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Today’s students have different goals, different life experiences, and differ-
ent academic backgrounds, but they are all on the same path to success in
the real world. This diversity, coupled with the reality that these learners
often have jobs, families, and other commitments, requires a flexibility that
our nation’s higher education system is addressing. Distance learning,
shorter course terms, new disciplines, evening courses, and certification
programs are some of the approaches that colleges employ to reach as many
students as possible and help them clarify and achieve their goals.

The Wiley Pathways program, a specially designed suite of services and
content, helps you address this diversity and the need for flexibility. Wiley
Pathways content puts a focus on the fundamentals to help students grasp
the subject, bringing them all to the same basic understanding. Content from
the Wiley Pathways program has an emphasis on teaching job-related skills
and practical applications of concepts with clear and professional language.
The core competencies and skills help students succeed in the classroom
and beyond, whether in another course or in a professional setting. A variety
of built-in learning resources allow the students to practice what they need
to perform and help instructors and students gauge students’ understanding
of the content. These resources enable students to think critically about their
new knowledge and apply their skills in any situation.

Our goal with Wiley Pathways is to celebrate the many students in your
courses, respect their needs, and help you guide them on their way.

LEARNING SYSTEM

To meet the needs of working college students, Wiley Pathways uses a learn-
ing system based on Bloom’s Taxonomy. Key topics in Wiley Pathways
Small Business Accounting are presented in easy-to-follow chapters. The
text then prompts analysis, evaluation, and creation with a variety of learn-
ing aids and assessment tools. Students move efficiently from reviewing
what they have learned, to acquiring new information and skills, to applying
their new knowledge and skills to real-life scenarios.
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Using this learning system, students not only achieve academic mas-
tery of small business accounting topics, but they master real-world skills
related to that content. The learning system also helps students become
independent learners, giving them a distinct advantage in the field, whether
they are just starting out or seeking to advance in their careers.

ORGANIZATION, DEPTH, AND
BREADTH OF THE TEXT

Modular Format

Research on college students shows that they access information from text-
books in a non-linear way. Instructors also often wish to reorder textbook
content to suit the needs of a particular class. Therefore, although Wiley
Pathways proceeds logically from the basics to increasingly more chal-
lenging material, chapters are further organized into sections that are self-
contained for maximum teaching and learning flexibility.

Numeric System of Headings

Wiley Pathways uses a numeric system for headings (e.g., 2.3.4 identifies
the fourth subsection of Section 3 of Chapter 2). With this system, students
and teachers can quickly and easily pinpoint topics in the table of contents
and the text, keeping class time and study sessions focused.

Core Content
Part I: The Foundation of Accounting

Chapter 1, Accounting for Your Business, demonstrates the four basic ac-
counting principles and how to implement them. The chapter includes a
brief analysis of the advantages and disadvantages of each legal form of
business structure. The chapter ends with instructions on how to set up an
accounting system.

Chapter 2, Mastering Debits and Credits, delineates the five main ac-
count types and how they are used. The chapter contrasts and compares the
balance sheet with the income sheet. A chart of accounts is presented along
with the necessary steps to build one.

Chapter 3, Beginning the Accounting Cycle, outlines the steps com-
pleted in an accounting period. The accounting cycle is discussed from a
transaction to the closing of the books. The book of original entry is defined
as is the book of final entry. Finally, the chapter explores the importance of
creating an efficient filing system and how to determine what records need
to be stored and for what length of time.
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Part Il: Accounting for a Service Business

Chapter 4, Journalizing Transactions, introduces readers to the concept of
using journaling to organize transaction information. Recording sales and
purchases is covered in detail including an examination of assets, liabilities,
revenue, and expense. The chapter concludes with a discussion of the ac-
counts payable and accounts receivable.

Chapter 5, Posting Transactions and Preparing a Trial Balance, outlines
the steps for posting transactions in a manual accounting system. In addi-
tion, the computerized transactions are also reviewed. Finally, the chapter
covers a method for finding errors in your books as well as how to produce
a trial balance.

Chapter 6, Adjustments and the Worksheet, examines how to create and
use a worksheet. The chapter profiles the reasons why a small businessper-
son would need adjustments to their worksheets. The chapter concludes
with a detailed account of how to use a completed worksheet to compute
the business’s bottom line.

Chapter 7, Financial Statements and the Closing Process, compares an
income statement with a statement of owner’s equity, and a balance sheet.
Each of these statements displays the financial health of a company from a
different perspective. The necessary steps in preparing a balance sheet are
also outlined. Finally, the chapter offers a discussion on why some accounts
are closed out to zero and others stay open.

Part llI: Basic Accounting Procedures

Chapter 8, Cash, Banking, and Internal Controls, provides an overview of
the four types of internal fraud and how to guard against each one. Monitor-
ing and protecting the cash that flows in and out of the business is covered.
Finally, the chapter ends with a discussion on how to prevent the theft of
any cash that one must have on hand to run the business.

Chapter 9, Employee Payroll and Deductions, explains what documents
are legally required for hiring employees. The chapter offers an in-depth
review of what taxes must be withheld from employees’ paychecks. A dis-
cussion of how the company benefits, such as health insurance, affect em-
ployees’ earnings concludes the chapter.

Chapter 10, Understanding Payroll Legalities, focuses on the responsi-
bilities of business owners to keep an account of, file, and pay payroll taxes.
The tax returns employers must file are covered in-depth. Creating a system
for maintaining this information and for organizing employee records is
covered. Finally, this chapter ends with an overview of how to find out the
state’s requirements for worker’s compensation and the related taxes.

Chapter 11, Special Journals: Sales and Cash Receipts, is devoted to using
a sales journal to organize transactions and to save time, especially for retail
businesses. In addition, the concept of sales tax is discussed as well as the
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merchant’s responsibilities to collect and remit the sales tax. This chapter
concludes with ideas on how to keep track of accounts receivables and
aging accounts.

Chapter 12, Special Journals: Purchases and Cash Disbursements, dis-
cusses how to use the purchase journal to record merchandise purchases on
credit. In addition, how to calculate the principal and interest on monthly
payments is reviewed. Finally, tools that manage vendor accounts are ex-
plained and demonstrated.

Part IV: Accounting for a Merchandising Business

Chapter 13, Merchandise Inventory, explains how to compute gross profit.
The chapter also differentiates between two systems of inventory with a
discussion on how to record initial cost using both systems of inventory.
Evaluating costing methods for the business is also reviewed in detail. Fi-
nally, the chapter concludes with a discussion of the “lower of cost or mar-
ket rule,” an established accounting principle.

Chapter 14, Adjustments and the Worksheets for Merchandising Busi-
ness, examines the matching principle and how to use it. In addition, gen-
eral ledger accounts are examined and conclusions about the health of a
business are drawn. How to estimate future bad debt and how to bring pay-
roll expenses up to date are reviewed.

Chapter 15, Financial Statements and the Closing Process for a Mer-
chandising Business, assesses how to compute the gross profit percentage.
The principle of COGS, or cost of goods sold, is discussed along with an
explanation of how to zero it out. The chapter concludes with an examina-
tion of the IRS paperwork needed to hire independent contractors as it dif-
fers from the paperwork needed to hire full-time employees.

PRE-READING LEARNING AIDS

Each chapter of Wiley Pathways features a number of learning and study
aids, described in the following sections, to activate students’ prior knowl-
edge of the topics and orient them to the material.

Do You Already Know?

This bulleted list focuses on subject matter that will be taught. It tells stu-
dents what they will be learning in this chapter and why it is significant for
their careers. It also helps students understand why the chapter is important
and how it relates to other chapters in the text.

The online assessment tool in multiple-choice format not only intro-
duces chapter material, but it also helps students anticipate the chapter’s
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learning outcomes. By focusing students’ attention on what they do not
know, the self-test provides students with a benchmark against which they
can measure their own progress. The Pre Test is available online at www.
wiley.com/college/epstein.

What You Will Find Out and What You
Will Be Able To Do

This bulleted list emphasizes capabilities and skills students will learn as a
result of reading the chapter and notes the sections in which they will be
found. It prepares students to synthesize and evaluate the chapter material
and relate it to the real world.

WITHIN-TEXT LEARNING AIDS

The following learning aids are designed to encourage analysis and synthe-
sis of the material, support the learning process, and ensure success during
the evaluation phase.

Introduction

This section orients the student by introducing the chapter and explaining
its practical value and relevance to the book as a whole. Short summaries
of chapter sections preview the topics to follow.

In the Real World

These boxes tie section content to real-world organizations, scenarios, and
applications. Engaging stories of professionals and institutions—challenges
they faced, successes they had, and their ultimate outcome.

Small Business Accounting in Action

These margin boxes point out places in the text where professional applica-
tions of a concept are demonstrated. An arrow in the box points to the sec-
tion of the text and a description of the application is given in the box.

For Example

These margin boxes highlight documents and Web sites from real compa-
nies that further help students understand a key concept. The boxes can
reference a figure or the Toolkit found at the end of each chapter.


www.wiley.com/college/epstein
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Career Connection

Case studies of people in the field depicting the skills that helped them suc-
ceed in the professional world. Each profile ends with a list of “Tips from
the Professional” that provide relevant advice and helpful tools.

Pathway to. ..

This boxed section provides how-to or step-by-step lists to help students
perform specific tasks.

Summary

Each chapter concludes with a summary paragraph that reviews the major
concepts in the chapter and links back to the “Do You Already Know” list.

Key Terms and Glossary

To help students develop a professional vocabulary, key terms are bolded
when they first appear in the chapter and are also shown in the margin of
page with their definitions. A complete list of key terms with brief defini-
tions appears at the end of each chapter and again in a glossary at the end
of the book. Knowledge of key terms is assessed by all assessment tools
(see below).

