
through one of the educational programs. Certification is an additional sign of commitment to
the craft. There is no certification requirement for bookkeepers, but knowing that your
candidate has taken the time and trouble to get certified is a good sign. If you use a particular
software package, also look for training and certification in that software.
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e Experience. Training is good but experience is also valuable. Look for a combination of training
AND experience. Experience in the accounting department of a large company, where the
books are reviewed and audited regularly by those in the know, will help a bookkeeper
appreciate an accurate and clean set of books.

e Area of expertise. Not all bookkeepers specialize, but if you are in a unique industry you should
look for someone with intimate knowledge of how to account for that activity

e Length of time in business. Most bookkeepers work for someone else, then go into business for
themselves. As you know, there is a learning curve when going into business, so you may want
to look for someone who has been in business for themselves for a year or so and has their
processes established.

e Recommendations/Referrals. You can ask the bookkeeper to provide referrals. Of course, they
will only give you names of people who will give them glowing recommendations, but at least
they can come up with those names!

e Work Style. How do you like to work with others? Do you like someone who is warm and fuzzy,
or cool and professional? You will be discussing your finances with this person, and often
accounting terminology can sound like a foreign language, so be sure you can communicate with
the person in a way that feels comfortable to you.

e Method of Working. Do you need someone to come to your place of business, or can the work
be done remotely? There are so many ways of working remotely that many bookkeepers (me
included) now only work from their office and don’t go to customer sites. If you really feel that
the bookkeeper needs to come to you, make sure that is understood up front.

e Availability. Does the person have the time in their schedule to do your work? Do they have
regular office hours, or do they rely on voicemail and email for communication? If the latter, are
they committed to returning calls and emails within a specified time period, such as one
business day?

e Price. This is a consideration, but it shouldn’t be your only criterion! A bargain bookkeeper is
usually no bargain. If you find someone who is well qualified and has glowing recommendations,
expect to pay a higher price. If they charge by the hour, the person with the higher rate is likely
to have the experience and tools to get the work done faster and more accurately, and may be
less costly in the long run.
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Chapter 9 Conclusion

Now you have some basic knowledge of what it takes to set up and maintain a set of books for your
business! | wish you the best of luck on your new endeavor. Remember that keeping a close eye on the
bottom line, and having a sound financial plan, will help you to make your business a success.



Chapter 10 Business Scenario
Jim is starting a new business selling widgets. Some of the important information to consider when
setting up his bookkeeping system are:

e Jim will operate as a sole proprietor

o He will buy widgets and resell them without altering them in any way

e Widgets cost $1.50 each and will be sold for $2.25 each

e Sales tax of 8.75% will be collected on sales and will be paid to the state monthly.

e Jim will use an inventory tracking system. This means that purchases of goods for sale will be
booked to an inventory (asset) account, and as the units are sold, they will come out of
inventory and be booked to cost of goods sold.

e His suppliers will sell him the widgets and give him 30 days to pay.

e He will accept cash and credit cards

e Jim will rent space in a building at $750 per month, with a $750 security deposit. The security
deposit is refundable if he leaves the space in good condition when he is done with it.

e He will invest $25,000 of his own money in the business

e He will buy stores fixtures (counters, shelves, etc) costing $10,000. He will pay for half of it with
the money he has invested, and finance the rest over 3 years at 8% interest. Since this loan will
not be paid off within the current year, it is classified as a long-term liability. NOTE: since some
of the loan will be paid off within a year, part of this will periodically be reclassified as the
“current portion of long-term debt.” This is done so that some of the standard business metrics
will be accurate.

e He will also buy computer equipment costing $2,500 that he will pay off over 1 year at 5%
interest. Since it will be paid off in 1 year or less, it is classified as a current liability.

e Jim has a business credit card that he will pay off monthly.

e Jim will not have any employees.

