General Ledger

The general ledger is the core of your company’s financial records. These constitute the central “books” of your system, and every transaction flows through the general ledger. These records remain as a permanent track of the history of all financial transactions since day one of the life of your company. 

1. Sub ledgers and the General Ledger
Your accounting system will have a number of subsidiary ledgers (called sub ledgers) for items such as cash, accounts receivable, and accounts payable. All the entries that are entered (called posted) to these sub ledgers will transact through the general ledger account. For example, when a credit sale posted in the account receivable sub ledger turns into cash due to a payment, the transaction will be posted to the general ledger and the two (cash and accounts receivable) sub ledgers as well. 

There are times when items will go directly to the general ledger without any sub ledger posting. These are primarily capital financial transactions that have no operational sub ledgers. These may include items such as capital contributions, loan proceeds, loan repayments (principal), and proceeds from sale of assets. These items will be linked to your balance sheet but not to your profit and loss statement. 

2. Setting up the General Ledger
There are two main issues to understand when setting up the general ledger. One is their linkage to your financial reports, and the other is the establishment of opening balances. 

The two primary financial documents of any company are their balance sheet and the profit and loss statement, and both of these are drawn directly from the company’s general ledger. The order of how the numerical balances appear is determined by the chart of accounts, but all entries that are entered will appear. The general ledger accrues the balances that make up the line items on these reports, and the changes are reflected in the profit and loss statement as well. 

The opening balances that are established on your general ledgers may not always be zero as you might assume. On the asset side, you will have all tangible assets (the value of all machinery, equipment, and inventory) that are available as well as any cash that has been invested as working capital. On the liability side, you will have any bank (or stockholder) loans that were used, as well as trade credit or lease payments that you may have secured in order to start the company. You will also increase your stockholder equity in the amount you have invested, but not loaned to, the business. 

3. The General Ledger Creates an Audit Trail  

Don’t let the word audit strike fear in your heart; I am not talking about a tax audit. Although, if you are called to respond to an outside audit for any reason, a well-maintained general ledger is essential. 

But you will also want an internal trail of transaction so that you can trace any discrepancy (such as double billing or an unrecorded payment) through your own system. You must be able to find the origin of any transaction in order to verify its accuracy, and the general ledger is where you will do this. 

The Language of Accounting

1. accounting: a necessary evil?
Many of the small-business managers I know view accounting this way. It's overhead and really doesn't contribute to the bottom line. Or does it? The people who run the accounting system speak in an unintelligible blur of debits and credits. They have little grasped of the operation that generates the money to pay their salaries. 

Sound familiar? Maybe you're one of the entrepreneurs who share these thoughts. Welcome. I'm not out to convert you to the good of accounting. However, my guess is that once you see how to set up an efficient accounting system for your small business-one that really does contribute to overall profitability-you'll convert yourself. 

2. Information Means Profits
the purpose of the accounting system is to communicate. It produces useful information (not raw data) that tells specific things about the company. To those who understand what this intricate system is saying (and you'll be one of them by the end of this book), it's like money in the bank. 

Suddenly, information that you need to run the company is at your fingertips. Of course, this information is couched in financial terms. That's the language your accounting system uses. But it's not complicated and-with help from this book-it's not foreign. Here are two examples that prove this. 

a. Overdrawing TDO's bank account
TDO Enterprises fabricates the chassis boxes for computers. It always seemed that there wasn't enough money in the bank to pay the bills. A quick look at the aging of accounts receivable revealed that customers paid on average two weeks after the time stated in the terms of sale. 

Rather than dip into its line of credit again, TDO's solution was to mount an aggressive collection campaign. The company used its accounts receivable system to monitor progress toward getting and keeping customers current. 

Within the space of two months, TDO's bank account balance had risen to a point where it could pay its bills regularly without having to draw on its credit line. 

b. MAG's eroding profit margins
MAG Partners, Ltd. sells grass seed on a wholesale basis. Profits recently turned down for no apparent reason. However, the partners were savvy enough to investigate the sales department's ability to pass on recent price increases to customers. 

Comparison of the sales prices for MAG's grass seed with what MAG had to pay for it showed a 20 percent decline in gross profit margin (sales - cost of goods sold = gross margin). The solution was to dock sales commissions for the amount under the company's list price. Profits miraculously rebounded. 