Toolkit

An end-of-chapter appendix that contains relevant documents and examples
from real companies.

EVALUATION AND ASSESSMENT TOOLS

The evaluation phase of the Wiley Pathways learning system consists of a
variety of within-chapter and end-of-chapter assessment tools that test how
well students have learned the material and their ability to apply it in the
real world. These tools also encourage students to extend their learning into
different scenarios and higher levels of understanding and thinking. The
following assessment tools appear in every chapter of Wiley Pathways.

Self-Check

Related to the “Do You Already Know” bullets and found at the end of each
section, this battery of short-answer questions emphasizes student under-
standing of concepts and mastery of section content. Though the questions
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may be either discussed in class or studied by students outside of class,
students should not go on before they can answer all questions correctly.

Understand: What Have You Learned?

This online Post Test should be taken after students have completed the
chapter. It includes all of the questions in the Pre Test so that students can
see how their learning has progressed and improved. The Post Test is avail-
able online at www.wiley.com/college/holden.

Apply: What Would You Do?

These questions drive home key ideas by asking students to synthesize and
apply chapter concepts to new, real-life situations and scenarios.

Be a Small Business Accountant

Found at the end of each chapter, “Be a . . .” questions are designed to
extend students’ thinking and are thus ideal for discussion or writing as-
signments. Using an open-ended format and sometimes based on Web
sources, they encourage students to draw conclusions using chapter mate-
rial applied to real-world situations, which fosters both mastery and inde-
pendent learning.

INSTRUCTOR AND STUDENT PACKAGE

Wiley Pathways is available with the following teaching and learning sup-
plements. All supplements are available online at the text’s Book Compan-
ion Web site, located at www.wiley.com/college/epstein.

Instructor’s Resource Guide

The Instructor’s Resource Guide provides the following aids and supple-
ments for teaching a small business accounting course:

e Text summary aids: For each chapter, these include a chapter sum-
mary, learning objectives, definitions of key terms, and answers to in-text
question sets.

¢ Teaching suggestions: For each chapter, these include at least three
suggestions for learning activities (such as ideas for speakers to invite,
videos to show, and other projects), and suggestions for additional re-
sources.


www.wiley.com/college/holden
www.wiley.com/college/epstein
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PowerPoints

Key information is summarized in ten to fifteen PowerPoints per chapter.
Instructors may use these in class or choose to share them with students for
class presentations or to provide additional study support.

Test Bank

The test bank features one test per chapter, as well as a mid-term and two
finals—one cumulative and one non-cumulative. Each includes true/false,
multiple-choice, and open-ended questions. Answers and page references
are provided for the true/false and multiple-choice questions, and page ref-
erences are given for the open-ended questions. Tests are available in Mi-
crosoft Word and computerized formats.
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CHAPTER

ACCOUNTING FOR YOUR

BUSINESS

Knowing Your Options

! Do You Aready Know? |1

e The four basic accounting concepts and how to implement them

¢ The advantages and disadvantages of each legal form of business
structure

* How to set up a computerized accounting system

MW For additional questions to assess your current knowledge of making
o 1} business accounting decisions, go to www.wiley.com/college/epstein.

rWhat You Will Find Out-What You Will Be Able To Dol

1.1 How basic accounting concepts ¢ Choose a time period for track-
help record, classify, and report ing business finances; determine
information about a business’s whether a cash-basis accounting
financial transactions system or an accrual accounting

system is best for your business

1.2 The types of business structures e Evaluate business structures

1.3 How the various accounting e Choose a computerized account-
software options serve a ing program; set up a computer-
business ized accounting system
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2 Chapter 1: Accounting for Your Business

INTRODUCTION

Accounting is called “the language of business” because it is used to communicate financial infor-
mation. Like any language, accounting has its own vocabulary and structure. This chapter explores
the terms and concepts used in accounting for a small business.

1.1

Bookkeeping:

The methodical way in which
businesses track their
financial transactions.

Accounting:

The total structure of records
and procedures used to
record, classify, and report
information about a
business’s financial
transactions.

Separate entity
assumption:

The concept that a business is
an economic entity separate
from its owner.

BASIC ACCOUNTING CONCEPTS

Bookkeeping is the methodical way in which businesses track their finan-
cial transactions. Accounting is the total structure of records and proce-
dures used to record, classify, and report information about a business’s
financial transactions. Bookkeeping involves the recording of that financial
information into the accounting system while maintaining adherence to
solid accounting principles.

Accurate and complete bookkeeping is crucial to any business owner,
but it’s also important to others who are interested in the business, such as
investors, financial institutions, and employees. People both inside (managers,
owners, and employees) and outside the business (investors, lenders, and
government agencies) depend on accurate recording of financial trans-
actions.

Many small-business people who are just starting their businesses serve
as their own bookkeepers until the business is large enough to hire someone
dedicated to keeping the books. Few small businesses have accountants on
staff; instead, they have bookkeepers on staff who serve as the outside
accountant’s eyes and ears. A bookkeeper is not required to be a certified
public accountant (CPA). However, most businesses do require that the
outside accountant has a CPA certification.

Whether you are the business owner, bookkeeper, or CPA, you will need
to apply basic accounting concepts. These concepts include the following:

 Separate entity assumption.
» Accounting period assumption.
* Cash-basis accounting and accrual accounting.

* Internal controls.

1.1.1 Separate Entity Assumption

An entity 1s something that has an independent existence. You are an entity,
and your business is a different entity. The separate entity assumption
is the concept that a business is an economic entity separate from its
owner.
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Accounting period
assumption:

The concept that income is
reported in regular time
periods.

Accounting period:
The time for which financial
information is being tracked.

Annual report:

A year-end summary of the
company’s activities and
financial results.

Fiscal year:

A 12-month accounting period.

Small Business
Accounting in
Action

Choose a time period

for tracking business
finances.
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You may already know that a corporation is a separate legal entity. The
separate entity assumption applies to all forms of business, not just corpora-
tions. In practical terms, this means that the business’s financial records
must be kept separate from the owner’s financial records.

IN THE REAL WORLD

Organizing Your Accounts

Some people would say it’s a good problem to have. When Monica
started working as an event planner, the word spread about her excep-
tional talent. She planned every detail of an event, yet could think on her
feet and make adjustments seamlessly.

The problem was Monica’s success. When she wasn’t working an
event, she was preparing for the next one. She never seemed to have
time to set up an accounting system for her business. She used her
personal bank account and did not have a separate file location for
business papers. At tax time she had to hire an accountant to help her
sort out the mess and file her income tax return. With the accountant,
Monica set up a system that included a separate bank account for the
business and a location for her work files.

1.1.2 Accounting Period Assumption

The accounting period assumption is the concept that income is reported
in regular time periods. An accounting period is the time for which finan-
cial information is being tracked. Most businesses track their financial re-
sults on a monthly basis, so each accounting period equals one month.
Some businesses choose to do financial reports on a quarterly basis, so the
accounting periods are three months. Other businesses only look at their
results on a yearly basis, so their accounting periods are 12 months. A busi-
ness that tracks its financial activities monthly usually also creates quarterly
reports and an annual report (a year-end summary of the company’s ac-
tivities and financial results).

A fiscal year is a consecutive 12-month accounting period. The fiscal
year is not always the same as the calendar year (January 1-December 31).

1.1.3 Cash-Basis Accounting and Accrual Accounting

Before starting to record transactions, you must decide whether to use cash-basis
accounting or accrual accounting. The key difference between these two
accounting methods is the point at which you record sales and purchases in your
books. Cash-basis accounting is used for service businesses only. If a business
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A

Cash-basis accounting:
A system in which
transactions are recorded
when cash changes hands.

Accrual accounting:

A system in which
transactions are recorded
when completed, even if cash
doesn’t change hands.

PATHWAY TO...
CHOOSING A FISCAL YEAR

e The calendar year is usually easiest, especially since the IRS requires
calendar-year tax reporting for most businesses.

e Choose a different fiscal year if your company’s busiest season oc-
curs at calendar year-end. Many retail stores operate on a fiscal year
of February 1 to January 31.

e |f your inventory levels are high at the end of December, schedule your
fiscal year-end for when levels are lower. This makes the year-end
inventory count easier.

has inventory, then it must use accrual accounting. This book concentrates on
the accrual accounting method. If you choose to use cash-basis accounting, don’t
panic: You can still find most of the bookkeeping information here useful.

Cash-Basis Accounting

Cash-basis accounting is a system in which you only record transactions
when cash actually changes hands. You record a sale when a cash payment
is received from the customer. You record a purchase when cash is paid out.
Cash receipts or payments can be in the form of cash, check, credit card,
electronic transfer, or other means used to pay for an item.

Cash-basis accounting can’t be used if a store sells products on store
credit and bills the customer at a later date. There is no provision to record
and track money due from customers at some time in the future in the cash-
basis accounting method.

That’s also true for purchases. With the cash-basis accounting method,
the owner only records the purchase of supplies or goods that will later be
sold when he or she actually pays cash. If goods are bought on credit to be
paid later, the transaction isn’t recorded until the cash is actually paid out.

Depending on the size of your business, you may want to start out with
cash-basis accounting. Many small businesses run by an individual or a
small group of partners use cash-basis accounting because it’s easy. But as
the business grows, the business owners find it necessary to switch to ac-
crual accounting in order to more accurately track revenue and expenses.

Accrual Accounting

Accrual accounting is a system in which you record a transaction when it’s
completed, even if cash doesn’t change hands. For example, if you sell on
store credit, you record the transaction immediately.



Small Business
Accounting in
Action

Determine whether a
cash-basis accounting
system or an accrual
accounting system is
best for a business.

