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Foreword



While reviewing this edition of Bookkeeping For Dummies, I have once again been impressed with how well Veechi has captured the essence of bookkeeping in today’s world. While some say bookkeeping doesn’t change, what is very obvious (and what Veechi takes care to explain within these pages) is that new technology and changing government regulations constantly drive change in bookkeeping methodologies and practices.

Bookkeeping For Dummies is a must-read, whether you’re considering doing the books for your own business, as an employee or whether you’re considering bookkeeping as a career. The combination of step-by-step explanations, background information, tips and warnings will help you gain a rapid and accurate understanding of all requirements. Veechi not only explains the basics, introducing essential bookkeeping concepts, but also embraces more complex and advanced bookkeeping topics, including the latest on the rules and regulations involved with working as a BAS Agent.

I first met Veechi Curtis more than fifteen years ago at an MYOB accounting software conference. I was the technical presenter and Veechi was there in her capacity as a bestselling author of numerous accounting software and small business titles. Since then — many years, many conferences and many chats later — it has become obvious to me that Veechi has a passion for sharing her knowledge about bookkeeping and small business in a creative and committed way that always sheds new light on the topics.

I helped found the Institute of Certified Bookkeepers (ICB) in Australia in 2006. ICB is the largest bookkeeping institute in the world and aims to promote and maintain the standards of bookkeeping as a profession. All kinds of people, with different backgrounds, experiences and qualifications, are involved in ‘keeping the books’. Although some people seek out bookkeeping as a profession, others end up working as bookkeepers almost by accident — which is fine, but without training, they often lack the skills to do the best job possible.

My vision for ICB is to help bookkeepers find information and resources, and access insurance and quality support. Given ICB’s aim to provide bookkeepers with information of the highest quality, I’m very proud to write this foreword for Veechi’s book.

Good luck — and happy bookkeeping!

Matthew Addison
Executive Director, Institute of Certified Bookkeepers
June 2020




Introduction



I first started working as a bookkeeper in my late teens, doing handwritten books in leather-bound journals down by the docks in my hometown of Edinburgh, Scotland. Later, I emigrated to Australia, where I got a job working as a bookkeeper in the Blue Mountains, west of Sydney. There I worked with first-generation accounting software, substituting the peace of those inky journals for a battle of wills (myself versus the computer) that required a bizarre mixture of programming skills and native cunning.

By my late twenties, I had a small business of my own, employing four staff and offering bookkeeping services to local businesses. I finished a degree in accounting (which contributed surprisingly little to my bookkeeping expertise), and started writing for magazines and newspapers reviewing accounting software. In the following years, I wrote a fair few For Dummies titles, including MYOB Software For Dummies and QuickBooks For Dummies.

Even with all this experience behind me, I was in a bit of a quandary as to how to structure the project that you have in your hands right now — Bookkeeping For Dummies. I started looking around at other books about bookkeeping, and found that these books fell into two camps. The first camp took a traditional approach, explaining debits and credits, general ledger postings, and so on, all with the assumption that you’re doing books by hand. The second camp were accounting software how-to guides, such as the books I’d written about using MYOB or QuickBooks.

What I felt was missing was a book written for bookkeepers that explained the principles of bookkeeping — the art of bookkeeping, if you like — in the context of doing business in the 21st century. I’m hoping that the book that fills that gap is the one you’re holding in your hands.

For this third edition, I’ve updated every chapter to reflect the major changes that have affected the bookkeeping industry in the last few years. I talk more about cloud accounting and working with bank feeds, and explain new initiatives such as Single Touch Payroll. For those bookkeepers wanting to go out on their own, I’ve updated the chapters about the regulatory framework for bookkeeping and starting up your own bookkeeping business.



About This Book

This book talks about bookkeeping for all sizes of business, both large and small. I realise that you may be a business owner trying to figure out how to do a simple set of books for your new business, or you may be a seasoned bookkeeper working for a multimillion-dollar enterprise. I address both kinds of bookkeeper when writing this book, starting with the basics of bookkeeping, and building to more complex topics later on.



Foolish Assumptions

Because I’m so blindingly sensible, I don’t make any foolish assumptions about you, dear reader. I don’t assume that you have any bookkeeping experience or even that you’ve worked in a business before (although it’s possible, of course, that you’re a bookkeeper extraordinaire with 30 years’ experience under your belt). All I assume is that you are at least vaguely interested in bookkeeping and the results that the process yields.



Icons Used in This Book

Throughout this book you find icons in the margins to help you navigate through the text. Here’s what these icons mean:

[image: gst] You find this icon next to stuff relating to GST or taxation (ah, such fascinating topics).

[image: Remember] Tie a knot in your hankie, pin an egg-timer to your shirt but, whatever you do, don’t forget these little nuggets.

[image: Tip] This icon points the way to doing your job better, faster and smarter.

[image: True story] Real-life stories from bookkeepers who’ve been there provide all the history lessons you could ever want.

[image: Warning] A pitfall for the unwary. Read these warnings carefully (then you can’t say no-one told you …).



Where to Go from Here

Bookkeeping For Dummies isn’t a gripping novel to be read from cover to cover. This book is designed (all 21 bite-sized chunks) so you can pick it up at any point and just start reading.

If you’re a business owner and you’ve never done bookkeeping before, and you’re looking to set up a bookkeeping system for your own business, I recommend you read Chapters 1 to 10 before doing much else (although you can skip Chapter 9 if you don’t have any employees). On the other hand, if you’re an experienced bookkeeper looking to expand your skills, by all means skim read the first few chapters, but start reading with more seriousness from Chapter 11 onwards.
    

Part 1

First Steps



IN THIS PART …

Discover the qualities of a good bookkeeper, as well as what training, skills and experience is required.

Build your first list of accounts, and learn about the difference between assets and liabilities, cost of sales and expenses, equity and income.

Get serious about bookkeeping and discover the theory that lies behind debits and credits.

Find out the difference between cash accounting and accrual accounting, and how this difference affects the way you record transactions.


Chapter 1

Introducing the Bookkeeping Game



IN THIS CHAPTER

[image: check] Working through the bookkeeping life cycle — from chrysalis to butterfly

[image: check] Matching bookkeeping systems to the game in hand

[image: check] Keeping the law on your side

[image: check] Settling into a certain mindset

[image: check] Deciding whether you need to get more training



In some ways, bookkeeping is like cooking up a fine meal. The process of washing and chopping and steaming and frying isn’t much to write home about. What makes everything worthwhile is the outcome: The hot taste in your mouth, the warm feeling in your belly. A good bottle of red simply adds to the fun.

In the same way, adding up receipts and paying bills aren’t the most exciting activities in the world. What brings the buzz to bookkeeping are the results: An organised office, cash in the bank and a set of financial reports that help a business succeed. After all, without a Profit & Loss report, how does a business know how it’s doing? And without a Balance Sheet, how can a business owner gauge their personal worth?

In this chapter, I outline the bookkeeping life cycle from go to whoa, and talk about setting up systems and staying on the right side of the law. I also explore the qualities of a good bookkeeper: Not just someone who can record transactions accurately, but also someone who cares about the financial statements that they generate. And I cover training as a bookkeeper and what skills you need.



Understanding the Bookkeeping Life Cycle

Bookkeeping can have a certain anachronistic quality to it, especially once you start getting familiar with some of the terminology. But like many things that stem from the past and continue to be relevant today, bookkeeping is a deeply logical process that flows beautifully from one stage to the next.

The essence of bookkeeping — and the beginning of any bookkeeping entry — is a transaction. You already know instinctively what a transaction is: The sale of goods, the purchase of services or the shifting of money between accounts.

Your gig as a bookkeeper is to ensure every itsy-bitsy transaction that takes place gets recorded, and you do this using a journal. In the old days, this journal was a large book, smelling of ink, sweat and musty leather. Nowadays, this journal can take the form of a spreadsheet, an entry in your accounting software, or a bank feed downloaded directly from your bank. (Nowadays, these entries are often part of the business activity itself. For example, if configured correctly, an online sale should generate an invoice automatically, as well as the necessary bookkeeping entries.)