3. Knowing what to look for
was the language the accounting system used to describe these two problems foreign? No. Was the solution a great mystery? Again, no. For TDO, the answer was simply to collect receivables faster. The accounting system identified the delinquent customers. For MAG, the answer was to raise prices. Once again, the accounting system showed which products and salespeople weren't following company policy. 

All management needed was an understanding of the information available in the accounting system to help run the company. That's how we'll use your accounting system. 

4. what you want from your accounting system
The kind of information we found in the prior examples is what you want from your accounting system. This feedback must be accurate Fulfill management's requirements be easy to use 

We can employ information like this in solving problems and running the business. As well as having the attributes of accuracy, relevancy, and simplicity, our accounting system ought to be set up in such a way that it does not require an inordinate amount of time to maintain. Remember, you aren't an accountant, and we don't want you to spend your time trying to do accounting. 

Further, your accounting system should not require a CPA to operate it or to interpret the output. Some of the popular automated accounting systems require specific knowledge not only about computers but about the field of accounting as well. Make sure that those running the system have the background needed to install and operate it. If they don't, get a package that is more in tune with your firm's capabilities. 

Further, if you are using an automated accounting package, it must run on the computer equipment that is either currently in place or to be acquired in the near future. 

If you choose to use an automated accounting system, this book will be of immense help in teaching you the basics of how it works. Whether manual or automated, all accounting systems use debits, credits, a general ledger, and sub ledgers. All entries are posted the same way. The only difference is which buttons to push. The last chapter demonstrates methods of selecting the proper automated accounting system for your company. 

5. accounting for the business cycle
the business cycle is nothing more than the flow of transactions needed in your business to complete a sale and collect the proceeds. It's important to setting up your accounting system. We want to know what types of transactions are involved and the accounting entries to make along the way. Most companies business cycles progress something like this: 

1. Purchase raw materials. 
2. Enter goods into raw materials inventory. 
3. Begin the manufacturing or assembly process. 
4. Enter goods into work in process inventory. 
5. Pay suppliers or pay employees (at service companies). 
6. Complete the manufacturing or assembly process. 
7. Enter goods into finished goods inventory. 
8. Sell the inventory. 
9. Collect payment for credit sales. 

Briefly, here is the way your accounting system interacts at each stage of the business cycle. 

6. Purchase Raw Materials
what happens when you buy the raw materials used to create your company's product? You receive the goods, and you either pay cash for the goods or obligate the company for future payment. Both transactions require these accounting entries: 

· Increase raw materials inventory 

· Decrease cash (if you paid on the spot) 

· Increase accounts payable (if you didn't) 

At this point, we've covered the first two steps of the business cycle listed above. 

7. Begin the Manufacturing Process
when we use raw materials to make our product, the accounting system transfers the inventory from raw materials to an intermediate stage called work in process (WIP for short). This transaction explains the third and fourth steps of the business cycle. 

8. Pay Suppliers
sometime during the production process we must pay our suppliers if we bought the raw materials on credit. The accounting entry for this transaction does two things: 

· Reduces accounts payable 

· Reduces cash 

9. Complete the Manufacturing Process
At last; we have completed our manufacturing process. Now we can move the product from the work in process inventory to the finished goods inventory. This transaction particularly interests the sales staff, since it means that the product is now available for sale, and that's what generates their commissions. The entries into the accounting system that record this event go like this: 

· Reduce work in process inventory 

· Increase finished goods inventory 

We've now completed the sixth and seventh steps of the business cycle. 

10. Sell the Product
At last we're ready to make a sale. If it's a credit sale, our accounting system must record these transactions: 

· Reduction in finished goods inventory 

· Increase in accounts receivable 

· Increase in sales revenue 

If this was a cash sale, replace the increase in receivables with an increase in cash. We just finished the eighth step of the business cycle. 

11. Collect the Receivable
the final stage of the business cycle is conversion of the receivable (which is an asset) into spendable cash. When the customer pays, the accounting system records a decrease in receivables and an increase in cash. 

This ends the business cycle and the various accounting transactions involved. The accounting system we're setting up will cover every one of these transactions. 