Internal controls:
Procedures that protect assets
and provide reliable records.
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Suppose your company buys products to sell from a vendor but doesn’t
actually pay for those products for 30 days. If you’re using cash-basis ac-
counting, you don’t record the purchase until you actually lay out the cash
to the vendor. If you’re using accrual accounting, you record the purchase
when you receive the products, and you also use an account called accounts
payable to record the future debt.

Like cash-basis accounting, accrual accounting has its drawbacks. It
does a good job of matching revenue and expenses, but it does a poor job
of tracking cash. Because you record revenue when the transaction occurs
and not when you collect the cash, you can show a high income even if you
don’t have cash in the bank. For example, suppose you're running a con-
tracting company and completing jobs on a daily basis. You can record the
revenue upon completion of the job even if you haven’t yet collected the
cash. If your customers are slow to pay, you may end up with lots of revenue
but little cash.

Many companies that use the accrual accounting method monitor
cash flow on a weekly basis to be sure they have enough cash on hand to
operate the business. If your business is seasonal, such as a landscaping
business with little to do during the winter months, you can establish
short-term lines of credit through your bank to maintain cash flow
through the lean times.

Making the Switch to Accrual Accounting

Changing between the cash-basis and accrual methods of accounting may
not be simple, and you should check with your accountant to be sure you
do it right. You may even need to get permission from the IRS, which tests
whether you’re seeking an unfair tax advantage when making the switch.

Keep in mind that the following types of businesses should only use
accrual accounting (and never cash-basis):

» Businesses that carry an inventory.

* Businesses that incorporated as a C corporation (more on incorporation
in the next section).

* Businesses with gross annual sales that exceed $5 million.

1.1.4 Internal Controls

Every business owner needs to be concerned with keeping tight controls on
company cash and how it’s used. Internal controls are critical procedures
that carry out the following:

* Protect assets.

e Provide reliable records.
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One way to institute internal controls is to place restrictions on who has the
ability to enter information into your books and who has access to use that
information.

You also need to carefully control who has the ability to accept cash
receipts and who has the ability to disburse your business’s cash. Separating
duties appropriately helps you protect your business’s assets from error,
theft, and fraud. Chapter 8 goes into detail about controlling cash and pro-
tecting your financial records.

SN

SELF-CHECK

1. Define the separate entity assumption.
2. List three examples of accounting periods.

3. Describe the key difference between cash-basis accounting and
accrual accounting.

4. Define internal controls and list three examples.

Apply Your Knowledge - You plan to start a Web site design business that ca-

ters to engineering firms. Using the four basic accounting concepts, create
a “to-do” list of various items you will need to research before making deci-
sions about your accounting system.

1.2

Service business:
A business that sells services.

TYPES OF BUSINESSES

Businesses can by classified in two ways: by their type of operation and by
their legal form of business structure.

1.2.1 Types of Business Operations

The term business operation refers to ways that businesses make money.
There are three types of business operations:

* Service.
* Merchandising.

* Manufacturing.

A service business is a business that sells services. Service businesses
range from huge international accounting firms to walking the neighbors’
dogs for a fee.



Merchandising business:
A business that buys
inventory for resale.

Manufacturing business:
A business that sells goods it
produces from raw materials.

FOR EXAMPLE

See Table 1-1 for a
comparison of business
structures.

Sole proprietorship:

A business that is owned by
one person and is not separate
from its owner for legal

purposes.

Partnership:

A business that is owned by
more than one person and is
not separate from its owners
for legal purposes.
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A business that buys inventory for resale is a merchandising business.
Wal-Mart Inc. is a merchandising business. So is your corner newsstand.

A manufacturing business is a business that sells goods it produces
from raw materials. General Motors Corporation and a local bakery are
examples of manufacturing businesses.

Some businesses have more than one type of operation. A styling salon
is primarily a service business, but it can also sell merchandise such as
specialty shampoos.

1.2.2 Legal Forms of Business Structure

Paying taxes and reporting income for your company are very important jobs,
and the way in which you complete these tasks properly depends on your busi-
ness’s legal structure. This section discusses the main forms of legal structure:

* Sole proprietorship.

* Partnership.

 Corporation.

 Limited Liability Company (LLC).

Sole Proprietorship

The simplest legal structure for a business is the sole proprietorship, a
business that’s owned by one individual. Most new businesses with only one
owner start out as sole proprietorships. In fact, about 75 percent of U.S.
businesses do not have payroll. Most are self-employed persons who have
unincorporated businesses. Although a sole proprietorship is a separate en-
tity for business purposes, it is legally the same economic unit as the busi-
ness owner. The business’s profit is reported on the owner’s individual
income tax return.

Some sole proprietorships never change their status, but others grow
by adding partners and becoming partnerships. Some add lots of staff and
want to protect themselves from lawsuits, so they become Limited Liability
Companies (LLCs). Those seeking the greatest protection from individual
lawsuits, whether they have employees or are simply single-owner compa-
nies without employees, become corporations.

Partnership

A business owned by more than one person is a partnership. Like a sole
proprietorship, a partnership is a separate business entity but not a separate
legal entity. The business’s profit “passes through” directly to the partners
and is reported on each partner’s individual tax return. The owner is also
personally responsible for all business debts.



8 Chapter 1: Accounting for Your Business

General partner:

A partner who runs the day-
to-day business in a
partnership and has unlimited
legal liability.

Limited partner:

A partner who is a passive
owner of a partnership and
has limited legal liability.

Small Business
Accounting in
Action

Evaluate business
structures.

Corporation:

A separate legal entity, which
protects an owner's personal
assets from claims against the
corporation.

The partnership is the most flexible type of business structure involving
more than one owner. Each partner in a partnership is personally liable for
all the debts of the partnership. This structure is slightly more complicated
than a sole proprietorship, and partners should work out certain key issues
before the business opens its doors. These issues include the following:

» How the partners will divide the profits and losses.

* How each partner can sell his or her share of the business, if he or she so
chooses.

» What will happen to each partner’s share if a partner becomes sick or dies.

» How the partnership will be dissolved if one of the partners wants out.

Partners in a partnership don’t always have to share equal risks. A part-
nership may have two different types of partners: general and limited. The
general partner runs the day-to-day business and is held personally re-
sponsible for all activities of the business, no matter how much he or she
has personally invested in the business. Limited partners, on the other hand,
are passive owners of the business and are not involved in its day-to-day
operations. If a claim is filed against the business, the limited partners can
only be held personally liable for the amount of money that matches how
much they individually invested in the business.

Corporation

If your business faces a great risk of being sued, the safest business struc-
ture for you is the corporation. Courts in the United States have clearly
determined that a corporation is a separate legal entity and that its owners’
personal assets are protected from claims against the corporation. Essen-
tially, an owner or shareholder in a corporation can’t be sued or face collec-
tions because of actions taken by the corporation. This veil of protection is
the reason many small-business owners choose to incorporate even though
it involves a lot of expenses (lawyers and accountants) and government
paperwork.

In a corporation, each share of stock represents a portion of ownership,
and profits must be split based on stock ownership. You don’t have to sell
stock on the public stock markets in order to be a corporation, though. In
fact, most corporations are private entities that sell their stock privately
among friends and investors.

Corporations come in two varieties, S corporations and C corporations.
As you may expect, each has unique tax requirements and practices. In
fact, not even all corporations pay tax on the company’s profits. Some
smaller corporations are designated as S corporations and pass their earn-
ings on to the stockholders, who report that income on their individual
tax returns.
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If you’re a small-business owner who wants to incorporate, first you
must form a board of directors. Boards can be made up of owners of the
company as well as nonowners.

Corporations provide an umbrella of protection for company owners,
but in order to maintain that protection, the owners must comply with many
rules unique to corporations. The board of directors takes on the key role
of complying with these rules, and it must maintain a record of meeting
minutes that prove the board is following key operating procedures.

PATHWAY TO...
THE RESPONSIBILITIES OF
THE BOARD OF DIRECTORS

e Establishment of records of banking associations and any changes
to those arrangements.

e Tracking of loans from stockholders or third parties.

e Selling or redeeming shares of stock.

e Payment of dividends.

e Authorization of salaries or bonuses for officers and key executives.

e Undertaking of any purchases, sales, or leases of corporate assets.

e Buying another company.

e Merging with another company.

e Making changes to the Articles of Incorporation or bylaws.

e Election of corporate officers and directors.

Corporate board minutes are considered official and must be avail-
able for review by the IRS, state taxing authorities, and the courts. If a
company’s owners want to invoke the veil of protection that corporate
status provides, they must prove that the board has met its obligations
and that the company operated as a corporation. In other words, you can’t
form a board and have no proof that it ever met and managed these key
functions.

Check with your accountant to determine whether incorporating your
business makes sense for you. Tax savings isn’t the only issue you have to
think about; operating a corporation also increases administrative, legal,
and accounting costs. Be sure that you understand all the costs before
incorporating.
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s

Limited Liability
Company (LLC):

A structure that provides a
business owner with some
protection from being held
personally liable for their
business’s activities.

IN THE REAL WORLD

Small Beginnings

You have probably used a FedEx Kinko’s for your business, job, school
projects, or personal life. Even before Kinko’s became part of FedEXx, the
company had many stores that offered a wide variety of services.

Did you know that it all started in 1970 with a tiny storefront and a
single copy machine? In addition to copy services, Paul Orfalea offered
offset press, film processing, and school supplies. The space was too
small to actually make copies; the copier had to be moved outside to
the sidewalk.

The business expanded beyond its Santa Barbara, California, home
and now has more than 1,500 locations worldwide. Kinko’s remained a
privately held corporation until it was acquired by FedEx in 2004.