Whenever you record transactions, you’re making a journal entry, and as you record each journal entry, you need to decide what account this entry goes to. If this transaction is an expense, for example, is it for advertising, rent or staff wages?

Previously, bookkeepers would total the columns in each journal at the end of each month, and transfer these totals to the general ledger (a great fat tome that summarised the entries from all the other journals). This transfer process was called posting, and these days happens automatically if you use accounting software.

The last step of the traditional bookkeeping cycle is to generate a report using the final balances from the general ledger, creating a document called a trial balance. The amounts in the trial balance form the basis for key pillars of wisdom such as the Profit & Loss report, which summarises income, expense and net profit, and the Balance Sheet report, which summarises the value of assets, liabilities and equity. (Happily, if you use accounting software, these reports are generated automatically.)

So there you have it: The life cycle of bookkeeping in a nutshell, with a distinctly historical twist, starting with a simple transaction and culminating in a set of financial statements that let everyone know what’s what.



Figuring How Often to Do the Deed

So how often do you need to do this whole bookkeeping game? On the one hand, you don’t want to get so behind that you can’t produce reports or see how much customers owe you but, on the other hand, you don’t want to overdo things, working on your books so often that you record only one or two transactions each time.

While you’re of course free to chart your own course, here’s a look at the pluses and pitfalls of the two most common methods: Doing your books once every few months (see the next section, ‘Working with a shoebox’) and doing your books on a regular basis (see the section ‘Doing the books as you go’, later in the chapter). By the way, if you’re weighing up these methods, Chapter 4 also provides a lot of info about the regular deadlines that form part of a bookkeeper’s schedule.


Working with a shoebox

Shoebox accounting brings a comfortable chaos to any business. As the financial year ticks by, the owner of the business dumps all bank statements, receipts and supplier bills in a messy heap somewhere. Once a year or every few months, usually days before a tax return or Business Activity Statement is due, either the business owner or an unfortunate bookkeeper retrieves this unhappy heap and attempts to put it in some kind of order.

I’ve been the unfortunate bookkeeper in this situation many a time. Admittedly, I’ve had to deal with very few shoeboxes but, instead, piles of dog-eared receipts in scrappy manila folders, old fruit boxes, tattered briefcases and, one time, a complete timber drawer straight out of the client’s desk.

Shoebox accounting has its advantages: 

	You can ignore the drudgery of year-round bookkeeping, a tactic that suits the ostriches of this world.
 	Bookkeeping is sometimes a relatively swift process, because you churn through a whole year’s transactions in one hit. If you use accounting software and have bank feeds connected, coding transactions from the bank feeds for a few months or even a year at a time can actually be quite efficient.


And disadvantages … 

	You miss out on the benefits of doing your books, such as up-to-date financial reports or budgets.
 	By the time you do the books, you’ve forgotten what some of the transactions are, so you waste hours trying to do things like match up receipts against miscellaneous electronic debits from your bank account.


In short, I recommend shoebox accounting only for the smallest of small businesses, such as a hobby business, or a business with no GST, no wages, few bills and irregular income.

[image: Tip] Accounting software combined with bank feeds greatly improves the old-fashioned style of shoebox accounting. The neat thing about bank feeds is that even if a business owner doesn’t log on to their software for six months or more, when they do finally log on, most transactions are there automatically. Also, the ease of cloud accounting often converts even the most reluctant of shoebox bookkeepers into bookkeeping enthusiasts. (Note: Of course, although the combination of bank feeds and bank rules makes recording business expenses super quick, other transactions such as customer invoices and employee pays are harder to automate.)


[image: True story] A CAUTIONARY TALE
 
When my husband and I first started living together, I didn’t dare interfere with his trusted shoebox system of bookkeeping. I bit my lip as I observed him stuffing unopened bank and credit card statements into the bulging drawers of the office desk, and scarcely muttered a word as he deposited customer cheques into his bank account without even keeping a record of who had paid him, and what for.

A year or so ticked by before my husband delicately suggested that in the spirit of relationship bonding, I might like to do his books for him (adding that his tax return had been due the previous month). Sure, I replied, with my inveterate Pollyanna ‘can do’ attitude.

It was bad, really bad. ‘What was this debit for in your bank statement?’ I’d ask. He’d shrug. I’d shrug back. Another tax deduction lost. ‘Don’t you have a single receipt for a year’s worth of petrol?’ I’d ask. ‘No, I hate fiddly little bits of paper’, he’d reply.

But the sting came when I got to his credit card statements. ‘What’s this debit for $120 every month for a year, made in US dollars?’ ‘Nothing to do with me’, he replied. I queried the debits with the bank, who confirmed they were a scam, but because too much time had elapsed before me querying the transactions, a refund was impossible.

‘I told you so’, I announced triumphantly. ‘That’s okay, darling’, he replied. ‘I’m fine with you doing my books all the time. You’ll find the paperwork in that drawer over there.’ I remain unconvinced as to whether this is an improvement in our married life, or not.









Doing the books as you go

Most businesses do most of the day-to-day bookkeeping as transactions occur. If you use accounting software, every time you make a sale to a customer, you record the sale in your books. Voilà, the bookkeeping for this transaction is complete. Similarly, when you receive a payment, you record the transaction against outstanding customer invoices and, in the process, you complete the bookkeeping for the transaction.

I find that most bookkeepers arrive at a certain rhythm, determined by how often a business needs to pay bills, issue customer statements or generate reports. Read through the following different activities and see whether you can pick up any tips about how to organise your time.


Record sales transactions once and once only

Here’s my number one rule: Generating a sales invoice and recording this sale in your books should be one and the same activity. In particular, keep the following in mind to avoid common pitfalls: 

	Don’t record sales in a word processor: If you use accounting software to do your books, use your accounting software to record sales. Don’t be tempted to use a word-processing program to record sales, even if using a word processor is more familiar to you. Spend the time customising the sales templates in your accounting software instead.
 	If you’re a retailer, integrate your point-of-sale system and your accounting software: If you integrate your point-of-sale system with your accounting software, daily sales totals and stock movements carry across automatically from one system to another. In other words, as soon as you make a sale in the shop, the bookkeeping for this sale is taken care of. Ah, the wonders of modern life.
 	
[image: Tip] Ditch handwritten docket books: If you (or your employees) write invoices by hand while out in the field, it’s time to switch to a cloud-based accounting solution. You can then use a smartphone or a tablet to create invoices on the run. For more about cloud accounting, see Chapter 5.




Pay supplier accounts in batches

Checking supplier bills, balancing supplier statements and paying accounts are some of the most time-consuming parts of a bookkeeper’s job.

[image: Tip] I talk more about streamlining workflow for bill payments in Chapter 7, but my main tip for bookkeepers is to set a schedule for bill payments, and then stick to it. For example, if you have weekly accounts, set one day per week where you settle these bills. If you have monthly accounts, set aside one day per month (usually a day that falls between the 20th and the last day of the month).

Avoid paying bills in dribs and drabs, and invest time to negotiate payment terms with your suppliers, rather than cash on delivery or payment in advance.


Set up bank feeds to import transactions automatically

So long as your accounting software includes this functionality, you can set up bank feeds so that every time you log onto your accounting software, all your banking transactions are imported automatically. All you have to do is allocate account codes to these transactions or match these transactions against transactions that have already been entered.

Chapters 5, 7, 10 and 21 talk more about working with bank feeds.


Use software to manage employee pays

If you have employees, chances are you already have accounting software that includes payroll features. If so, record wages straight into your accounting software, using the software to record start and finish times, and to calculate tax, superannuation and generate payslips. This way, the very process of calculating and generating employees’ pay means that the bookkeeping for payroll is complete.