Based on these facts, Jim sets up this chart of accounts in QuickBooks:
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Jim's Widget Shop
Account Listing

December 1, 2015

Account

Checking Account
Accounts Receivable
Inventony

Inventory Asset
LUindeposited Funds
Accumulated Depreciation
Computer Equipment
Furniture and Fixtures
Rent Security Deposit
Accounts Payable

Credit Card

Computer Loan

Current Portion-Long Term Debt
Sales Tax Payable

Fixture Loan

Opening Balance Equity
Owner Investment
Owners Draw

Cwners Equity

Sales

Shipping and Delivery Income
Cost of Goods Sold
Freight and Shipping Costs
Merchant Account Fees
Advertising and Promaotion
Automobile Expense
Bank Service Charges
Computer and Intermet Expenses
Depreciation Expense
Dues and Subscriptions
Insurance Expense
Interest Expense

Meals and Entertainment
Office Supplies

Postage and Delivery
Professional Fees

Rent Expense

Repairs and Maintenance
Telephone Expense
Travel Expense

Utilities

Ask My Accountant

Type

Bank

Accounts Receivable
Other Current Asset
Other Current Asset
Other Current Asset
Fixed Asset

Fixed Asset

Fixed Asset

Other Asset
Accounts Payable
Credit Card

Other Current Liability
Other Current Liability
Other Current Liability
Long Term Liability
Equity

Equity

Equity

Equity

Income

Income

Cost of Goods Sold
Cost of Goods Sold
Cost of Goods Sold
Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Expense

Other Expense

The following entries are recorded in January to get the business set up. Jim will be open for sales

starting February 1.

Record initial investment:

o

o

Debit (dr) Checking Account

Credit (cr) Owner Investment

$25,000

$25,000
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e Pay first month’s rent and security deposit

o Dr Rent Expense $750

o Dr Rent Security Deposit $750

o Cr Checking Account $1,500
e Record purchase of store fixtures

o Dr Furniture and Fixtures $10,000

o Cr Checking Account $5,000

o Cr Fixture Loan $5,000
e Record purchase of computer equipment

o Dr Computer Equipment $2,500

o Cr Computer Loan $2,500
e Purchase 5,000 widgets for resale

o DrlInventory $7,500

o Cr Accounts Payable $7,500
e Purchases office supplies using credit card

o Dr Office Supplies $400

o  CrCredit Card $400

At the end of January, Jim runs financial reports. He has had some expenses but so far, no income, so his
Profit and Loss shows a net loss.

e Profit and Loss
Jim's Widget Shop

Profit & Loss
January 2015

Jan 15
* Ordinary Income/Expense
¥ Expense

Office Supplies ] 400.00 4

Rent Expense 750.00

Total Expense 1,150.00

Het Ordinary Income -1,150.00

Net Income -1,150.00

o
e Balance Sheet
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Jim's Widget Shop

Balance Sheet
As of January 31, 2015

Jam 31, 15
Total Checking/Savings 18,500.00
¥ Other Current Assets
Inventory Asset 7,200.00
Total Other Current Assets 7,500.00
Total Current Assets 26,000.00
¥ Fixed Assets
Computer Equipment 2,500.00
Furniture and Fixtures 10,000.00
Total Fixed Assets 12,500.00
¥ Other Azzets
Rent Security Deposit 720.00
Total Other Assets 750.00
TOTAL ASSETS 39,250.00
* LIABILITIES & EQUITY
¥ Liabilitie=s
* Current Liabilities
¥ Accounts Payable
Accounts Payable 7,500.00
Total Accounts Payable 7,200.00
¥ Credit Cards
Credit Card 400.00
Total Credit Cards 400.00
¥ Other Current Liabilities
Computer Loan 2,500.00
Total Other Current Liabilities 2,500.00
Total Current Liabilities 10,400.00
* Long Term Liabilities
Fixture Loan 5,000.00
Total Long Term Liabilities 5,000.00
Total Liabilities 15,400.00
¥ Equity
Orwrmer Investment 25,000.00
Het Income -1,150.00
Total Equity 23, 850.00
TOTAL LIABILITIES & EQUITY 39,250.00

o
e Statement of Cash Flows
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o

Cash flow is usually one of the most, if not THE most, important issue for most small
business owners. This report starts with Net Income/Loss from the Profit and Loss
Statement and then adds and subtracts activities that affect cash but aren’t reflected in
Net Income—in other words, items that affect balance sheet accounts. It can be
confusing because it often includes transactions that didn’t affect cash—below you can
see adjustments for inventory and accounts payable. These offset and were part of the
same transaction (purchasing inventory on credit) and no cash was involved—but it still
shows up as offsetting adjustments on the report.