Components of the Accounting System

Think of the accounting system as a wheel whose hub is the general ledger (G/L). Feeding the hub information are the spokes of the wheel. These include 

1. Accounts receivable 

2. Accounts payable 

3. Order entry 

4. Inventory control 

5. Cost accounting 

6. Payroll 

7. Fixed assets accounting 

These modules are ledgers themselves. We call them sub ledgers. Each contains the detailed entries of its specific field, such as accounts receivable. The sub ledgers summarize the entries, and then send the summary up to the general ledger. For example, each day the receivables sub ledger records all credit sales and payments received. The transactions net together then go up to the G/L to increase or decrease A/R, increase cash and decrease inventory. 

We'll always check to be sure that the balance of the sub ledger exactly equals the account balance for that sub ledger account in the G/L. If it doesn't, then there's a problem. 

Differences between Manual and Automated Ledgers
Think of the G/L as a sheet of paper on which transactions from all four categories of accounts-assets, liabilities, income, and expenses-are recorded. Some of them flow up from various sub ledgers, and some are entered directly into the G/L through a general journal entry. An example of such a direct entry would be the payment on a loan. 

The same concept of a sheet of paper holds for each sub ledger that feeds the general ledger. A computerized accounting system works the same way, except that the general ledger and sub ledgers are computer files instead of sheets of paper. Entries are posted to each and summarized, and then the summary is sent up to the G/L for posting. 

ORGANIZATION OF THE ACCOUNTING DEPARTMENT
Organize your small-business accounting system by function. Often there's just one person there to do all the transaction entries. From an internal control standpoint, this isn't desirable. Having too few people doing all the accounting opens the door for fraud and embezzlement. Companies with more people assign functions in such a way that those done by the same person don't pose a control threat. 

Having the same person draft the checks and reconcile the checking account is a good example of how not to assign accounting duties. We'll talk extensively about internal control later. However, for now, small businesses often can't afford the number of people needed for an adequate separation of duties. The internal control structure that we'll install in your new accounting system helps mitigate that risk through mechanics and procedures rather than expensive people. 

Assignment of Duties
Here's your first assignment: Figure out who is going to do what in your new accounting system. The duties and areas of responsibility we need to assign include 

 Overall responsibility for the accounting system 

 Management of the computer system (if you're using one) 

 Accounts receivable 

 Accounts payable 

 Order entry 

 Cost accounting 

 Monthly reporting 

 Inventory control 

 Payroll (even if you use an outside payroll service, someone must be in control and responsible) 

 Internal accounting control 

 Fixed assets 

In many cases the same person will do many of these things. However, these are the areas we'll be dealing with in setting up the accounting system. The person you assign to be in overall charge of the system should be the one who is most familiar with accounting. If you are just starting your company, you might want to think about the background of some of your new employees. At least one should have the capacity to run the accounting system. 

If you find it difficult to determine someone's expertise in a field with which you are unfamiliar, here are some solutions: 

1. Have them interviewed by an expert. Your own CPA will probably be glad to interview a few for you. 

2. Carefully check references from past jobs. Ask detailed questions on exactly what they did in the accounting function. Compare the answers with what they say they did. 

3. Ask them some accounting questions. It may sound odd that you (of all people) should be asking such questions. However, even if you can't judge the technical merit of the answers, you can get a feel for how comfortable they are with the subject and the authority with which they answer. 

Basic Terms and Concepts

There are a few (and only a few) things you need to understand in order to make setting up your accounting system easier. They're basic (trust me), and they will probably clear up any confusion you may have had in the past when talking with your CPA or other technical accounting types. 

Debits and Credits
These are the backbone of any accounting system. Understand how debits and credits work and you'll understand the whole system. Every accounting entry in the general ledger contains both a debit and a credit. Further, all debits must equal all credits. If they don't, the entry is out of balance. That's not good. Out-of-balance entries throw your balance sheet out of balance. 

Therefore, the accounting system must have a mechanism to ensure that all entries balance. Indeed, most automated accounting systems won't let you enter an out-of-balance entry-they'll just beep at you until you fix your error. 

Depending on what type of account you are dealing with, a debit or credit will either increase or decrease the account balance. (Here comes the hardest part of accounting for most beginners, so pay attention.) Figure 1 illustrates the entries that increase or decrease each type of account. 

Figure 1
Debits and Credits vs. Account Types
Account         Type Debit          Credit
Assets             Increases          Decreases
Liabilities         Decreases          Increases
Income            Decreases          Increases
Expenses         Increases          Decreases

Notice that for every increase in one account, there is an opposite (and equal) decrease in another. That's what keeps the entry in balance. Also notice that debits always go on the left and credits on the right. 