With the introduction of Single-Touch Payroll, the ATO now require that you upload details of employee wages, PAYG and superannuation as soon as you process each pay run. For this reason, if you have employees, then subscribing to payroll features as part of your accounting software is pretty much essential. (The only situation in which this requirement may not apply is for small family businesses where all employees are family members and Single-Touch Payroll is not yet required.)
 


Reconcile often, reconcile well

Reconciling bank accounts is one of the core tasks for any bookkeeper (and a process that I talk about in much more detail in Chapter 10). Put simply, a bank reconciliation is when you match everything that’s on your bank statement against everything in your books, double-checking that your work is correct.




[image: tip] USE THE RHYTHM METHOD
 
For small businesses, try to establish a regular rhythm for when you do your books and, if possible, schedule as many bookkeeping activities as possible onto the same day per week. For example, set the same day every week to record both employee pays and weekly supplier payments.

If you find it hard to stick to a routine and find yourself doing books in dribs and drabs whenever you have a free moment, consider delegating the bookkeeping to somebody else. Many small businesses have a bookkeeper who comes in once per week for a half day just to complete the whole bookkeeping function.






Always reconcile the main business transaction account before chasing customers for money, lodging activity statements, or generating management reports. For small- to medium-sized businesses, this means you probably reconcile accounts once every week or fortnight; for micro businesses, once a month probably does just fine.



Staying on the Right Side of the Law

This is a book about bookkeeping, not about bureaucracy, but I’d be neglecting my duties if I didn’t point out that, as a bookkeeper, you want to stay wise to government rules and regulations.


Registering as a business

In Australia, every business has to have its own ABN (short for Australian Business Number). The only exception to this rule is if you’re doing something as a hobby. The easiest way to apply for an ABN is to go to www.abr.gov.au and follow the prompts to register.

[image: Remember] You (or the business that you’re working for) may also be required to register a business name. The requirement to register a name depends on whether you’re a sole trader, a partnership or a company, and whether you intend to trade using your own name or a particular business name. If you’re just setting up a business and need more info on registering a business name, check out my title Getting Started in Small Business For Dummies (Wiley Publishing Australia).


Getting to grips with GST

[image: gst] Registering for GST is optional if your turnover is less than $75,000 a year. If you think that your business, or the business that you’re working for, is going to exceed this annual turnover threshold and isn’t yet registered for GST, then I suggest you speak to the accountant quick smart.

Of course, complying with the law in terms of GST is much more involved than simply registering. You need to get down on scintillating topics such as what’s taxable and what’s not, the key elements of a Tax Invoice, how often to submit GST reports and much more. I won’t go into the whole GST rave just now (this is the first chapter, after all) but for more about GST, skip ahead to Chapters 4 and 6.


Managing payroll

Whether you’re a business owner doing your own books or a bookkeeper doing the books for someone else, bear in mind that as soon as a business takes on an employee, the real fun begins. Government paperwork starts pouring through the door like owl-delivered invitations to Harry Potter.

As a bookkeeper or payroll officer, the scope of your job very much depends on the size of the business and the number of employees. At its simplest, a bookkeeper’s role is sometimes to record a couple of pay transactions per week, maybe checking tax deductions or calculating monthly superannuation. But at its most complex, a payroll officer may be in charge of the payroll for a couple of hundred employees, and have to be familiar with minimum pay rates, Fair Work obligations, convoluted leave calculations, termination pay and much more.

[image: Remember] My main advice to you in this chapter is to be aware that as soon as a business takes on employees, it takes on a series of legal obligations at the same time. (I explore these obligations in detail in Chapters 9 and 11.) As a bookkeeper, your job is to wise up to these legal obligations and not underestimate what’s involved. The moment you feel out of your depth, let your employer know, so that you can either get some assistance or in-house training, or get some support for further study.



Developing an Attitude

Over the years, I’ve worked with and taught lots of bookkeepers: Young and old, qualified and unqualified. Some were scarily cocky, others achingly unsure, a few startlingly beautiful and many more rather careworn.

So what separates a good bookkeeper from a bad bookkeeper? Being young and beautiful doesn’t help much, that’s for sure (at least not with bookkeeping). Qualifications help, but aren’t the whole story either. Nay, I reckon what separates the wheat from the chaff is attitude.

A good bookkeeper cares when something doesn’t balance, and gets upset when receipts and invoices go missing. A bookkeeper cares that the financial statements make sense, and feels responsible when it comes to getting customers to pay on time. A good bookkeeper, in other words, is worth their weight in gold.


Convince yourself this stuff matters

If you’re already a bona fide, serious bookkeeper, you probably know that doing the books is a vital activity and that without the services you provide, the world would probably grind to a halt. Or, maybe you’re not a bookkeeper at all, but the owner of a small business skim-reading these pages as quickly as possible. You want to get your books done with a minimum of fuss, and maximum speed. You hate messing around with receipts, despise filing and feel ill at the very thought of tax returns. That’s okay! In the end, the ‘work’ of bookkeeping actually works for you.

[image: Remember] Think of bookkeeping as a means to an end. Whatever your dreams, whether they’re to own your home outright, put the family business back on its feet or sail around the world in a 30-foot yacht, nothing much is going to happen if you don’t keep good tabs on your finances. And guess what? You can’t keep tabs on your finances unless you do your books.


Quit counting sheep

Am I preaching to the converted with all this chat about the importance of bookkeeping? Maybe you’re someone who knows what it means to lie awake at night counting sheep, worrying that the sheep don’t balance.

To you, I have a slightly different message. In this book, I encourage you to cast away your magnifying glass and grab a telescope instead. Sure, you’ve mastered the fine detail, but now you’re ready to move ahead and start looking at financial statements. Is the business making a profit? How does this year compare to last year? Is the business growing at a steady rate?

Surprisingly, I find a lot of bookkeepers don’t give a second thought to financial reports. Even business owners sometimes get so preoccupied generating sales and paying bills that the only measure of profitability becomes how much is left in the bank account.

Don’t miss out on the fun. As a bookkeeper, spend the time to read through Profit & Loss reports and Balance Sheets. You can help the owner understand what’s going on in their business, and chances are when you read these reports, you can spot any mistakes you’ve made. As a business owner, these financial reports are the reward for all your bookkeeping efforts.

Want to know more? Skip ahead to Chapter 15, which gives the lowdown on both Balance Sheets and Profit & Loss reports.


Do your job well

Whether you’re a professional bookkeeper or a business owner, you almost certainly want to get this bookkeeping lark over with as swiftly as possible. The stumbling block is figuring out how not to overcomplicate things. I’m often taken aback at how much time people take to do their books, wasting hours checking and double-checking, shuffling paper from one place to another.

[image: Tip] I’m not suggesting compromising quality in order to get a job done quickly, but I am suggesting you put efficient systems in place, right from the word ‘go’. As you read this book, I give you my hard-won advice on the best way to approach a task. As you read, ask yourself, ‘Am I doing this task in the most efficient way?’, ‘Can I streamline processes by taking advantage of new technology?’ and ‘How can I avoid entering things twice?’



Getting Skilled Up

I’m often asked by business owners, ‘Do I need to do a bookkeeping course?’ For most small businesses, I reply that the answer depends, but a course isn’t always necessary. You may need help from your accountant, and some guidance from handy references like this one, but with a bit of patience, you should be able to master the basics. (I devote a lot of space to explaining everyday bookkeeping tasks in Chapters 7, 8, 9 and 10.)

On the other hand, if you’re a bookkeeper who works for more than one business, you need to be a whole lot more versatile. Not only will you probably need to register as a BAS Agent, but your client or employer expects you to be the expert and is unlikely to tolerate a long and slow learning curve. You’ll almost certainly want to devote some time to formal study.