Limited Liability Company (LLC)

The Limited Liability Company, or LLC, is a structure that provides a busi-
ness owner with some protection from being held personally liable for their
business’s activities. This business structure is somewhere between a sole pro-
prietorship or partnership and a corporation. The business ownership and IRS
tax rules are similar to those of a sole proprietorship or partnership, but like a
corporation, if the business is sued, the owners aren’t held personally liable.

LLCs are state entities, so the level of legal protection given to a com-
pany’s owners depends upon the rules of the state in which the LLC was
formed. Most states give LLC owners the same protection from lawsuits as
the federal government gives corporation owners. However, these LLC pro-
tections haven’t been fully tested in court to date, so no one knows for
certain whether or not they hold up in the courtroom. An owner should seek
legal and accounting advice before choosing this structure, as it has both
tax benefits and limits.

LLCs are relatively new to the world of business structures. They were
first established in the United States about 25 years ago, but didn’t become
popular until the mid-1990s, when most states approved the LLC as a busi-
ness structure. They are still not adopted by all 50 states.

Many law firms and accounting firms are set up as LLCs. More and
more small-business owners are choosing this structure rather than a corpo-
ration because the LLC is easier and cheaper to maintain (less government
paperwork and lower legal and accounting fees), yet it still provides per-
sonal protection from legal entanglements.

Table 1-1 compares the characteristics of the different forms of busi-
ness structure.
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Table 1-1: Comparing Legal Forms of Business Structure

Sole S C
Characteristic Proprietorship | Partnership Corporation Corporation LLC
Ease of for- Simple Moderate Complex Complex Moderate
mation and
maintenance
Limited No General Yes Yes Yes
Liability Partner: No
Limited
Partner: Yes
Pass-through | Yes Yes Yes No® Yes
profits and
losses

(M The C corporation pays taxes as a separate legal entity. If shareholders receive dividends, they also pay taxes at the
individual level.

@ CAREER CONNECTION

Two friends form a knitting partnership with the hopes of making the world a more beautiful
place—one row at a time.

When May Chao taught friend Jodi Toubes to knit in 2005, the two simply thought the hobby
would be a way to take a break from their busy lives as mothers and working women in Los
Angeles. Less than a year—and many scarves and blankets—later, Chao and Toubes were craft-
ing uniquely styled tote bags for themselves, knitted in funky colors such as periwinkle and lime
green. Soon after, they began taking orders from friends. It was clear to May and Jodi that they
were onto something, and so “wabi-sabi knits” was born (www.wabisabiknits.biz).

Rooted in Japanese Shinto philosophy, wabi-sabi is an appreciation of beauty that is “im-
perfect, impermanent, and incomplete.” This idea of simplicity and natural beauty is represented
in the two’s functional and environmentally friendly products. In forming a business partnership,
Toubes and Chao wanted to focus on that same idea of simplicity. To do so, says Chao, “We
agreed on a plan, because if we could agree on the ‘big picture’ and how to get there, there would
be less room for misunderstanding or disagreements on the day-to-day running of the business.”
Part of their plan included dividing up the responsibilities of the business; they also set clear goals,
budgets, and objectives for growing the business.

Chao, whose strengths lie in marketing and accounting, uses QuickBooks and Excel for the
business’s finances. “QuickBooks is an easy way to record sales and expenses and maintain a
customer database,” she says, “and Excel allows me to format the data for specific needs, like

(continued)
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(i1 CAREER CONNECTION  (continied

annual sales tax reporting. It also serves as a backup to double-check that our numbers tie
together.” Toubes, who handles sales, merchandising, and inventory, appreciates the value of
having an inventory database to help keep the business on track.

Although the two have been pleased with the gradual growth of the business, they hope their
new Web site will be a useful tool for customers, who can now choose designs and colors over
the Internet. “We’re ready for the Web site to take us to the next level,” says Toubes.

Tips from the Professionals

» Know what financial information you need to have first, and buy or create a system to keep
track of it.

» Keep diligent records of all expenses and sales, and run monthly/quarterly reports to monitor
how your business is performing.

» Reevaluate your business plan vs. performance each year to see where new opportunities lie,
and find ways to continually improve (for example, cut costs, find new markets).

C/(/ SELF-CHECK

1. Identify and define the three types of business operations.
2. List the legal forms of business structure.

3. Which legal form of business structure is the most simple to set up?
Which is the most complicated?

4. Which business structures protect the owners’ personal assets in
lawsuits?

Apply Your Knowledge - You and a coworker are striking out on your own to
open a licensed day-care center. What type of business operation is this?
What must you consider in choosing the legal form of structure for a day-
care business? List the pros and cons of each business structure as it relates
to your business.

1.3 ACCOUNTING SOFTWARE OPTIONS

Some small-business owners who have been around a while still do things
the old-fashioned way—they keep their books using paper forms. However,
in this age of technology and instant information, the majority of today’s
businesses computerize their books.
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Not only is computerized bookkeeping easier, it also minimizes the
chance of errors, because most of the work involves using on-screen
forms to input data. The forms can be understood even by someone with-
out training in accounting or bookkeeping. The person entering the infor-
mation doesn’t need to know whether something is a debit or credit
(Chapter 2 explains the difference), because the computerized system
takes care of everything.

In addition to increasing accuracy and cutting the time it takes to do
your bookkeeping, computerized accounting also makes designing reports
easier. These reports can then be used to help make business decisions. Your
computerized accounting system stores detailed information about every
transaction, so you can group that detail in any way that may assist your
decision making.

1.3.1 Overview of Software Options

More than 50 different types of accounting software programs are on the
market, and all are designed to computerize your bookkeeping. The more
sophisticated ones target specific industry needs, such as food services or
utilities, and can cost thousands of dollars. To check out those options, visit
www.findaccountingsoftware.com, where you can browse for accounting
software that’s grouped by industry—29 to be exact, from accommodations
and food services to utilities.

Luckily, as a small businessperson, you probably don’t need all the
bells and whistles offered by the top-of-the-line programs. Instead, three
software programs reviewed in this section can meet the needs of most
small-business people:

» Simply Accounting Pro.
* Peachtree Accounting.
* QuickBooks.

Using one of these three systems, you can get started with a modest
initial investment. It may not be fancy, but basic computerized account-
ing software can do a fine job of helping you keep your books. And you
can always upgrade to a more expensive program, if needed, as your busi-
ness grows.

Accounting software packages are updated almost every year. That’s
because tax laws and laws involving many other aspects of operating a busi-
ness change so often. In addition, computer software companies are always
improving their products to make computerized accounting programs more
user-friendly, so be sure that you always buy the most current version of an
accounting software package.
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Simply Accounting Pro

Simply Accounting Pro (www.simplyaccounting.com) is a cost-effective
choice for bookkeeping software if you’re just starting up and don’t have
sophisticated bookkeeping or accounting needs. For example, you can pro-
cess credit-card transactions and electronic features from inside the other
two accounting software programs discussed in this section, but Simply
Accounting requires you to use an add-on tool. This program caters to the
bookkeeping novice and even provides an option that lets you avoid ac-
counting jargon. The program includes more than 100 accounting templates
for things like sales orders, quotes, receipts, and other basic needs for a
variety of industries, including medical/dental, real estate, property man-
agement, and retail firms. Simply Accounting Pro has an integrated feature
that allows you to do Employee Direct Deposit for payroll.

If you’re working with another software system to manage your busi-
ness data and are interesting in switching to Simply Accounting Pro, you
may be able to import that data directly into Simply Accounting. (Informa-
tion about how to import data is included with the program.) You can import
data from software such as Microsoft Excel (a spreadsheet program) or
Access (a database program). If you’re converting from QuickBooks or
another accounting software program called MYOB, you can easily import
your data to Simply Accounting. However, data from Microsoft Money and
Intuit Quicken can’t be imported.

Peachtree Accounting

Peachtree Accounting (www.peachtree.com) is an excellent software pack-
age for your bookkeeping and accounting needs, but it’s definitely not rec-
ommended if you’re a novice. You need to be familiar with accounting
jargon to use the Peachtree system.

According to CNET (www.cnet.com), a company that offers reviews
of computer software and hardware, Peachtree Accounting’s inventory-
management tools are the best in its class. The software automatically gen-
erates purchase orders when inventory reaches a level predetermined by
the user. You can also export Peachtree Accounting’s customer, vendor, or
employee information into Microsoft Word and use the data with Word’s
mail-merge feature to send emails or letters.

Peachtree Accounting offers a utility that’s easy to use to convert data
from Intuit’s QuickBooks. You can also import files from Quicken. There’s
no conversion tool for Microsoft Excel data, but you can import and export
Excel files into the program without problems.

If you want to be able to integrate your shipping with UPS, have more
than one user, control users by screen-level security, have advanced inven-
tory or job costing capabilities, or have an audit trail of your work, you
need to start with Peachtree Complete Accounting instead of Peachtree
Accounting.


www.simplyaccounting.com
www.peachtree.com
www.cnet.com

Small Business
Accounting in
Action

Choose a computerized
accounting program.

g
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QuickBooks

QuickBooks (www.quickbooks.intuit.com) offers the best of both worlds:
an easy user interface (for the novice) and extensive bookkeeping and ac-
counting features (for the experienced bookkeeper or accountant). More
small-business owners today use QuickBooks than any other small-business
accounting software package. Even CNET gives QuickBooks its highest
rating for accounting software packages in this class. Many nonprofit
organizations—schools, churches, and social agencies—also use QuickBooks
for accounting purposes.

The QuickBooks learning center walks you through every type of key trans-
action with an interactive program that not only shows you how to do the func-
tion, but also explains the basics of bookkeeping. You don’t have to use the
tutorial, but the option pops up when you do a task for the first time, so the choice
is always yours. You also can go back to the learning center to review at any
time.