Let's take a look at two sample entries and try out these debits and credits: 

In the first stage of the example we'll record a credit sale: 

Accounts Receivable          $1,000 
Sales Income                      $1,000 

If you looked at the general ledger right now, you would see that receivables had a balance of $1,000 and income also had a balance of $1,000. 

Now we'll record the collection of the receivable: 

Cash                                   $1,000 
Accounts Receivable          $1,000 

Notice how both parts of each entry balance? See how in the end, the receivables balance is back to zero? That's as it should be once the balance is paid. The net result is the same as if we conducted the whole transaction in cash: 

Cash                      $1,000 
Sales Income         $1,000 

Of course, there would probably be a period of time between the recording of the receivable and its collection. 

That's it. Accounting doesn't really get much harder. Everything else is just a variation on the same theme. Make sure you understand debits and credits and how they increase and decrease each type of account. 

Assets and Liabilities
Balance sheet accounts are the assets and liabilities. When we set up your chart of accounts, there will be separate sections and numbering schemes for the assets and liabilities that make up the balance sheet. 

A quick reminder: Increase assets with a debit and decrease them with a credit. Increase liabilities with a credit and decrease them with a debit. 

Identifying assets
Simply stated, assets are those things of value that your company owns. The cash in your bank account is an asset. So is the company car you drive. Assets are the objects, rights and claims owned by and having value for the firm. 

Since your company has a right to the future collection of money, accounts receivable are an asset-probably a major asset, at that. The machinery on your production floor is also an asset. If your firm owns real estate or other tangible property, those are considered assets as well. If you were a bank, the loans you make would be considered assets since they represent a right of future collection. 

There may also be intangible assets owned by your company. Patents, the exclusive right to use a trademark, and goodwill from the acquisition of another company are such intangible assets. Their value can be somewhat hazy. 

Generally, the value of intangible assets is whatever both parties agree to when the assets are created. In the case of a patent, the value is often linked to its development costs. Goodwill is often the difference between the purchase price of a company and the value of the assets acquired (net of accumulated depreciation). 

Identifying liabilities
Think of liabilities as the opposite of assets. These are the obligations of one company to another. Accounts payable are liabilities, since they represent your company's future duty to pay a vendor. So is the loan you took from your bank. If you were a bank, your customer's deposits would be a liability, since they represent future claims against the bank. 

We segregate liabilities into short-term and long-term categories on the balance sheet. This division is nothing more than separating those liabilities scheduled for payment within the next accounting period (usually the next twelve months) from those not to be paid until later. We often separate debt like this. It gives readers a clearer picture of how much the company owes and when. 

Owners' equity
After the liability section in both the chart of accounts and the balance sheet comes owners' equity. This is the difference between assets and liabilities. Hopefully, its positive-assets exceed liabilities and we have a positive owners' equity. In this section we'll put in things like 

 Partners' capital accounts 

 Stock 

 Retained earnings 

Another quick reminder: Owners' equity is increased and decreased just like a liability: 

 Debits decrease 

 Credits increase 

Most automated accounting systems require identification of the retained earnings account. Many of them will beep at you if you don't do so. 

By the way, retained earnings are the accumulated profits from prior years. At the end of one accounting year, all the income and expense accounts are netted against one another, and a single number (profit or loss for the year) is moved into the retained earnings account. This is what belongs to the company's owners-that's why it's in the owners' equity section. The income and expense accounts go to zero. That's how we're able to begin the new year with a clean slate against which to track income and expense. 

The balance sheet, on the other hand, does not get zeroed out at year-end. The balance in each asset, liability, and owners' equity account rolls into the next year. So the ending balance of one year becomes the beginning balance of the next. 

Think of the balance sheet as today's snapshot of the assets and liabilities the company has acquired since the first day of business. The income statement, in contrast, is a summation of the income and expenses from the first day of this accounting period (probably from the beginning of this fiscal year). 

Income and Expenses
Further down in the chart of accounts (usually after the owners' equity section) come the income and expense accounts. Most companies want to keep track of just where they get income and where it goes, and these accounts tell you. 

A final reminder: For income accounts, use credits to increase them and debits to decrease them. For expense accounts, use debits to increase them and credits to decrease them. 

Income accounts
If you have several lines of business, you'll probably want to establish an income account for each. In that way, you can identify exactly where your income is coming from. Adding them together yields total revenue. 