Jim's Widget Shop
Statement of Cash Flows
January 2015

Jan 15
 OPERATING ACTIVITIES
Het Income ] -1,150.00 4
¥ Adjustments to reconcile Het Income
¥ to net cash provided by operations:
Inventory Asset -7,500.00
Accounts Payable 7,500.00
Credit Card 400.00
Computer Loan 2,500.00
Net cash provided by Operating Activities 1,750.00
T INVESTING ACTIVITIES
Computer Equipment -2,500.00
Furniture and Fixtures -10,000.00
Rent Security Deposit -750.00
Net cash provided by Investing Activities -13,250.00
* FINANCING ACTIVITIES
Fixture Loan 5,000.00
Orevner Investment 25,000.00
Net cash provided by Financing Activities 30,000.00
Net cash increase for period 18,500.00
Ca=sh at end of period 18,500.00

On February 1, Jim opens his doors and starts doing business. During the month, the following occur:

e Jim sells a total of 4,000 widgets at $2.25

O

e}

O

2,500 were sold to people using credit cards

1,500 were sold to people using cash

$146.81 of the credit card sales wasn’t deposited in the bank until the first part of
March

$97.88 of the cash sales wasn’t deposited until the first part of March

©In Balance Bookkeeping Service 2015 Page 26



o Sales tax was collected on all sales
e Jim buys another 6,000 widgets for inventory
e The vendor is paid for the first shipment of widgets
e Rent is paid for February
e The credit card is paid off
e The loan payments are made:
o Fixture Loan
*  Principal $192.80
* Interest $33.33
* Total payment = $226.14
o Computer Loan
=  Principal $203.60
* |Interest $10.42
» Total payment = $214.02
e The utility bill of $150.00 is paid
e The phone bill of $120 is paid
e Jim writes a check to replace a damaged store case--$85
e Jim charges $250 of office supplies on the office credit card
e At the end of the month, to celebrate his first month in business, Jim takes several of his friends
to the local pub and puts the tab of $278.59 on his credit card. While business meals and
entertainment can be 50% deductible as a business expense, there was no business conducted
at the celebration and no customers were invited. This is booked as an owner draw and not as a
business expense. Too bad, Jim!
e Here is a list of the journal entries that were created in February to records the transactions
listed above:
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3209 AM Jim's Widget Shop

120215 Journal
February 2013
Trans # Typs Date Hams MEmo Account Dbt Credit

T Gales Recelpt o&2aens -MULTIPLE- Undeposited Funds 5.542.81

February salkes Sales a8,775.00

Febnuary sales Inventory Asset 5,850.00
Febnuary sakes Cost of Goods Sold 5.880.00

Franchise Tax Board Sales Tax Sales Tax Payabie TaTa

15.392.81 1559201
& Gales Recelpt [228201E Undepositad Funds 24485

Widgat Sales 22500

Widget Inventony Assat 150.00
Viiogat Cost of Goods Sold 150.00

Franchise Tax Baard Saes Tax Sales Tax Payabie 1959

30459 IB4ED
9 Deposit D2zE1s Dapasi Checking Accourt 3, 76820

Cash Payment Undepositad Funds 3,758.20

3,768.20 3,m58.20
10 Deposit D22Er1s Daposii Checking Account 577461

Creglt Cand Payment Undepositad Funds 577451

5774651 §,774.51

11 Check D201201E  Rental Agency Checking Accourt 750.00
Feantal Agency February rent Rant Expense 750.00

TS0.00 TE0.00

12 BN e B Hamis Company Accounts Payable 5.000.00
Hamis Company Inventory Assat 9,000.00

9,000.00 9,000.00

13 B Pmi -Check 021415 Hamis Company Checking Account 7,500.00
Hamis Company ACCOUNts Payadle 7.500.00

7,500.00 7.500.00

14  Transfer 021415 Funds Transisr Checking Account 400.00
Funds Transier Credit Carg 400.00

400.00 400.00

15 Check D245 Flxture Loan Company Checking Account 6.14
Fltura Loan COmpay Fistura Loan 105D
Fixture Loan Compamy Interest Expense 33.34