QuickBooks Basic can probably meet most of your bookkeeping
and accounting needs. If you want to integrate your bookkeeping with a
point-of-sale package, which integrates cash register sales, you need to get
QuickBooks Pro. You also need QuickBooks Pro if you want to do inven-
tory management, generate purchase orders from estimates or sales orders,
do job costing and estimates, automatically create a budget, or integrate
your data for use with Microsoft Word and Excel programs. This book uses
QuickBooks Pro to demonstrate various bookkeeping functions.

QuickBooks is a versatile program and can share data with over 325
popular business software applications. Sales, customer, and financial data
can be easily shared, so you don’t have to enter that information twice.

IN THE REAL WORLD

Show Business

Donal wanted to combine his entrepreneurial ambition with his love
of movies. Armed with a degree in accounting and knowledge from
completing an internship the previous summer at a film studio, Donal
launched a freelance career as a production accountant.

Donal’s first job was working on the accounting team of a romantic
comedy. He did not go on location to Prague and London, but he did
have to deal with time differences and currency-exchange issues. He
also learned about union regulations for cast and crew members. Al-
though accounting systems such as QuickBooks were available, Donal’s
team chose and used accounting software that was developed for pro-
duction accountants. Working with the software’s industry-specific fea-
tures, Donal developed a wider understanding of the film business.


www.quickbooks.intuit.com
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1.3.2 Add-Ons and Fees

The three accounting programs discussed in this section offer add-ons and
features you're likely to need, such as:

» Tax updates: If you have employees and want up-to-date tax information
and forms to do your payroll using your accounting software, you need to
buy an update each year.

* Online credit-card processing and electronic bill paying: Having the
capabilities to perform these tasks means additional fees.

* Point-of-sale software: This add-on helps you integrate your sales at the
cash register with your accounting software.

Before signing on for one of the add-ons, be sure you understand what the
fees will be. Usually, you’re advised of the additional costs whenever you
try to do anything that incurs extra fees.

1.3.3 Setting Up Your Computerized Books

After you pick your software, the hard work is done because actually
setting up the package will probably take you less time than researching
your options and picking your software. The three packages discussed
in this section have good start-up tutorials to help you set up the
books.

A building block of any accounting system is the chart of accounts,
which is a list of the accounts used in the business. Chapter 2 discusses the
chart of accounts in more detail. Simply Accounting Pro, Peachtree Ac-
counting, and QuickBooks all produce a number of sample charts of ac-
counts that automatically appear after you choose the type of business you
plan to run and upon which industry that business falls. Start with one of
the charts offered by the software, like you see in Figure 1-1, and then tweak
it to your business’s needs.

Once your chart of accounts appears, all three programs ask you to
enter a company name, address, and tax identification number to get started.
If you’re operating as a sole proprietor or if your business is based on a
partnership and you don’t have a federal tax ID for the business, you can
use your Social Security number.

You then select an accounting period (see Figure 1-2). If the calendar
year is your accounting period, you don’t have to change anything. But if
you operate your business based on another period of 12 months, such as
September 1 to August 31, you must enter that information.

If you don’t change your accounting period to match how you plan to
develop your financial statements, then you have to delete the business from
the system and start over.
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Figure 1-1
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QuickBooks generates a chart of accounts based on the type
of business you have.
Figure 1-2
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QuickBooks asks you to input your fiscal year.

This is also the time to input information about your bank accounts and
other key financial data (see Figure 1-3). Your main business bank account
is the one that should be used for Cash in Checking, the first account listed
in your software’s chart of accounts.
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Figure 1-3
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QuickBooks collects information about your bank accounts.

PATHWAY TO...
SETTING UP A COMPUTERIZED
ACCOUNTING SYSTEM

e Create your chart of accounts.

e Enter your company name, address, and tax identification number.

e Select your accounting period.

¢ Input information about your bank accounts and other key financial
data.

e Enter data unique to your business, such as budget information, ven-
dors, and customers.

e Select your accounting method: cash-basis or accrual.

e Enter sales tax rates, if appropriate.

e Pick a format for your invoices.

e Set up payroll data.

e Define how you want to pay bills.

After entering your bank and other financial information, you enter
data unique to your business. If you want to use the program’s budgeting
features, you enter your budget information before entering other data.
Then you add your vendor and customer accounts so that when you start
entering transactions, the information is already in the system. If you don’t
have any outstanding bills or customer payments due, you can wait and
enter vendor and customer information as the need arises.
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Other information collected includes the type of accounting method
you’ll be using—either cash-basis or accrual accounting. You also need to
enter information about whether or not you collect sales taxes from your
customers and, if you do, the sales tax rates. Also, you can pick a format for
your invoices, set up payroll data, and make arrangements for how you want to
pay bills. The steps to set up your system are summarized in Section 1.3.3.

Don’t worry about entering everything into your computerized system
right away. All programs make it very easy to add customers, vendors, and
employees at any time.

SN

SELF-CHECK

1. Describe the advantages of using a computerized accounting system.
2. Identify three accounting software programs.

3. List the information you should have ready when you set up a com-
puterized accounting system.

Apply Your Knowledge - When you started your car-detailing business, most
of your income was from providing services. Eighteen months later, you
found that you were making a lot of profit from selling high-end vehicle
accessories. Eventually, you opened a store and you spend most of your
time managing the retail side of the business. Your employees perform
the detailing work. Which software program is appropriate for each stage
of your business? Explain why each program is best for a particular
stage.

SUMMARY

Section 1.1

® Small businesses are usually organized as one

® Bookkeeping is the methodical way in which a

business tracks financial transactions. Accounting
is the total structure of records and procedures
used to record, classify, and report information
about a business’s financial transactions.

The four main accounting concepts are sepa-
rate entity assumption, accounting period as-
sumption, cash-basis and accrual accounting,
and internal controls.

Section 1.2

Businesses can be classified by their type of op-
eration; the three forms of business operations
are service, merchandising, and manufacturing.

of the following legal forms of business struc-
ture: sole proprietorship, partnership, corpora-
tion, or Limited Liability Company.

Section 1.3
® Although some small-business owners still keep

their books using paper forms, the majority of
today’s businesses computerize their books. In
doing so, they save time and energy—and they
minimize the risk of errors.

® Popular accounting software programs for small

businesses include Simply Pro Accounting,
Peachtree Accounting, and QuickBooks.
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ASSESS YOUR UNDERSTANDING

UNDERSTAND: WHAT HAVE YOU LEARNED?

‘WWW Go to www.wiley.com/college/epstein to assess your knowledge of
making business accounting decisions.

PRACTICE: WHAT WOULD YOU DO?

1.

If you are starting a gardening business, what are three things you
can do to make sure you comply with the separate entity assumption?

Your friend has a full-time job, but he plans to have a side-business
teaching music lessons during the school year. He wants to take sum-
mers off from his music business. What would be the most useful
fiscal year for his business?

Identify advantages and disadvantages of cash-basis accounting and
accrual accounting.

You own a packaging business and employ three workers. What can
you do to strengthen internal controls?

Think of a business you would like to open. Briefly describe the type
of business operation. Which legal structure do you think would be
best? Why?

Suppose you are starting a corporation. What qualities would you
want in the people who serve on your board of directors? How would
you go about choosing and recruiting board members?

Your business partner does not want to spend money on software and
prefers to do the books manually. Prepare a list of talking points to
convince your partner to invest in accounting software.

Which software features are most important to you as a potential
small-business owner?


www.wiley.com/college/epstein
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BE A SMALL BUSINESS ACCOUNTANT

You Be the Teacher

Prepare a three-minute lecture on one of the following topics. The focus of
your lecture should be the needs of your audience.

® How to Be a Separate Entity

® How to Choose an Accounting Period

® Cash-Basis or Accrual: Which Is Best for Your Business?
® Do Your Internal Controls Work?

Research Legal Forms of Business Structure

On the Web site of the Small Business Administration (www.sba.gov), go to
“SMALL BUSINESS PLANNER,” “Start Your Business,” “Choose a Struc-
ture,” and “Forms of Ownership.” What is the first step in determining how
to structure your company? What factors should you consider in selecting
the form of ownership? Which business structure requires that the owner
be paid wages if he or she works for the company and it makes a profit?
Would this wage requirement affect your decision about business structure?
Why or why not?

Accounting Software Wish List

List the things you want your software to do, and the types of information
you want from it. Based on what you have learned so far, can accounting
software deliver what you want? Check over your list periodically and
compare it to what you learn about accounting software.



www.sba.gov
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KEY TERMS

Accounting

The total structure of records and procedures used to record, classify, and
report information about a business’s financial transactions.

Accounting period

The time for which financial information is being tracked.

Accounting period
assumption

The concept that income is reported in regular time periods.

Accrual accounting

A system in which transactions are recorded when completed, even if cash
doesn’t change hands.

Annual report

A year-end summary of the company’s activities and financial results.

Bookkeeping

The methodical way in which businesses track their financial transactions.

Cash-basis accounting

A system in which transactions are recorded when cash changes hands.

Corporation

A separate legal entity, which protects an owner’s personal assets from claims
against the corporation.

Fiscal year

A 12-month accounting period.

General partner

A partner who runs the day-to-day business in a partnership and has unlimited
legal liability.

Internal controls

Procedures that protect assets and provide reliable records.

Limited Liability
Company (LLC)

A structure that provides a business owner with some protection from being
held personally liable for their business’s activities.

Limited partner

A partner who is a passive owner of a partnership and has limited liability.

Manufacturing business

A business that sells goods it produces from raw materials.

Merchandising business

A business that buys inventory for resale.