Typical income accounts would be 

 Sales revenue from product A 

 Sales revenue from product B (and so on for each product you want to track) 

 Interest income 

 Income from sale of assets 

 Consulting income 

Most companies have only a few income accounts. That's really the way you want it. Too many accounts are a burden for the accounting department and probably don't tell management what it wants to know. Nevertheless, if there's a source of income you want to track, create an account for it in the chart of accounts and use it. 

Expense accounts
Most companies have a separate account for each type of expense they incur. Your company probably incurs pretty much the same expenses month after month, so once they are established, the expense accounts won't vary much from month to month. Typical expense accounts include 

 Salaries and wages 

 Telephone 

 Electric utilities 

 Repairs 

 Maintenance 

 Depreciation 

 Amortization 

 Interest 

 Rent 

Income Statements

An income statement, otherwise known as a profit and loss statement, is a summary of a company’s profit or loss during any one given period of time, such as a month, three months, or one year. The income statement records all revenues for a business during this given period, as well as the operating expenses for the business. 

What is income statements used for? 
You use an income statement to track revenues and expenses so that you can determine the operating performance of your business over a period of time. Small business owners use these statements to find out what areas of their business are over budget or under budget. Specific items that are causing unexpected expenditures can be pinpointed, such as phone, fax, mail, or supply expenses. Income statements can also track dramatic increases in product returns or cost of goods sold as a percentage of sales. They also can be used to determine income tax liability. 
It is very important to format an income statement so that it is appropriate to the business being conducted. 
Income statements, along with balance sheets, are the most basic elements required by potential lenders, such as banks, investors, and vendors. They will use the financial reporting contained therein to determine credit limits. 
1. Sales 
The sales figure represents the amount of revenue generated by the business. The amount recorded here is the total sales, less any product returns or sales discounts. 
2. Cost of goods sold 
This number represents the costs directly associated with making or acquiring your products. Costs include materials purchased from outside suppliers used in the manufacture of your product, as well as any internal expenses directly expended in the manufacturing process. 
Gross profit 
Gross profit is derived by subtracting the cost of goods sold from net sales. It does not include any operating expenses or income taxes. 
3. Operating expenses 
These are the daily expenses incurred in the operation of your business. In this sample, they are divided into two categories: selling, and general and administrative expenses. 
• Sales salaries 
These are the salaries plus bonuses and commissions paid to your sales staff. 
• Collateral and promotions 
Collateral fees are expenses incurred in the creation or purchase of printed sales materials used by your sales staff in marketing and selling your product. Promotion fees include any product samples and giveaways used to promote or sell your product. 

• Advertising 
These represent all costs involved in creating and placing print or multi-media advertising. 
• Other sales costs 
These include any other costs associated with selling your product. They may include travel, client meals, sales meetings, equipment rental for presentations, copying, or miscellaneous printing costs. 

• Office salaries 
These are the salaries of full- and part-time office personnel. 
• Rent 
These are the fees incurred to rent or lease office or industrial space. 
• Utilities 
These include costs for heating, air conditioning, electricity, phone equipment rental, and phone usage used in connection with your business. 
• Depreciation 
Depreciation is an annual expense that takes into account the loss in value of equipment used in your business. Examples of equipment that may be subject to depreciation includes copiers, computers, printers, and fax machines. 
• Other overhead costs 
Expense items that do not fall into other categories or cannot be clearly associated with a particular product or function are considered to be other overhead costs. These types of expenses may include insurance, office supplies, or cleaning services. 

4. Total expenses 
This is a tabulation of all expenses incurred in running your business, exclusive of taxes or interest expense on interest income, if any. 
5. Net income before taxes 
This number represents the amount of income earned by a business prior to paying income taxes. This figure is arrived at by subtracting total operating expenses from gross profit. 
6. Taxes 
This is the amount of income taxes you owe to the federal government and, if applicable, state and local government taxes. 
Net income 
This is the amount of money the business has earned after paying income taxes. 

Balance Sheets

A balance sheet is a snapshot of a business’ financial condition at a specific moment in time, usually at the close of an accounting period. A balance sheet comprises assets, liabilities, and owners’ or stockholders’ equity. Assets and liabilities are divided into short- and long-term obligations including cash accounts such as checking, money market, or government securities. At any given time, assets must equal liabilities plus owners’ equity. An asset is anything the business owns that has monetary value. Liabilities are the claims of creditors against the assets of the business. 