The line between a professional bookkeeper and an accountant gets a little blurred at times. An experienced, well-trained bookkeeper often takes on some of the work that usually falls to the accountant to complete, in the same way as an accountant picks up loose ends if working with a bookkeeper who only provides the bare essentials.


Keeping your qualifications up to date

Even if you’ve been a bookkeeper for years, you may find that you’re legally obliged to formalise your experience with an official qualification.

[image: Warning] In Australia, you must have a certain minimum level of qualifications if you assist clients preparing and lodging Business Activity Statements (BAS), because these qualifications are essential in order to register as a BAS Agent. You will also need to take out professional indemnity insurance. I talk more about the requirements for BAS Agent registration in Chapter 18.


Joining an association

If you’re serious about bookkeeping as your profession, I recommend you join a professional bookkeeping association or network, such as the Institute of Certified Bookkeepers (ICB), the Australian Bookkeepers Association (ABA) or the Association of Accounting Technicians (AAT).

Membership for these associations or networks is a relatively modest cost each year, but probably provides the only practical way for you to stay abreast of relevant changes in accounting software, bookkeeping professional requirements, tax legislation and much more. Not only that, but membership also provides you with a community of other bookkeepers so you can get together at conferences or local networking meetings.


Signing up to a course

The initial qualification for a bookkeeper is generally a Certificate IV in Financial Services in bookkeeping or accounting. As I mention a tad earlier in this chapter, in order to assist clients in preparing or lodging Business Activity Statements, you must first register as a BAS Agent, and this level of qualification is a base requirement. (I talk more about the BAS Agent registration process in Chapter 18.)

Other possible bookkeeping qualifications include a Diploma of Payroll Services, Diploma of Accounting or an Advanced Diploma of Accounting.

If you’re not sure whether you’re ready to commit to formal bookkeeping qualifications, you could try one of the more general bookkeeping courses offered by community colleges or private training organisations. Bear in mind that if you do a course that isn’t run by a nationally recognised Registered Training Organisation, you may not receive credits if you decide to go on to more formal study and you almost certainly will not gain sufficient qualifications to register as a BAS Agent.

[image: Tip] The other training that could work for you is a one-day or two-day course specific to whatever accounting software you’re using, such as an MYOB, QuickBooks or Xero course. These courses are good at getting you started with doing the books for your business, but you won’t get the same kind of theoretical understanding about how bookkeeping works as you would with a more specific bookkeeping course. You also won’t receive any kind of formal qualification.

If you are (or are interested in becoming) a contract bookkeeper, I talk more about this in Chapters 17 and 18.


[image: True story] A CHOSEN PROFESSION (EVENTUALLY)
 
Elisha took many years to arrive at bookkeeping as her chosen profession. Initially a dental assistant, Elisha stayed home for almost 15 years when her children were young. During that time, Elisha’s husband started his own plumbing business and Elisha assisted by doing the books. At first, she did these books by hand, but later switched to doing the books on the home computer.

Elisha felt very hesitant about bookkeeping, because she had never enjoyed maths at school. However, she attended a couple of one-day courses to learn about accounting software, and slowly she felt her confidence build up. When her youngest child started school, Elisha enrolled for a Diploma of Accounting at TAFE.

The family’s accountant knew what a good job Elisha did with her own books and didn’t hesitate to recommend Elisha to some of his other clients. Elisha soon built a solid business working as a contract bookkeeper for several small businesses in the area. Elisha has now qualified and is a proud member of the Institute of Certified Bookkeepers.

Elisha has grown to love bookkeeping as a profession, and enjoys her financial independence, flexible hours and the diversity of the people she works with.







     

Chapter 2

Creating a Framework



IN THIS CHAPTER

[image: check] Finding a spot for every single transaction

[image: check] Gathering materials with account classifications

[image: check] Building foundations for your Profit & Loss report

[image: check] Analysing income with a bird’s-eye view

[image: check] Making everything just right with Balance Sheet accounts

[image: check] Admiring the finished home — your first chart of accounts



If bookkeeping were just about doing your tax, the way you categorise information would be pretty simple. You would likely only use a handful of accounts to categorise expenses, and perhaps even fewer for your income.

However, your job as a bookkeeper is about much more than tax. You want to generate reports that explain exactly where your income comes from, which activities generate the most moolah, what the expenses are, how actual results compare against budgets, and lots more.

The way you categorise business transactions — in other words, the names of the accounts you use — provides the key to generating this kind of clued-up business reporting. Figuring out the accounts required takes a few smarts, because every business is unique and needs a custom-made list of accounts. But when complete, this list forms the framework for every business report.

In this chapter, I help you to build your own list of accounts. I wax lyrical about the differences between an asset and a liability, between income and expenses, and between earthlings and aliens. Discover how to set up a killer list of accounts that not only keeps the tax bigwigs happy, but helps this business flourish to boot.



Putting Everything in Its Place

When I first worked as a bookkeeper, I worked with traditional handwritten ledgers. The ledger would list dates and amounts down the left side, followed by a series of columns all the way across, with a different column for each kind of expense.

Regardless of how you do your books these days, the concept remains the same. If you work with a spreadsheet, chances are your books look pretty similar to Figure 2-1. Even with accounting software, the core information remains constant. Figure 2-2 shows a similar list of transactions in Xero, with a columns for the date, payee name, transaction description, allocation account, tax code and amount. (In Figure 2-2, Xero shows both incomings and outgoings for the selected bank account; in Figure 2-1, the spreadsheet shows outgoings only.)

[image: Illustration displaying a cash disbursements ledger created in an Excel spreadsheet.] 
FIGURE 2-1: A cash disbursements ledger created in Excel.



[image: Spreadsheet providing a list of transactions in Xero, with columns for the date, payee name, transaction description, allocation account, tax code and amount.] 
FIGURE 2-2: An account transaction listing in Xero.




Regardless of how you record transactions, the choice of account is crucial. In Figure 2-1, the accounts are the headings that run along the top of each column (apart from the first three). In Figure 2-2, you select the allocation account for each transaction listed.

Your job, as Bookkeeper-Chief-in-Command, is to decide exactly what these accounts should be. (After all, how can you record transactions if you don’t know where to put ’em?) The rest of this chapter gives lots of tips about how.



Classifying Accounts

A chart of accounts is the list of accounts to which you allocate transactions. These accounts describe what a business owns and what it owes, where money comes from and where money goes.

Accounts fall into six broad classifications: 

	Assets: Things owned by the business, such as cash, money in bank accounts, computers, buildings and motor vehicles.
 	Liabilities: The stuff that keeps people up at night, such as credit card debts, supplier accounts, tax owing and bank loans.
 	Equity: The owner’s stake in the business, made up of money invested initially, or accumulated profit/loss built up over time.
 	Income: Quite simply, money generated from sales to customers or, for non-profit organisations, money received from funding bodies.
 	Cost of sales: What it costs in raw materials, supplies or production labour to make the goods sold.
 	Expenses: Business overheads, such as advertising, bank charges, interest expense, rent or wages.


[image: Remember] Assets, liabilities and equity belong in the Balance Sheet. Income, cost of sales and expenses belong in the Profit & Loss. Knowing where transactions end up helps you to classify everything correctly and, with this in hand, creating financial statements is easy as pie.

I explore each of these account classifications in much more detail later in this chapter, discussing what kinds of accounts typically belong under each one.



Building Your Profit & Loss Accounts

How you build your Profit & Loss accounts depends on what kind of system you’re using. If you’re working with a spreadsheet, the accounts are simply the headings of the columns where you list transactions. If you’re working with accounting software, you typically go to either your Accounts List (in MYOB) or your Chart of Accounts (in Reckon, QuickBooks Online or Xero).

[image: Tip] When I’m helping bookkeepers set up accounts for a business, I always start by making sure these accounts make sense. I don’t hesitate to add or delete accounts, change account names or reorganise the order of accounts. This way, I’m sure my clients end up with information that provides the maximum gain for minimum pain.