Partnership

A business that is owned by more than one person and is not separate from
its owners for legal purposes.

Separate entity
assumption

The concept that a business is an economic entity separate from its owner.

Service business

A business that sells services.

Sole proprietorship

A business that is owned by one person and is not separate from its owner
for legal purposes.




CHAPTER

MASTERING DEBITS

AND CREDITS

Building Useful Information

rDo You Already Know? _

¢ The five main account types and how they are used
® The balance sheet and income statement
e The chart of accounts and how to build one

mw For additional questions to assess your current knowledge of mas-
1} tering debits and credits, go to www.wiley.com/college/epstein.

rWhat You Will Find Out-What You Will Be Able To Dol

2.1 How debits and credits differ, Know when to use a debit or a

as well as the five types of credit; understand the difference
accounts; how to analyze a between assets, liabilities, equity,
transaction revenue, and expenses; analyze a
transaction

2.2 The types of basic financial Interpret the balance sheet and
statements income statement

2.3 The purpose of the chart of Create the accounts necessary for a
accounts business

23
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INTRODUCTION

In accounting, you use a combination of debits
and credits. You may think of a debit as a sub-
traction because you’ve found that debits usu-
ally mean a decrease in your bank balance. On
the other hand, you’ve probably been happy to

2.1

Debit:
An entry on the left side of an
account.

Credit:
An entry on the right side of
an account.

Account:

A record that keeps track of
increases and decreases in
specific items.

Double-entry
accounting:

A system in which you record
all transactions twice, using
debits and credits.

Transaction:
An economic event that
causes changes in accounts.

find unexpected credits that mean more money
in your favor. Now forget all that you ever
learned about debits or credits. In this chapter
you will learn how to use debits and credits in
accounting.

DIFFERENTIATING
DEBITS AND CREDITS

Debit and credit are not value terms; they are directional terms only. Each one is
neither good nor bad. The only definite thing about debits and credits in account-
ing is that a debit is an entry on the left side of an account and a credit is an entry
on the right side of an account. The total debits should equal the total credits:

DEBITS (left) = CREDITS (right)

This fact is nothing new; during the Italian Renaissance, in the year
1494, Luca Pacioli gave this warning to accountants: “A person should not
go to sleep at night until the debits equal the credits!”

An account is a record that keeps track of increases and decreases in
a specific item. For example, you have an account to keep track of the cash
you have in the bank. This is not the same as your actual bank account. It is
an independent record that you maintain to keep track of your cash balance.
You have another account for keeping track of how much you spend on of-
fice supplies. If you make your living as a graphic artist, you have an ac-
count to keep track of the earnings you make from your design fees.

2.1.1 Double-Entry Accounting

Businesses use double-entry accounting, a system in which you record all
transactions twice, using debits and credits. A transaction is an economic
event that causes changes in accounts. In each transaction, at least two ac-
counts are affected.

TRANSACTION
You bought a desk, table, and chairs for $900, paying by check at
the time of purchase.

In this example, you paid cash for office furniture. In accounting, the
term cash includes the cash in your checking account. The Furniture account
will increase $900 and the Cash in Checking account will decrease $900.



Normal balance:
The increase side of an
account.

Small Business
Accounting in
Action

Know when to use a debit
or a credit.

Assets:

All the things a company
owns.

Liabilities:

All the debts the company
owes.

Equity:
The claim the owners have on
the assets of the company.

Accounting equation:
The relationship among the
balance sheet accounts:
Assets = Liabilities + Equity.
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Increase in Furniture account = Decrease in Cash in Checking account
$900 = $900

When do you use a debit and when do you use a credit? The answer is
“it depends.” Debits and credits are used in the context of accounts.

Some accounts are increased by debits and some are increased by cred-
its. It all depends on the account’s normal balance. The normal balance is
the increase side of an account. Table 2-1 shows the normal balance for the
five main account types: assets, liabilities, equity, revenue, and expenses.

Table 2-1: The Normal Balances of Accounts

Debit Credit
Assets Liabilities and equity
Expenses Revenue

2.1.2 The Accounting Equation

Most accounts fall into these categories:

* Assets.

* Liabilities.
* Equity.

* Revenue.

» Expenses.

Some businesses use a sixth category called Cost of Goods Sold, which is
the cost directly connected with the items sold. This category is similar to
expenses in its debit and credit applications. While accounting software gives
a service business the option to use Cost of Goods Sold, this book discusses
Cost of Goods Sold as it relates to merchandising (Chapters 13 through 15).

Assets are all the things a company owns. Examples include cash,
building, land, tools, equipment, vehicles, and furniture. Though this is
sometimes difficult to ascertain, a business should also include the idea of
assets’ future value to a business.

Liabilities are all the debts the company owes. These debts represent
outside claims on the company’s assets. An example of liabilities is a bill
you have received but have not yet paid. Suppose you bought art supplies
on credit for your graphic design business. Until you pay the bill, the art
store has a claim on your assets. (You owe the store money.)

Equity is the claim the owners have on the assets of the company. The
accounting equation is the relationship among these three types of accounts:

Assets = Liabilities + Equity
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Revenue:

The money earned in the

process of selling the

company’s goods or services.

Expenses:

The cost of everything used
to operate the company,
excluding costs directly

related to the sale of
merchandise.

a

Small Business
Accounting in
Action

Understand the difference
between assets, liabilities,

equity, revenue, and
expenses.

Revenue is the money earned in the process of selling the company’s goods
or services. Expenses are the cost of everything used to operate the company,
excluding costs directly related to the sale of merchandise. Expenses for operat-
ing a business include rent, salaries, advertising, and supplies.

How do revenue and expenses fit into the accounting equation? They
are not separate elements of the equation, but instead are rolled up into
the equity.

At the end of each accounting period, revenue and expenses accounts
are closed and their balances are transferred to equity. An increase in revenue
eventually increases equity, and an increase in expenses decreases equity.
Table 2-2 shows that equity and revenue have the same normal balance.
Equity and expenses have opposite normal balances.

IN THE REAL WORLD

No Debits? No Credits? No Problem!

Traci and her husband Allen took business courses before opening their
vintage clothing shop. Traci liked accounting and enjoyed doing the
store’s books. She found that Excel spreadsheets were sufficient for her
needs, and she knew her way around debits and credits.

Then things got interesting. Just as the business flourished due to
Allen’s knack for finding mint-condition items from the 1960s and 1970s,
they learned they were expecting their first child. Time was becoming
increasingly precious, and they knew they had to make changes.

They decided to a hire a high school student part-time to help with
the bookkeeping. Traci bought an accounting software program that did
the work behind the scenes. The user just entered data in the on-screen
forms for each type of transaction. Traci was able to interpret the finan-
cial reports produced by the software, but she did not need to analyze
every debit and credit.

Table 2-2: Rules of Debit and Credit

Account Type Normal Balance | Increase Decrease
Assets Debit Debit Credit
Liabilities Credit Credit Debit
Equity Credit Credit Debit
Revenue Credit Credit Debit
Expenses Debit Debit Credit
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Q\k CAREER CONNECTION

For some entrepreneurs, being business-savvy means knowing where your weaknesses lie and
when to bring in the experts to help.

Catherine DeVito is creative. She knows a lot about computers. She is a talented Web site de-
signer. She is not, however, an accountant. This fact didn’t seem like that much of a problem two
years ago when she started CD Designs, her own Web design business. After all, she had just
finished a successful stint with a large design firm and she had clients lined up to pay her for her
designs. It didn’t take long for Catherine’s ideas to change.

As far as the clients went, Catherine spent an extraordinary amount of time working with
them. She did so because she wanted to offer her personalized service, but because she hadn’t
bothered to set written guidelines for the contracted work, she found herself having to add
content and do dozens of revisions. When it came time to collect payment, customers were
surprised at the added costs of the extra work. To make matters worse, she was struggling with
the basic accounting functions and was falling behind in sending out bills and following up on
payments.

Though she considered going back to her old design job, Catherine instead chose to use an
accountant to set up her accounting system and handle all the aspects of billing and taxes. In
doing so, she had more time to focus on her design work and her client relations.

Tips from the Professional

® Hire an accountant from the very beginning.

e Go after the money that you’ve earned. Follow up with your clients—they may be happy with
your services, but just not quick to respond with a check.

e Work with prewritten contracts so that both you and your clients have clear expectations;
contracts should cover creative concepts as well as financial concepts—from deposits required
to late payment fees.

2.1.3 The T-Account Tool

T account:

A visual tool used to
represent actual accounts
such as assets, liabilities,
equity, revenue, and
expenses.

Recall that the only definite thing about debits and credits is that a debit
goes on the left side of a recorded transaction and a credit goes on the right
side. T accounts provide a good way to show this. A T account is a visual
tool used to represent actual accounts such as assets, liabilities, equity, rev-
enue, and expenses. It helps you figure out the effects of a transaction. The
T account has three parts:

* Title.
* Debit side (the left side).
* Credit side (the right side).
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DEBIT | CREDIT DEBIT | CREDIT DEBIT CREDIT
Normal Normal Normal
Balance Balance Balance

DEBIT CREDIT DEBIT CREDIT
Normal Normal
Balance Balance

T accounts showing five main account types.

A T account is not part of the formal accounting system. It is more like
scratch paper. Figure 2-1 shows the five types of accounts in T-account form.
In this book, the T accounts have shading on the normal balance side.

2.1.4 Analyzing Transactions

Reexamine the furniture purchase.

TRANSACTION
You wrote a check for $900 to buy office furniture.