225.14 226.14

16 Check D214r2015 Computer Loan Comgpany Checking Accourt 214.02
Compuier Loan Company Computar Loan 203.60
Compuier Loan Comgany Interest Expense 10.42

214.02 214.02

17 Check D245 Checking Accour? 15000
Lelldes 150.00

150.00 150.00

18 Check fzi4ems Checking Accouni 85.00
repalr damaged siore ... Rapairs and Mainte... 85.00

85.00 85100

13 Check fzi4ems Checking Accouni 120.00
Telephone Expense 120.00

120.00 120.00

20 OCredh Card Charge  D2142015 Credit Card 230.00
OfMce Supplies. 250.00

250.00 250.00

21 Credi Card Charge  D2/282015 Cresdit Card 278.50
end of mnin celebratio...  Owners Draw 273.50

278.50 Z78.50

o Note that QuickBooks™ uses a special account called “Undeposited Funds” is debited to
record money received from sales. When the money is deposited, Undeposited Funds is
credited and the bank account is debited. It’s a clearing account that allows grouping of
receipts into a bank deposit that matches the amount that is actually deposited to the
bank and makes reconciling your bank account much easier. If it wasn’t used, each sale
would be recorded as a separate bank deposit. If you recorded 5 sales transactions in a
day, your accounting system would show 5 deposits to the bank, when in reality the
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receipts for those 5 transactions would be deposited as one deposit. Undeposited Funds

lets you batch the receipts into a deposit that matches your bank statement.

Here are the financial statements for February:

e Profit and Loss (including a YTD column)

Jim's Widget Shop
Profit & Loss YTD Comparison

* Ordinary Income/Expense
¥ Income
Sales
Total Income
¥ Cost of Goods Sold
Cost of Goods Sold
Total COGS
Gross Profit
¥ Expensze
Interest Expense
Office Supplies
Rent Expense
Repairs and Maintenance
Telephone Expense
Utilities
Total Expense
Net Ordinary Income

Het Income
e}

e Balance Sheet

February 2015

Feb 15

8,000.00 4
9,000.00

6,000.00
6,000.00
3,000.00

43.76
250.00
750.00

85.00
120.00
150.00

1,398.76

1,601.24

1,601.24

Jan - Feb 15

§,000.00
9,000.00

6,000.00
6,000.00
3,000.00

43.78
650.00
1,500.00
&5.00
120.00
150.00
2,548.76
45124
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Jim's Widget Shop
Balance Sheet
As of February 28, 2015

Feb 28, 15
ASSETS
Current Assets
Checking/Savings
Checking Account 18,597.85
Total Checking/Savings 18,597 .85
Other Current Assets
Inventory Asset 10,50.00
Undeposited Funds 244 80
Total Other Cumrent Assets 10,744.89
Total Cumrent Assets 20,242 34
Fixed Assets
Computer Equipment 2,500.00
Furniture and Fixtures 10,00.00
Total Fixed Assets 12,500.00
Other Assets
Rent Security Deposit 75000
Total Other Assets T50.00
TOTAL ASSETS 42,592 34
LIABILITIES & EQUITY
Liabilities
Current Liabilities
Accounts Payable
Accounts Payable B,000.00
Total Accounts Payable 0,000.00
Credit Cards
Credit Card 52850
Total Credit Cards 528.50
Other Current Liabilities
Computer Loan 2,205 40
Sales Tax Payable TET.50
Total Other Current Liabilities 3,083 90
Total Current Liabilities 1261240
Long Term Liabilities
Fixture Loan 4 807 20
Total Long Term Liabilities 4 BT 20
Total Liabilities 17.418.60
Equity
Owner Investment 25,00:0.00
COwners Draw -X78.50
Net Income 451.24
Total Equity 2617274
TOTAL LIABILITIES & EQUITY 42,592 34
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e Statement of Cash Flows
Jim's Widget Shop