Analysing income streams

Most businesses have more than one stream of income. Maybe you’re a builder who earns money from new houses, as well as renovations and extensions. Maybe you’re a landscaper and earn money from a combination of gardening services and reselling plants. Or maybe you’re a musician who also does a bit of teaching on the side.

As a bookkeeper, think about the different sources of income a business generates. If a business has fewer than five income accounts, have a think about how you could describe income in more detail. Each major source of income needs a separate income account. For example, my friend who is a builder divides income into four accounts: Bathroom Sales, Kitchen Sales, Tile Sales and Renovations. This way, he generates regular Profit & Loss reports that reflect how his business generates revenue.

Accountants also like to talk about other income or abnormal income. Other income or abnormal income includes any income that’s not really part of your everyday business, such as interest income, one-off capital gains or gifts from mysterious great-aunties. Other income gets reported separately at the bottom of a Profit & Loss report.


Separating cost of sales accounts

Whatever kind of business you have, you probably have some expenses that directly relate to sales. In accounting jargon, expenses that directly relate to sales are called variable expenses (also sometimes called direct costs or cost of goods sold or cost of sales). Expenses that don’t directly relate to sales are called fixed expenses (also sometimes called indirect costs or overheads).

This theory may seem all very well, but you need to understand how it applies in the context of your own business (or those you’re doing the books for). Here are some examples that may help: 

	If you’re a manufacturer, variable costs are the materials you use in order to make things, such as raw materials and production labour.
 	If you’re a retailer, your main variable cost is the costs of the goods you buy to resell to customers. Other variable costs, particularly for online retailers, may include packaging and postage.
 	If you’re a service business, you may not have any variable costs, but possible variable costs include sales commissions, booking fees, equipment rental, guest consumables or employee/subcontract labour.


In contrast, fixed expenses are expenses that stay constant, regardless of whether your sales go up and down. Typical fixed expenses for your business may include accounting fees, bank fees, computer expenses, electricity, insurance, motor vehicles, rental, stationery and wages.

[image: Tip] Not sure which variable costs apply to your business? Here are a few questions to prompt you to think about what variable costs you may have: 

	Do you use raw materials to create new products? Examples could include ingredients, foods, timber, metals, paper or plastics.
 	Do you purchase finished products or materials for resale? Examples could include a clothes shop that buys clothes, a cafe that buys coffee beans or a landscaper that buys soil and plants.
 	Do you purchase any materials for packaging? Possible examples are bottles, bubble wrap, caps, cardboard or envelopes.
 	Do you run an online business? Likely variable costs are freight, packaging, sales commissions (for example, eBay fees), and the cost of the goods you buy to sell to others.
 	Do you use any energy as part of manufacturing items? This includes electricity or gas used to manufacture goods, and which goes up and down depending on how much is being manufactured.
 	Do you employ any labour when manufacturing items? Variable costs here are wages, subcontractor wages or production wages.
 	Do you employ any labour for which you charge clients or customers directly? An example could include an electrical company that employs electrical contractors and charges customers by the hour for the contractors’ time.
 	Do you pay any commissions on sales? Examples could include sales bonuses, sales commission, sales discounts or sales rebates.
 	Do you have any expenses relating to importing goods from overseas? Examples include inwards shipping costs, customs fees or external storage costs.
 	Do you have costs relating to distributing or shipping items? Examples could include couriers, outwards freight, warehouse rent or warehouse staff.


[image: Tip] Confused? If you’re unsure whether an account is a cost of sales account or a fixed expense account, ask yourself this question: Does this expense immediately increase if sales increase? If so, chances are this expense is a cost of sales account.


Cataloguing expenses

Expenses are the day-to-day running costs of your business and include things like advertising, bank fees and charges, electricity, motor vehicle, rent, software subscriptions, telephone and administration wages. Accountants also sometimes refer to expenses as overheads.

[image: Tip] As a bookkeeper, make sure you tailor the expense accounts to the business concerned. On the one hand, you don’t want to create too many accounts (I once saw a chart of accounts that used a different expense account for every employee, and with over 25 employees this became ridiculous). On the other hand, if a business has a particular expense that makes up a large proportion of its expenditure, additional analysis can help.

Here are some expenses I usually include in a list of accounts: 

	Accounting Fees: I keep accounting fees separate from contract bookkeeping fees, so I can easily monitor what each service costs a business.
 	Bank Fees: Use this account for the regular transaction fees you get on your bank account. If you’re charged merchant fees — which you will be if customers pay by credit card — you need a separate account for these fees.
 	Dues & Memberships: Here’s the spot for licence fees, professional memberships and similar items.
 	Electricity & Gas: This is where you can catalogue your personal contribution to climate change.
 	Home Office Expenses: If a business operates from home, you may include expenses such as electricity, mortgage interest, rates and repairs in this account. (However, check with the accountant first regarding what home office expenses can be claimed.)
 	
Insurance: If you have hefty insurance bills, I suggest you create a header account called Insurance Expense and, underneath, create detail or subaccounts for different kinds of insurance, such as Building and Contents Insurance or Public Liability Insurance.

[image: Tip] I usually tuck the insurance for vehicles under the Motor Vehicles header, rather than the Insurance header, because when you report for tax, you need to report separately for motor vehicle expenses.

 	Interest Expense: Don’t get muddled between bank charges and interest. Bank statements always differentiate clearly between the two; all you have to do is be alert to the difference.
 	Motor Vehicle Expense: Again, you can make a header account called Motor Vehicle Expense and, underneath, create subaccounts for fuel, maintenance, registration and so on.
 	Office Expense: This account is typically the spot for items such as office stationery, office equipment, computer accessories and printer ink. Just make sure you’re clear about the distinction between an expense and an asset — see Chapter 12 for more about this topic.
 	Rent Expense: Unless you work out of a home office, you almost certainly pay rent on an office or factory.
 	
[image: Tip] Salaries & Wages: If you have more than a handful of employees, consider creating detail accounts or subaccounts for the different categories of employees (see the sidebar ‘Under the microscope’ later in the chapter). For example, a restaurant may have three accounts: One account for kitchen staff, another for front-of-house staff and another for management.

 	Software Subscriptions: This is the spot for subscriptions for accounting software, email services, word processing, website hosting and so on.
 	Superannuation: I suggest you create two superannuation expense accounts: One for employees and one for directors or business owners.
 	
[image: Remember] Travel & Entertainment: When accounting for travel expenses, remember to separate domestic and overseas travel into separate expense accounts. When accounting for any entertainment expenses, always separate these expenses from other travel expenses. (Entertainment expenses are tricky in terms of tax, and the accountant will need to review these transactions in order to check that they are tax-deductible.)






UNDER THE MICROSCOPE
 
If you’re working with accounting software, a good way to get your accounts really organised is to use headers or account groups. For example, if you create a header account and name it Motor Vehicle Expenses, you can then add many accounts below this heading, such as Fuel Expense, Registration and Repairs & Maintenance.

The terminology when grouping accounts in MYOB (in versions where this feature exists) is header accounts and detail accounts and, in Reckon or QuickBooks Online parent accounts and subaccounts. Xero refers to account groups, but you can’t actually create these groups in your chart of accounts, only in your report customisations.

When designing a chart of accounts, I recommend you identify any areas of major expense and try to categorise these expenses into a bit more detail. For example, one of my clients spends up big on advertising. I created five different accounts to analyse his advertising expenditure, separating social media, trade stands, sponsored listings, print media and public relations. My client likes the additional analysis these detail accounts provide, and the bookkeeper finds the system quite easy to manage.






By the way, accountants sometimes also use other expenses as an additional account classification. Other expenses are abnormal expenses that aren’t part of your everyday business, such as lawsuit expenses, capital losses or entertaining aliens from outer space.

[image: Warning] Avoid using nondescript accounts such as Miscellaneous Expenses, Other Expenses or Sundry Expenses for expenses that are part of your everyday business. All this kind of account does is create work for your accountant at tax time, because your accountant will be obliged to scrutinise every transaction in a miscellaneous account in order to reallocate these transactions correctly.