In this transaction, which account is debited and which is credited? You
need to ask yourself a series of questions:

» Which accounts are affected? (Furniture and Cash in Checking)
» What type of account is Furniture? (4ssets)
* What type of account is Cash in Checking? (4ssets)

» What is the increase or decrease of each account? (Furniture will increase
$900. Cash in Checking will decrease $900.)

* Which account is debited? (Furniture. An increase to assets is a debit.)

» Which account is credited? (Cash in Checking. A decrease to assets is
a credit.)

The process to determine which accounts are debited and credited is sum-
marized in the Pathway To . . . Analyzing Business Transactions sidebar.
Table 2-3 applies this process to the furniture purchase.
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Analyze a financial
transaction.
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PATHWAY TO...
ANALYZING BUSINESS TRANSACTIONS

1. Identify the accounts affected.

2. Classify the accounts affected.

3. Determine the increase or decrease for each account.
4. Apply the rules of debit and credit.

Table 2-3: Determining Which Accounts Are Debited and Credited

Step Activity Result
1 Identify accounts. | Furniture Cash in Checking
2 Classify accounts. | Assets Assets
3 Determine the Increase Decrease
increase or 900 900
decrease.
4 Apply the rules of | Debit 900 Credit 900
debit and credit.

FOR EXAMPLE

See Table 2-3 for how to
determine which accounts
are credited and debited.

You might want to use the T-account tool to help figure out the debits and
credits. Figure 2-2 shows the furniture purchase in T-account form.

Notice that in Figure 2-2, the debit half is shown before the credit half.
This is the standard way of showing transactions in accounting. Debits are
shown first and appear on the left.

Remember that the T account is just a tool, not part of the accounting sys-
tem. You use journals to record transactions into the system. Journals are cov-
ered in Chapters 3 and 4. It is also important to note that every entry into a record
system must be supported by a source document (receipt, invoice, and so on).

Figure 2-2
Cash in Checking
DEBIT | CREDIT DEBIT | CREDIT
900 900

Increase Furniture with a debit and decrease Cash in Checking
with a credit.
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SN

SELF-CHECK

1. Describe the difference between debit and credit.
2. What is meant by normal balance?

3. List five account types and give a brief description of each type.
Include the normal balance in your description.

4. What is the accounting equation? Restate the accounting equation in
your own words.

Apply Your Knowledge - You went to the neighborhood newspaper office and
wrote a check for an advertisement in the next weekend edition. Which ac-
count will be debited? Which account will be credited?

2.2

Financial statements:
Reports that summarize
information about the
financial performance and
status of the business.

Balance sheet:

The financial statement that
presents a snapshot of the
company’s financial position
as of a particular date in time.

OVERVIEW OF FINANCIAL
STATEMENTS

Using debits and credits, you can compute your financial results and
communicate those results to others. At the end of the accounting period,
the account balances are totaled and reported in financial statements.
Financial statements are reports that summarize information about the
financial performance and status of the business; this is the “output” of
the system.

The three main financial statements are as follows:

« Balance sheet.
e Income statement.

 Statement of owner’s equity.

These financial statements are standard reports that can go to people outside
the company. For example, a bank will want to see your financial statements
before granting a loan.

Some businesses prepare a fourth financial statement called the state-
ment of cash flows. This chapter briefly touches on two financial state-
ments: the balance sheet and the income statement. Chapter 7 goes into
more detail about these two statements as well as the statement of owner’s
equity.

2.2.1 The Balance Sheet

The balance sheet is the financial statement that presents a snapshot of the
company'’s financial position as of a particular date in time; as such, the title
of a balance sheet shows the date of the snapshot. It’s called a balance sheet
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because the things owned by the company (assets) must equal the claims
against those assets (liabilities and equity):

Assets = Liabilities + Equity
The balance sheet has three sections:
* Assets.
+ Liabilities.
* Equity.
See Figure 2-3 for an example of a balance sheet.

Figure 2-3

REevis BOOKKEEPING SERVICE

Balance Sheet
As of May 31, 200X

Assets
Cashin Checking.............................$ 5200
Computer Equipment ....................... 3,500
Total Assets § 8700
Liabilities
Accounts Payable ... $ 1,500
Equity
Lonnie Revis, Capital ... 7,200
Total Liabilities and Equity $§ 8700

The balance sheet reflects the accounting equation.

IN THE REAL WORLD

Ownership Matters

Robert’s interior plantscape business began small—with him caring for
the plants of a single office building. Now that his business is growing,
he and two friends have decided to form a partnership. The company
will now have a Capital account for each partner:

e Robert Drew, Capital
e Amy Cheung, Capital

e Joe Popo, Capital
(continued)
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Income statement:

The financial statement that
presents a summary of the
company’s financial activity
over a certain period of time.

Small Business
Accounting in
Action

Interpret the balance sheet
and income statement.

IN THE REAL WORLD (continued)

Although the partners are satisfied with the current arrangement, if
and when the business were to be incorporated, the balance sheet will
show two equity accounts:

e Capital Stock.
* Retained Earnings.

Capital Stock is the total amount invested by shareholders. The
Retained Earnings account contains accumulated profits kept in the
corporation (not paid out to shareholders).

2.2.2 The Income Statement

The income statement is the financial statement that presents a summary
of the company’s financial activity over a certain period of time, such as a
month, quarter, or year; the title of an income statement shows the period
of time covered by the statement. The difference between the balance sheet
and the income statement is like the difference between a snapshot and a
video. One is a point in time; the other is a period of time.

The income statement has three sections:

* Revenue.

* Expenses.

* Net Income (or Net Loss).

The income statement starts with revenue earned, subtracts the expenses,

and ends with the bottom line—net income or loss. The income statement
in Figure 2-4 shows a net income.

SN

SELF-CHECK

1. What is a balance sheet? Why is it called a “balance sheet”?

2. Which debit accounts appear on the balance sheet? Which credit
accounts?

3. What is an income statement? Which debit accounts are on the in-
come statement? Which credit accounts?

4. What is the bottom line of an income statement?

5. How do the titles of a balance sheet and an income statement differ?

Apply Your Knowledge - Suppose a potential investor wants to know about your
business’s finances. What would you do?
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Chart of accounts:
A list of all the accounts of a
business.

Current assets:

Things the company owns
and expects to use in the next
12 months.
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Figure 2-4

REevis BOOKKEEPING SERVICE

Income Statement
For the Month Ended May 31, 200X

Revenue

FeesIncome ... ... ... $ 5200
Expenses

Advertising ... $ 100
Office Supplies................ 300

Telephone ...................... 100
Total Expenses 500

Net Income $ 4,700

The income statement shows the results for an accounting period.

THE CHART OF ACCOUNTS

As you record transactions, you need a roadmap to help you determine
which accounts to use. This roadmap is called the chart of accounts, which
is a list of all the accounts your business has.

Every business creates its own chart of accounts based on how the busi-
ness is operated and structured, so you’re unlikely to find two businesses
with identical charts of accounts. There’s no secret to making your own
chart—just make a list of the accounts that apply to your business.

Some basic characteristics are common to all charts of accounts. The
organization and structure are designed around the balance sheet and the
income statement.

2.3.1 Account Sections

The chart of accounts starts with the balance sheet accounts (assets, liabili-
ties, and equity) and ends with income statement accounts (revenue and
expenses).

Assets Section

Assets are classified as current or long-term. Current assets are things the
company owns and expects to use in the next 12 months, such as cash and
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Long-term assets:
Things that have a lifespan of
more than 12 months.

Current liabilities:
The debts the company must
pay over the next 12 months.

Long-term liabilities:
Debts the company must pay
over a period of time longer
than 12 months.

Small Business
Accounting in
Action

Create the accounts
needed for your business.

accounts receivable (money expected from customers you have invoiced).
Long-term assets are things that have a life span of more than 12 months,
such as buildings, furniture, and equipment.

Liabilities Section

Like assets, the liabilities are either current or long-term. Current liabilities
are the debts the company must pay over the next 12 months, such as accounts
payable (bills from vendors, contractors, and consultants) and credit cards
payable. Long-term liabilities are debts the company must pay over a period
of time longer than 12 months, such as mortgages or loans due more than one
year in the future. In fact, it is often helpful to potential and present creditors

and owners to compare a business’s “current assets” to its “current liabilities”
to assess the ability of the business to pay its bills on a timely basis.

Equity Section

The equity section includes the accounts that track owners of the company
and their claims against the company’s assets. For example, money invested
or withdrawn by the owners is recorded in the equity accounts. An equity
account is also used to record net income at the end of the accounting pe-
riod by closing revenue and expenses accounts. (See Chapter 7 for informa-
tion about the statement of owner’s equity.)

Revenue Section

The revenue section contains accounts that track sales of goods and services.

Expenses Section

This section contains accounts that track expenses that aren’t directly tied
to the sale of merchandise.

Figure 2-5 is a partial chart of accounts created using QuickBooks. In
this sample chart, you can see a few accounts that are unique to the business
in Figure 2-5, such as Cooking Supplies, and other accounts that are com-
mon only to a retail business, such as Cash Discrepancies.