What is a balance sheet used for? 
A balance sheet helps a small business owner quickly get a handle on the financial strength and capabilities of the business. Is the business in a position to expand? Can the business easily handle the normal financial ebbs and flows of revenues and expenses? Or should the business take immediate steps to bolster cash reserves? 
Balance sheets can identify and analyze trends, particularly in the area of receivables and payables. Is the receivables cycle lengthening? Can receivables be collected more aggressively? Is some debt uncollectible? Has the business been slowing down payables to forestall an inevitable cash shortage? 
Balance sheets, along with income statements, are the most basic elements in providing financial reporting to potential lenders such as banks, investors, and vendors who are considering how much credit to grant the firm. 
1. Assets 
Assets are subdivided into current and long-term assets to reflect the ease of liquidating each asset. Cash, for obvious reasons, is considered the most liquid of all assets. Long-term assets, such as real estate or machinery, are less likely to sell overnight or have the capability of being quickly converted into a current asset such as cash. 
2. Current assets 
Current assets are any assets that can be easily converted into cash within one calendar year. Examples of current assets would be checking or money market accounts, accounts receivable, and notes receivable that are due within one year’s time. 
· Cash 
Money available immediately, such as in checking accounts, is the most liquid of all short-term assets. 
· Accounts receivables 
This is money owed to the business for purchases made by customers, suppliers, and other vendors. 
· Notes receivables 
Notes receivables that are due within one year are current assets. Notes that cannot be collected on within one year should be considered long-term assets. 
4. Fixed assets 
Fixed assets include land, buildings, machinery, and vehicles that are used in connection with the business. 
• Land 
Land is considered a fixed asset but, unlike other fixed assets, is not depreciated, because land is considered an asset that never wears out. 
• Buildings 
Buildings are categorized as fixed assets and are depreciated over time. 
• Office equipment 
This includes office equipment such as copiers, fax machines, printers, and computers used in your business. 
Machinery 
This figure represents machines and equipment used in your plant to produce your product. Examples of machinery might include lathes, conveyor belts, or a printing press. 
• Vehicles 
This would include any vehicles used in your business. 
• Total fixed assets 
This is the total dollar value of all fixed assets in your business, less any accumulated depreciation. 
4. Total assets 
This figure represents the total dollar value of both the short-term and long-term assets of your business. 
5. Liabilities and owners’ equity 
This includes all debts and obligations owed by the business to outside creditors, vendors, or banks that are payable within one year, plus the owners’ equity. Often, this side of the balance sheet is simply referred to as “Liabilities.” 
• Accounts payable 
This is comprised of all short-term obligations owed by your business to creditors, suppliers, and other vendors. Accounts payable can include supplies and materials acquired on credit. 
• Notes payable 
This represents money owed on a short-term collection cycle of one year or less. It may include bank notes, mortgage obligations, or vehicle payments. 
• Accrued payroll and withholding 
This includes any earned wages or withholdings that are owed to or for employees but have not yet been paid. 
• Total current liabilities 
This is the sum total of all current liabilities owed to creditors that must be paid within a one-year time frame. 
• Long-term liabilities 
These are any debts or obligations owed by the business that are due more than one year out from the current date. 
• Mortgage note payable 
This is the balance of a mortgage that extends out beyond the current year. For example, you may have paid off three years of a fifteen-year mortgage note, of which the remaining eleven years, not counting the current year, are considered long-term. 
• Owners’ equity 
Sometimes this is referred to as stockholders’ equity. Owners’ equity is made up of the initial investment in the business as well as any retained earnings that are reinvested in the business. 
• Common stock 
This is stock issued as part of the initial or later-stage investment in the business. 
• Retained earnings 
These are earnings reinvested in the business after the deduction of any distributions to shareholders, such as dividend payments. 
6. Total liabilities and owners’ equity 
This comprises all debts and monies that are owed to outside creditors, vendors, or banks and the remaining monies that are owed to shareholders, including retained earnings reinvested in the business. 

Depreciation

The concept of depreciation is really pretty simple. For example, let’s say you purchase a truck for your business. The truck loses value the minute you drive it out of the dealership. The truck is considered an operational asset in running your business. Each year that you own the truck, it loses some value, until the truck finally stops running and has no value to the business. Measuring the loss in value of an asset is known as depreciation. 