Dealing with personal expenses

Wondering what to do about personal expenses, where the owner takes money out of the business account and uses this money for something personal? You don’t show these transactions as expenses, because personal transactions aren’t expenses of the business. Here’s what to do: 

	If you’re doing the books for a sole trader, allocate personal spending to an equity account called Owner’s Drawings.
 	If you’re doing the books for a partnership, allocate personal spending to an equity account called Partners’ Drawings (you may need to create a separate drawings account for each partner).
 	If you’re doing the books for a company, either allocate personal spending to Director’s Wages (in which case you need to allow for wages and superannuation) or allocate personal spending to a liability account called Loan from Director(s). Talk to the accountant about which of these two options is best, and if you do need to allocate personal spending to wages, make sure this transaction is processed correctly through payroll (with tax deducted and super contributions paid).

 


Seeing Where the Money’s Made

Some businesses are actually several businesses bundled under the one name — like the general store that doubles as a post office and dry-cleaning agency, or the handyman who fixes your cupboard doors and also mows the lawn. To use accounting jargon, some businesses have multiple cost centres.

[image: Tip] As a bookkeeper, part of the process of deciding what accounts you need involves considering whether this business also needs cost centre or project reporting. The practicalities of how you effect this reporting depend on what accounting software you choose, but the principles are the same. By analysing how much money a business is making (or losing!) on everything it does, you can fine-tune a business to maximise the chances of success.

By the way, don’t be tempted to create a swag of new accounts with a separate set for each cost centre. Instead, use a single set of accounts, but take advantage of the cost centre reporting in your accounting software.

For example, in most versions of MYOB, you have two ways to report on cost centres: jobs and categories. Jobs are the most versatile feature, because you can allocate a single transaction to more than one job. Categories work better if you have separate physical locations or branches. Sometimes it works best to use both jobs and categories. For example, an architect client of mine has an office in Brisbane and another in Sydney. He uses the category feature in MYOB to identify which office transactions belong to, but he still uses the jobs feature to track profitability on each different project.

In QuickBooks, you can report by Customer, Class or Location. Generally, tracking income and expenses by Class works best for different projects or divisions, and tracking by Location works best for distinct physical locations. For example, a builder might track expenses by Customer to keep track of profit on individual jobs, but use the Class feature to categorise these jobs, separating new houses, project homes and home renovations into different classes.

In Xero, you can choose between simple category tracking or you can upgrade your subscription to include full project tracking.

Whichever accounting software you use, the principle remains the same. You don’t just allocate a single transaction to an account, but you allocate it in other ways also. For example, in the screenshot in Figure 2-3, the transaction is allocated in several different ways: The Payee field shows the name of the supplier, the Category column shows the type of expense, the Class column shows the project name, and the Location field shows the branch of the business that incurred the expense.

[image: Screenshot displaying an accounting for cost centres with transactions allocated in several different ways.] 
FIGURE 2-3: Accounting for cost centres by classifying transactions in several different ways.






Itemising Balance Sheet Accounts

If a business is already up and running, and has already completed the first year of business, an easy way to see what Balance Sheet accounts are required is to get your hands on last year’s Balance Sheet report from the accountant.

If a business is new, you can simply create new Balance Sheet accounts as and when you need them. However, read through the next few pages to get an idea of what accounts you may need to get you started.




[image: Truestory] A CHART OF ACCOUNTS AS LONG AS YOUR ARM
 
Members of a community organisation called me a few years ago to ask if I could look at their chart of accounts. The problem, the manager earnestly declared, was that they had run out of account numbers.

Now, the accounting software they were using was MYOB, which provides an upper limit of 8,000 different accounts. Given that most businesses only use 100 accounts or so, I found their problem hard to believe.

When I sat down with the manager, my eyebrows almost lifted off my forehead. The bookkeeper had created a new set of income and expense accounts for every project the organisation was responsible for. Not only that, but every time a new financial year rolled around, the bookkeeper also created another new set of accounts. The result was a nightmare. To allocate a single transaction required about half an hour of brilliant thinking, and the financial reports provided to the management committee could have wallpapered the Taj Mahal.

The solution? We started from scratch with a new chart of accounts, and used a combination of job and category features to report for each project and department. The result was a more serene bookkeeper, a happy management committee and a whole lot more trees left standing.








Adding up the assets (ah, joy of joys)

So what’s an asset? Is it your pearly white teeth, your fine singing voice or your generous nature? None of these things, I’m afraid. The International Accounting Standards Board defines an asset as ‘a resource controlled by the enterprise as a result of past events and from which future economic benefits are expected to flow to the enterprise’.

Hmmm. My mind goes to mush when faced with this kind of talk, so I’m going to put it more simply: Assets are the good stuff, including anything you own, such as computers, office equipment, motor vehicles and cash.

Accountants like to classify assets according to how readily these assets can be converted into cash, typically using the headings current assets, non-current assets (also called fixed assets) and intangible assets.


Current assets

A current asset is anything that a business owns that can realistically be converted into cash within the next 12 months.

The kinds of things that get lumped into current assets include 

	Bank accounts and cash: Accounts that fall into this account type include petty cash, business transaction accounts, savings accounts and term deposits.
 	Short-term investments: No, I’m not talking about your latest love. I’m thinking of nerdy stuff such as shares or unit trust holdings.
 	Accounts receivable: Accounts receivable is the bookkeeping term for money that customers owe you. (Accountants sometimes refer to this account as trade debtors.)
 	Inventory: Another old-fashioned bookkeeping term, inventory is the word bookkeepers use for stock or raw materials that get sold to customers or assembled to make goods.
 	Prepayments: Smaller businesses don’t usually account for prepayments, but larger businesses make adjustments for things such as prepaid insurance, rent in advance or deposits paid to suppliers.
 	Work in progress: Work in progress includes jobs that have started but aren’t yet complete.



Non-current assets

This classification (also sometimes known as fixed assets) is for anything physical that you can touch, feel and see, but that isn’t readily converted to cash. Sounds kind of sensual but I’m talking about relatively mundane things such as office equipment, land and buildings, computers and motor vehicles. 

	Land and buildings: If a business buys a block of land or a building, this is the account to choose.
 	Plant and equipment: Completely unrelated to potting mix, this rather agricultural sounding account includes stuff like new computers, telephone systems, machinery and tools.
 	Motor vehicles: Yep, that banged up rusty old heap is actually an asset, not a liability.
 	Accumulated depreciation: Yet another weird expression, this one refers to the amount the accountant has already claimed back on assets. I talk more about the convoluted workings of depreciation in Chapter 12.


I’m often asked, ‘When is something an asset and when is something an expense?’ For example, how would you categorise the purchase of a new coffee machine for the office, a new swivel chair or a set of new blinds? The answer to this question depends on the current tax legislation, which varies according to the size and nature of your business. For more info on this enthralling topic, skip ahead to Chapter 12.


Intangible assets

An intangible asset is something that is worth something, but that you can’t touch, smell or see. Intangible assets are usually not readily convertible into cash. (My husband assures me that his sense of humour is one of his intangible assets. At times, however, I reckon it’s more of a liability.)

The most common intangible assets are formation expenses, franchise ownership, goodwill and trademarks: 

	Formation expenses usually relate to the cost of setting up a company. Because formation expenses aren’t tax-deductible, some accountants choose to show these expenses as an asset. (Other accountants write off formation expenses straightaway, and make a tax adjustment in the final return.)
 	Franchise ownership expenses relate to the costs of purchasing and setting up a franchise.
 	Goodwill is usually the purchase price of a business, or the price placed on the worth of a business. Many businesses don’t put a value on goodwill until they sell the business to someone else. At that point, goodwill becomes part of the purchase price and shows up on the Balance Sheet as an intangible asset.
 	Trademark expenses are the costs of developing and registering a trademark (typically a business logo or name).