2.3.2 Account Numbers

Many companies assign numbers to the accounts. Computerized systems
can automatically assign account numbers. Otherwise, you need to plan out
your own numbering system. The most common number system is:

* Assets: 1000 to 1999.
« Liabilities: 2000 to 2999.
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Figure 2-5
FuChart of Accounts Tvpe ahelp questimv How Do I?
ame Type Diescription
-
+Petty Cash Bank. [
+Accounts Receivable Accounts Receivable
+Inventory Assek Other Current Asset
+Undspasited Funds Othar Current ficcst
+Equipment Fixed Assst
»Depreciation Fixed Asset
»0riginal Cost Fixed Asset
+Fiwmitire Fived fssat
+Depreciation Fixed Assst
»0riginal Cost Fixed Assst
+Yehicles Fixed Asssk cars, trucks, etc
+Accounts Payable Accounts Payable
+Local Bank US4 Credit Card
+Bank Credit Line Payable Other Current Lisbiity bank credit ine
+Credit Cards Payable Other Current Liabiity
+Payroll Liabilities Other Current Liability
+5ales Tax Payable Other Current Liabiity
+Car Payable Long Term Liability (Car loans
+Equipment Purchase Long Term Liability
+Opening Bal Equity Equity
+Umwner's Caplial Equity Cnnet's Capital
+Draws Equity Draws
<Investments Equity Invvestments
+Retained Earnings Equity
+Cash Discrepancies Income ‘Cash Discrepancies
+0verages Income (Cash Overages
+Shortages Income (Cash Shortages
+Sales Income Sales
s Consignment Sales Income ‘Consignment Sales
+Discounts Given Incame Sales Discounts Given
<Merchandise Income Sales - Merchandise
+Service Incame Sales - Service
+Shinping and Handling Tnrame Sales - Shinping and Handling
+Cooking Suppliss Cost of Goods Sold
+Cost of Goods Sold Cost of Goods Sold
+Purchase Discounts Cost of Goods Sold Purchase Discounts
+Purchases Cost of Goods Sold Purchases
+Automobile Expense Expense Automobile Expense
+Bad Debt Expense Expense Bad Debts
+Bank Service Charges Expense Bank Service Charges
+Charitable Contributions Expense (Contributions
+Depreciation Expense Expense Depreciation Expense |
+Dues and Subscriptions Expense Dues and Subscriptions w
[ Account 'a[ Activities T ][ Reports ¥ ]

A chart of accounts is customized for the individual business.

* Equity: 3000 to 3999.
¢ Revenue: 4000 to 4999.
* Expenses: 5000 to 5999.

The chart of accounts in Figure 2-6 uses this numbering system. Some accounts
in Figure 2-6 are not discussed in this chapter. The Withdrawals accounts are
covered in Chapter 7; Accumulated Depreciation, Prepaid Insurance, and
Depreciation in Chapter 6; and Petty Cash in Chapter 8.

2.3.3 Managing an Efficient Chart of Accounts

The following tips will help keep your chart of accounts on track:

* Help yourself: The chart of accounts is a money management tool
that helps you track your business transactions, so set it up in a way



36

Chapter 2: Mastering Debits and Credits

Figure 2-6

Account No. Account Name Classification
1010 Cash in Checking Current Assets
1020 Cash in Savings Current Assets
1030 Petty Cash Current Assets
1100 Accounts Receivable Current Assets
1200 Prepaid Insurance Current Assets
1510 Equipment Long-term Assets
1515 Accumulated Depreciation--Equipment | Long-term Assets
2010 Accounts Payable Current Liabilities
2020 Wages Payable Current Liabilities
3010 Andréa Johnson, Capital Equity
3020 Andréa Johnson, Withdrawals Equity
4010 Art Fees Revenue
6010 Advertising Expenses
6020 Insurance Expenses
6030 Supplies--Art Expenses
6040 Supplies--Office Expenses
6050 Wages Expenses
6510 Depreciation--Equipment Expenses

This company uses account numbers.

that provides you with the financial information you need to make
smart business decisions.

Leave room: Be sure to leave a lot of room between accounts to add new
accounts. For example, number your Cash in Checking account 1000 and
your accounts receivable account 1100. That leaves you plenty of room to
add other accounts to track cash.

Find accounts: The expenses accounts don’t have to appear in any specific
order, but most businesses list them alphabetically for convenience.

Add accounts: Don’t panic if you can’t think of every type of account
you may need for your business. It’s very easy to add accounts at any
time.

Delete accounts: You might want to delete an account that you don’t
use. It’s best not to delete accounts until the end of a 12-month reporting
period.

Stay current: Keep the chart of accounts updated and distribute it to
any employees who record transactions into the accounting system. Em-
ployees who don’t use the accounting system but code invoices or other
transactions also need a copy of your chart of accounts.
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IN THE REAL WORLD

Get Help from National Organizations

James moved to the New Orleans area after Hurricane Katrina to put his
carpentry skills to good use. Though he was only 27, James had worked
for his father’s Boston-area contracting business since he was in high
school, and he was now ready to start his own home-building busi-
ness. During the process of establishing his company, James sought
guidance from the National Association of Home Builders (www.nahb.
org). The organization’s Web site, which covers a wide array of busi-
ness tools including tax strategies and tips for loan financing, goes as
far as offering a number of sample charts of accounts. Because James
was going to start small, he used the “Basic Accounts for Small Volume
Builders” as the foundation for his accounting system.

C//C/ SELF-CHECK

1. What is a chart of accounts?
2. How are the accounts organized in a chart of accounts?

3. What is the difference between current assets and long-term assets?
Current liabilities and long-term liabilities?

4. Define expenses account and give three examples.

Apply Your Knowledge - You work as a disc jockey at weddings, parties, and
corporate events. List five accounts you would include in your chart of
accounts (one account from each main category).

SUMMARY
Section 2.1 Section 2.2
® Adebit is an entry on the left side of an account  ® The three main financial statements are the bal-
and a credit is an entry on the right side of an ance sheet, income statement, and statement
account. The total debits should equal the total of owner’s equity.
credits.

Section 2.3

® The chart of accounts is a list of all the accounts
a business has; each business’s chart of accounts
will vary according to how the business is oper-
ated and structured.

® Accounts with normal debit balances are assets
and expenses.

® Accounts with normal credit balances are liabil-
ities, equity, and revenue.


www.nahb.org
www.nahb.org
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ASSESS YOUR UNDERSTANDING

UNDERSTAND: WHAT HAVE YOU LEARNED?

WW Go to www.wiley.com/college/epstein to assess your knowledge of
mastering debits and credits.

APPLY: WHAT WOULD YOU DO?

1. Complete the chart below using the following information to fill in
the blanks:

Type of Account = Assets, Liabilities, Owner’s Equity, Revenue,
Expenses

Effect of Debit = Increase or Decrease

Effect of Credit = Increase or Decrease

Normal Balance = Debit or Credit

Type of Normal
Account Account  Debit Credit Balance

Cash

Advertising Expense

Accounts Payable

F. Fairway, Capital

Service Revenue

Computer

Income Tax Payable

Salary Expense

Accounts Receivable

W. Wedge, Withdrawals

Service Fees Earned

Office Supplies

Rent Expense

Office Equipment

Notes Payable
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2. You are delegating the day-to-day bookkeeping tasks to a worker who
will use an accounting software program. Because you feel a basic
understanding of accounting is necessary, you decide to provide in-
formation about debits and credits. Prepare some brief notes on the
subject.

3. Identify on which financial statement the following items would appear:

Cash in Checking
Equipment

Rita Singh, Capital
Styling Services Income
Accounts Payable
Sales—Hair Products
Salaries Expenses
Supplies—Shop

S o- e 0 T

Questions 4-6: Express each of the following business transactions in
T-account form:

4. TRANSACTION: Your company borrowed $3,000 from the bank.

5. TRANSACTION: You received a check for $4,000 for an interior
decorating job.

6. TRANSACTION: You wrote a check for $45 for a six-month sub-
scription to a professional journal.

7. For each account listed, identify the financial statement on which the
account will appear:

Computers

Consulting Income

Dues and Subscriptions

Loan Payable

Rafael Salas, Capital

Sales—Software

Car

Utilities

Questions 8-9: On July 31, 200X, Critters Pet Care had the following
account balances after one month of activity:

S -0 0 T

Cash in Checking $2,800
Cash in Savings 8,000
Equipment 1,500
Accounts Payable 2,100
John Ross, Capital 10,200
Pet Grooming Income 4,000
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©

11.

Postage 50
Printing 200
Supplies—Office 70
Supplies—Pet 300
Telephone 80

Prepare the income statement for Critters Pet Care.
Prepare the balance sheet for Critters Pet Care.

You just opened the bank account for your landscaping business and
are setting up your accounting system. What expenses accounts will
you include in your chart of accounts?

Your business has a high volume of vendor invoices and you hired
an accounts payable clerk to help with the coding and inputting. This
person is new to your line of business. What advice would you give
about using the chart of accounts?
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BE A SMALL BUSINESS ACCOUNTANT

Research Double-entry Accounting

Using the library or the Internet, research the origin of double-entry ac-
counting. Whose name is most linked with double-entry accounting? Why?
Which aspects of the business environment supported the rise of double-
entry accounting? How does the business environment of that time and
place compare to today’s business environment?

Scoring Free Advice

SCORE® Counselors to America’s Small Business (www.score.org) is a
volunteer organization that offers free advice. Go to the Web site’s “How-
To” section and click “Full Business Columnist archive.” Choose the col-
umn titled “7 Steps to Small Business Success.” What are the seven steps?
Who should be on your team as you plan your business? What is the most
basic system every business should have? Assess the article’s relevance
to your own plans for a small business.

Create a Chart of Accounts

Select a service industry that interests you and create a complete chart
of accounts. Anticipate the accounts you will need and make the chart of
accounts as detailed as possible.
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KEY TERMS

Account

A record that keeps track of increases and decreases in specific items.

Accounting equation

The relationship among the balance sheet accounts: Assets = Liabilities +
Equity.

Assets

All the things a company owns.

Balance sheet

The financial statement that presents a snapshot of the company’s financial
position as of a particular date in time.

Chart of accounts

A list of all the accounts of a business.

Credit

An entry on the right side of an account.

Current assets

Things the company owns and expects to use in the next 12 months.

Current liabilities

The debts the company must pay over the next 12 months.

Debit An entry on the le