Statement of Cash Flows
February 2015

Feb 15
¥ OPERATING ACTIVITIES
Het Income ] 160124 4
¥ Adjustments to reconcile Net Income
¥ to net cash provided by operations:
Inventory Asset -3,000.00
Accounts Payable 1,500.00
Credit Card 128.50
Computer Loan -203.60
Sales Tax Payable 787.50
Net cash provided by Operating Activities &813.64
 FINANCING ACTIVITIES
Fixture Loan -192.30
Orevners Draw -278.50
Het cash provided by Financing Activities -471.30
Net cash increase for period 34234
Cash at beginning of period 1&,500.00
Cash at end of period 18,842.34
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e Trial Balance
o Thisis included to demonstrate how the net income flows to the balance sheet.

= Note that the trial balance includes all account balances, and the debits and
credits are equal.

= Onthe Profit and Loss, though, the debits and credits are NOT equal, with the
difference between them being the net profit or net loss (if the total credits are
more than the total debits, there is a net profit; if the debits are more than the
credits, there is a net loss).

= The net profit or loss is included in the Equity section of the balance sheet,
which makes the debits and credits on the balance sheet be equal, where there
are not equal on the profit and loss. A net income will increase equity and a net
loss will decrease it.

Here's the balance sheet (note the debits and credits are equal):

Feb 28, 15
Debit Credit Account Type Report
Checking Account 18,597.65 Asset Balance Sheet
Inventory Asset 10,500.00 Asset Balance Sheet
Undeposited Funds 244.69 Asset Balance Sheet
Computer Equipment 2,500.00 Asset Balance Sheet
Furniture and Fixtures 10,000.00 Asset Balance Sheet
Rent Security Deposit 750.00 Asset Balance Sheet
Accounts Payable 9,000.00 Liability Balance Sheet
Credit Card 528.50 Liability Balance Sheet
Computer Loan 2,296.40 Liability Balance Sheet
Sales Tax Payable 787.50 Liability Balance Sheet
Fixture Loan 4,807.20 Liability Balance Sheet
Owner Investment 25,000.00 Equity Balance Sheet
Owners Draw 278.50 Equity Balance Sheet
Sales 9,000.00 Income Profit and Loss
Cost of Goods Sold 6,000.00 Cost of Goods Sold  Profit and Loss
Interest Expense 43.76 Expense Profit and Loss
Office Supplies 650.00 Expense Profit and Loss
Rent Expense 1,500.00 Expense Profit and Loss
Repairs and Maintenance  85.00 Expense Profit and Loss
Telephone Expense 120.00 Expense Profit and Loss
Utilities 150.00 Expense Profit and Loss
TOTAL 51,419.60 51,419.60

o Here it is with subtotals for the balance sheet accounts and the profit and loss accounts. Note the
credits on the Profit and Loss accounts are more than the debits by $451.24, resulting in that
amount of net profit. Also note that this is the total for the year, not just the month of February; the
“Net income” shown on the balance sheet is always the amount for the current year.

Feb 28, 15
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Account

Checking Account
Inventory Asset
Undeposited Funds
Computer Equipment
Furniture and Fixtures
Rent Security Deposit
Accounts Payable
Credit Card

Computer Loan

Sales Tax Payable
Fixture Loan

Owner Investment
Owners Draw

Sales

Cost of Goods Sold
Interest Expense

Office Supplies

Rent Expense

Repairs and Maintenance
Telephone Expense
Utilities

Debit Credit Net

18,597.65

10,500.00

244.69

2,500.00

10,000.00

750.00
9,000.00
528.50
2,296.40
787.50
4,807.20
25,000.00

278.50

42,870.84 42,419.60 451.24
9,000.00

6,000.00

43.76

650.00

1,500.00

85.00

120.00

150.00

8,548.76 9,000.00 -451.24
51,419.60 51,419.60 0.00

Report
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet
Balance Sheet Total
Profit and Loss
Profit and Loss
Profit and Loss
Profit and Loss
Profit and Loss
Profit and Loss
Profit and Loss
Profit and Loss
Profit and Loss Total
Grand Total

o Now take a look at the financial statements. Note that the Profit and Loss shows a year to date net

income of $451.24 and the balance sheet reports that amount in the equity section as well, causing

the balance sheet to be in balance.
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