Listing liabilities (oh, woe is me)

Liabilities are the stuff that keeps you awake at night. You know, bulging credit card accounts, supplier bills, GST owing, hideous bank loans and that unmentionable loan from your parents-in-law.

In the same way as accountants like to bundle assets into groups, they do the same with liabilities.


Current liabilities

A current liability is an amount owed by the business that is due within a one-year period. The kinds of accounts that sit under current liabilities include 

	Credit cards: I recommend bookkeepers think of credit cards in the same way as any other bank account. It’s just that the business owes the bank money, rather than the other way around. Strangely enough, simply ignoring credit cards and pretending they don’t exist doesn’t seem to work as a strategy.
 	Overdrafts: Again, you treat an overdraft in the same way as a regular bank account.
 	Accounts payable: Accounts payable (also called trade creditors) is the term for money that you owe to suppliers.
 	Other current liabilities: This category covers any other liabilities that are relatively short term, such as customer deposits, employee wages, tax owing, GST owing or short-term director loans.



Non-current liabilities

A non-current liability is anything you owe that isn’t due to be paid out within the next 12 months. The kinds of accounts that sit under non-current liabilities include 

	Hire purchase debts: Hire purchase debts are usually non-current liabilities because they’re payable over several years (although some accountants prefer to split hire purchase debts into current and non-current liabilities). Hire purchase liability accounts come complete with a partner, a strange account that goes by the name ‘Unexpired Interest Charges’ or ‘Future HP Interest Charges’. For more about this topic, check out Chapter 13.
 	Bank loans or mortgages: You know what these are. Seems that banks are always in on the act.



Accounting for equity

Equity is a fancy term for the ‘interest’ that a director or an owner has in the business, including both capital contributed and the profit or loss built up over time. The kind of equity accounts you need when bookkeeping depend on whether the business has a sole trader, partnership or company structure.


Out on your own (sole trader accounts)

Sole trader equity accounts include Owner’s Capital, Current Year’s Profits and Owner’s Drawings. As a bookkeeper, the only equity accounts you allocate transactions to are Owner’s Drawings, which is the account where you allocate any personal spending by the owner, and Owner’s Contributions, where you allocate personal contributions from the owner.

[image: Tip] Sometimes, if a small business owner has only one bank account and uses this account for both business and personal spending, I create several Owner’s Drawings accounts. For example, a client of mine has one account called ‘Owner’s Drawings Mortgage Payments’, another account called ‘Owner’s Drawings Tax Payments’ and another account called ‘All Other Owner’s Drawings’.


Takes two to tango (partnerships)

With a partnership, each partner has both a Partner’s Capital account and a Partner’s Drawings account. At the end of each year, the accountant also uses a Distribution of Profit account for each partner. (The Partner Capital accounts, when added together, are equivalent to Retained Earnings in a company.)

[image: Tip] As a bookkeeper, the only account you use on a regular basis is the Partners’ Drawings account. (Note: You may end up with separate accounts for each partner.)

Although partnerships don’t require an account called Retained Earnings, if you’re working with accounting software, you usually find this account is a default account that you can’t delete (at the end of each financial year, Current Year’s Earnings ‘roll over’ into this Retained Earnings account). You can rename this account to become one of the Partner’s Capital accounts. The accountant can then provide a journal at the end of each year that adjusts the partnership capital accounts.


Aiming high (companies and trusts)

Companies typically have Retained Earnings, Current Year’s Earnings, Dividends Paid and Shareholder Capital as the equity accounts. Occasionally, companies also have reserve accounts, such as an Asset Revaluation Reserve.

Retained earnings are the income that a company holds onto and doesn’t distribute to shareholders. Retained earnings (or losses) are cumulative, building up from one year to the next. When shareholders receive a profit distribution, you allocate this payment to an equity account called Dividends Paid.

Trusts have a similar equity account structure to companies, but have an account called Issued Ordinary Units or Trust Equity instead of Share Capital. When trust beneficiaries receive a profit distribution, you allocate this payment to an equity account called Trust Distributions Paid.

[image: Warning] Don’t allocate any transactions to equity accounts for a company or for a trust unless instructed to do so by an accountant.



Building a Final Chart of Accounts

In Figure 2-4, you can see some of the accounts that make up the final chart of accounts for a wholesale business. The format of this chart of accounts is typical (listing account name, type, balance and so on), but remember that just as every business is unique, so too is every chart of accounts.

[image: Tip] One feature with accounting software is that you usually get a choice of a few dozen templates when getting started. You can pick your business type from this list of templates and with three clicks of your heels have a complete chart of accounts ready to go. However, although a standard template seems like a quick way to get started, you may end up wasting hours customising this accounts list to suit. If the standard template isn’t a good fit, you’re best to start from scratch building your own chart of accounts.

[image: Screenshot presenting some of the accounts that make up the final chart of accounts for a wholesale business.] 
FIGURE 2-4: Some of the accounts that form part of a final chart of accounts, ready for action.







PAINTING BY NUMBERS
 
By now, you probably get a sense of how crucial account classifications are to bookkeeping (that is, whether something is an income or expense, an asset or liability).

In MYOB, account classifications are clearly identified. All assets start with the number 1, liabilities with the number 2, equity accounts with the number 3, income accounts with the number 4, cost of sales accounts with the number 5 and expense accounts with the number 6. Within each account classification you also get account types — so that if something is an asset, for example, you choose whether this asset is a bank account, an accounts receivable account, a fixed asset or another kind of asset. (Although MYOB requires numbers for each account, you can set your preferences to select and view accounts by name, rather than by number.)

In Reckon and QuickBooks Online most bookkeepers choose not to use account numbering, and rely on names instead. However, both account classifications and account types are still clearly defined, with five different account types for both assets and liabilities.

Xero uses the account classifications of assets, liabilities, equity, revenue and expenses (with cost of sales being a subset of expenses) and you have the option to either use account numbers or just sort accounts alphabetically.







    

Chapter 3

Going for the Big Equation



IN THIS CHAPTER

[image: check] Revealing the inner life of Pacioli’s debits and credits (making Isaac Newton seem tame)

[image: check] Inserting a little loving back in the air — pairing up those debits and credits

[image: check] Taking a peek into the inner workings of accounting software

[image: check] Choosing between hand-to-mouth cash and high-tech accrual



If you want to be a racing driver, it pays to understand something about the mechanics of a car. If all you want to do is drive from A to B, you can rely on others to bail you out, and go from one year to the next without looking under the bonnet.

The same goes for bookkeeping. If you’re a business owner and you want to do your books in a simple fashion, giving them to your accountant for the finishing touches, you can get by without ever worrying about double-entry bookkeeping. (Yep, you’re off the hook — you can skip reading this chapter and proceed to the more interesting stuff.)

However, if you’re serious about bookkeeping, knowing the theory of how bookkeeping works and what goes on behind the scenes is vital. An understanding of debits and credits — which form the bones of double-entry bookkeeping — is essential for many of the more skilled activities a bookkeeper undertakes, such as adjusting accounts via journal entries, making sense of a Balance Sheet or troubleshooting account balances.

In this chapter, I explore all the ins and outs of double-entry bookkeeping, and how to figure out debits and credits for most everyday transactions. I also talk about the difference between cash and accrual accounting, and how to choose which system is going to work best for you.



Matchmaking with Debits and Credits

Way back in the distant mists of time, over 500 years ago, an Italian mathematician by the name of Pacioli wrote a rave about bookkeeping, culminating in a brilliant equation that falls only one step short of Einstein’s theory of relativity. The equation goes: 

[image: math]



Pacioli expanded on this formula by articulating that all asset, cost of sales and expense accounts are debit balances, and all liability, equity and income accounts are credit balances. This leads to Paco’s second equation: 

[image: math]



Pacioli’s idea was that every financial transaction that takes place has both a debit and a credit. Just like yin and yang, man and woman, property developer and politician.