Depreciation is considered an expense and is listed in an income statement under expenses. In addition to vehicles that may be used in your business, you can depreciate office furniture, office equipment, any buildings you own, and machinery you use to manufacture products. 

Land is not considered an expense, nor can it be depreciated. Land does not wear out like vehicles or equipment. 

To find the annual depreciation cost for your assets, you need to know the initial cost of the assets. You also need to determine how many years you think the assets will retain some value for your business. In the case of the truck, it may only have a useful life of ten years before it wears out and loses all value. 

Straight-line depreciation 
Straight-line depreciation is considered to be the most common method of depreciating assets. To compute the amount of annual depreciation expense using the straight-line method requires two numbers: the initial cost of the asset and its estimated useful life. For example, you purchase a truck for $20,000 and expect it to have use in your business for ten years. Using the straight-line method for determining depreciation, you would divide the initial cost of the truck by its useful life. 
The $20,000 becomes a depreciation expense that is reported on your income statement under operation expenses at the end of each year. 
For tax purposes, some accountants prefer to use other methods of accelerating depreciation in order to record larger amounts of depreciation in the early years of the asset to reduce tax bills as soon as possible. 
You need, additionally, to check the regulations published by the federal Internal Revenue Service and various state revenue authorities for any specific rules regarding depreciation and methods of calculating depreciation for various types of assets. 
Amortization

In the course of doing business, you will likely acquire what are known as intangible assets. These assets can contribute to the revenue growth of your business and, as such, they can be expensed against these future revenues. An example of an intangible asset is when you buy a patent for an invention. 

Calculating amortization 
The formula for calculating the amortization on an intangible asset is similar to the one used for calculating straight-line depreciation. You divide the initial cost of the intangible asset by the estimated useful life of the intangible asset. For example, if it costs $10,000 to acquire a patent and it has an estimated useful life of ten years, the amortized amount per year equals $1,000. The amount of amortization accumulated since the asset was acquired appears on the balance sheet as a deduction under the amortized asset. 
Formula
Initial Cost / Useful Life = Amortization per Year
$10,000 / 10 = $1,000 per Year
Inventory Accounting

Inventory accounting may sound like a huge undertaking but in reality, it is quite straightforward and easy to understand. You start with the inventory you have on hand. No matter when you sell product, the value of your inventory will remain constant based on accepted and rational methods of inventory accounting. Those methods include weighted average, first in/first out, and last in/first out. 

Weighted average 
Weighted average measures the total cost of items in inventory that are available for sale divided by the total number of units available for sale. Typically this average is computed at the end of an accounting period. 
Suppose you purchase five widgets at $10 apiece and five widgets at $20 apiece. You sell five units of product. The weighted average method is calculated as follows: 
Total Cost of Goods for Sale at Cost (divided) 
Total Number of Units Available for Sale =
Weighted Average Cost per Widget
-
Five widgets at $10 each = $50
Five widgets at $20 each = $100
Total number of widgets = 10
Weighted Average = $150 / 10 = $15
$15 is the average cost of the 10 widgets
First in/first out 
First in, first out means exactly what it says. The first widgets you bring into inventory will be the first ones sold as product. First in, first out, or FIFO as it is commonly referred to, is based on the principle that most businesses tend to sell the first goods that come into inventory. 
Suppose you buy five widgets at $10 apiece on January 3 and purchase another five widgets at $20 apiece on January 7. You then sell five widgets on January 30. Using first in, first out, the five widgets you purchased at $10 would be sold first. This would leave you with the five widgets that you purchased at $20, which would leave the value of your inventory at $100. 
Last in/first out 
This method, commonly referred to as LIFO, and is based on the assumption that the most recent units purchased will be the first units sold. A “widget” is an imaginary item that could be just about any product. The advantage of last in, first out accounting, or LIFO, is that typically the last widgets purchased were purchased at the highest price and that by considering the highest priced items to be sold first, a business is able to reduce its short-term profit, and hence, taxes. 
Suppose you purchase five widgets at $10 apiece on January 4 and five more widgets at $20 apiece on February 2. You then sell five widgets on February 20. The value of your inventory, using LIFO, would be $50, since the most recent widgets purchased, at a total value of $100 on February 2, were sold. You were left with the five widgets valued at $10 each. 