Sounds a little bizarre, right? Read on to put theory into practice.


Studying a little give and take

So, every transaction in accounting has at least one debit and one credit. A debit is any transaction that increases assets or expenses, or that decreases liabilities, equity or income. A credit is any transaction that increases liabilities, equity or income, or that decreases assets or expenses.

Table 3-1 provides a summary of debits and credits in action.
 
TABLE 3-1 Debits and Credits in Action
 	Account Type

	To Increase This Account

	To Decrease This Account

	Asset

	Debit

	Credit

	Liability

	Credit

	Debit

	Equity

	Credit

	Debit

	Income

	Credit

	Debit

	Cost of Sales

	Debit

	Credit

	Expenses

	Debit

	Credit



The format of bookkeeping journals varies, but Figure 3-1 shows a typical format. At the top of the journal, you record the date, followed by a description or reference number. On the first line of the journal, you record the account being debited, an amount in the debit column on the left, and a description; on the second line you record the account being credited, an amount in the credit column on the right, and a description. (Note: This example is simplified for the purposes of my example, and doesn’t include GST.)

[image: A journal entry that includes a column for account and debits on the left, and a column for credits and description on the right.] 
FIGURE 3-1: A journal entry includes a column for debits on the left, and a column for credits on the right.




[image: Remember] This journal may look peculiar, but the concepts to remember are as follows: 

	Debits are on the left, and credits on the right.
 	Whenever you allocate an entry to an asset account that increases the balance of this account, you put the amount in the debit column. (This means, incidentally, that if you increase your bank account, this is a debit, not a credit. Weird, heh?)
 	Whenever you allocate an entry to a liability account that increases the balance of this account, you put the amount in the credit column.
 	When you pay out an expense, the expense goes in the debit column.
 	When you receive money, the income goes in the credit column.





LYNLEY’S CHEATS’ GUIDE TO DEBITS AND CREDITS
 
My friend Lynley Averis offers a handy acronym handed down from Don Little, her old accounting tutor at Auckland College of Education. Don’s words were ‘never teach this to your students’, a warning that only served as encouragement for Lynley to teach this rule to literally hundreds of students over the last 20 years. Here’s the acronym:

DEAD CLIC

This acronym stands for Debit Expenses, Assets and Drawings, and Credit Liabilities, Income and Capital. You apply this DEAD CLIC rule if an account goes up in value. If an account goes down in value, you apply the opposite. In other words, if an expense increases in value, you debit the account (because the DEAD CLIC rule says to Debit Expenses). If an expense decreases in value, then you credit the account.

Makes this whole debits and credits lark easy to remember, don’t you reckon?










Following a modern fable

Debits and credits in accounting are strange to get your head around, but an example helps to bring these weird principles to life. Say Jamie receives $5 from his mum to buy some lemonade. Jamie, being just a tad on the nerdy side, asks himself, what are those rules again? 

[image: math]



and 

[image: math]



Jamie muses for a while and applies this rule to his business venture so far. He has assets of five bucks, so he debits his cash account. And his stake in the business is the same amount, so he credits his equity account. 

[image: math]



Jamie then scrounges $2 from his dad. Dad is grumpy and says this is a loan only. Applying his accounting principles, Jamie debits his cash account and credits his liability account. He now has 

[image: math]



 

Jamie then plays truant from school and buys seven bottles of lemonade for $1 each. He runs off to the protest march in town, where he sells each bottle at $1.50. With this transaction, he increases his cash (a debit), and increases income (a credit). He returns home with $10.50 in his pocket, having made a profit of $3.50. Jamie now has 

[image: math]



At this point, Jamie’s Profit & Loss report shows income of $10.50, cost of sales of $7 and a profit of $3.50. Note that the profit at the bottom of the Profit & Loss report is the same figure as current earnings in the Balance Sheet.

So there you have it: An explanation of debits and credits and why a Balance Sheet always balances.



Putting Theory into Practice

In this section, I explain how to put debits and credits into practice using everyday transactions such as sales, customer payments and supplier payments.

Here’s my fail-safe method: 
	
Decide what accounts are involved.

[image: Gst] Don’t forget you often get more than two accounts in a single transaction, especially if GST is involved.

 	
For each account involved in this transaction, decide what kind of account it is.

Are the accounts assets or liabilities, income or expenses? If you’re not sure, refer to Chapter 2 for an explanation of every account type.

 	
Decide whether the balance of these accounts is increasing or decreasing.

For example, if you pay money out of your bank account, the balance of your bank account goes down, and the balance of whatever expense account is affected goes up.

 	
Figure out whether you need to debit or credit each account in order for your transaction to make sense.

Table 3-1 to the rescue. For example, to decrease the balance of your bank account, you need a credit, and to increase the balance of an expense account, you need a debit.

 	
Record your transaction.

Earlier in this chapter, Figure 3-1 shows a typical journal entry, with information about the accounts that you’re debiting and crediting, as well as a date and a reference number.

 	
Check your work.

If a journal entry affects a bank account, one easy way to check your work is to make sure your bank account reconciles (for more about bank reconciliations, see Chapter 10).



Clear as mud? Read on to see how I apply my fail-safe method to several different kinds of transactions.




[image: Truestory] FROM DOUBLE-ENTRY ACCOUNTING TO MAGIC TRICKS
 
Almost 600 years ago, Luca Bartolomeo de Pacioli was born in the tranquil countryside of Tuscany. Pacioli was a well-balanced chap (spot the pun), being not only a mathematician and a Franciscan friar, but also a personal friend of Leonardo da Vinci.

In 1494, Pacioli published a book outlining the method of bookkeeping that merchants in Venice used during the Italian Renaissance. He described much of the system that we still use today: Ledgers and journals, debits and credits, assets, liabilities, income and expenses.

Pacioli came up with the bright idea of trial balances and showed no mercy for the generations of bookkeepers that were to follow, warning that a person should not rest their head at night until the debits matched the credits.

Pacioli later went on to write slightly less practical (but possibly more interesting!) works, including a book with one of the first known references to card tricks as well as guidance on how to juggle, eat fire and make coins dance. (It has been suggested to the professional accounting bodies that they incorporate such tricks into the regular accounting degree curriculum, but for some unknown reason, the idea hasn’t got up yet. Yet another lost opportunity for customer satisfaction.)

In 1499, Pacioli and Leonardo da Vinci were forced to flee Milan when Louis XII of France seized the city. Pacioli died aged 70 in 1517, with his books perfectly in balance.








Moving funds in bank accounts

A friend asked me the other week, ‘What’s the definition of an accountant?’ ‘Tell me’, I replied hesitantly. (My friend is actually married to an accountant, a man with a rather lugubrious temperament reminiscent of Eeyore in Winnie the Pooh.) ‘An accountant’, my friend replied in a rather despairing tone, ‘is someone who solves a problem you didn’t know you had in a way you don’t understand’.

To be sure, this whole business of applying debits and credits feels rather counterintuitive at times. For example, if I deposit money into my bank account, I think to myself, Cool, my account is in credit now. But, in fact, if I see life from a warped accounting kind of perspective, what I’ve done is increase the value of an asset. Looking at Table 3-1, if you increase an asset, this action creates a debit. And indeed, accountants consider an increase in your bank account as a debit, and a decrease as a credit. Yep, the complete opposite of what you expect.

To try to clear up any confusion, I’m going to work through a detailed example, imagining that I’ve just received a loan for $40,000. 
	
What accounts are involved?

With this transaction, I end up with $40,000 more in my bank account, but I also end up with a loan for the same amount.

 	What types of accounts are affected? Easy. My bank account is an asset (well, on a good day it is), and this new bank loan is most definitely a liability. (Just how badly do I need that new ute, I ask myself.)
 	
Is the balance of these accounts increasing or decreasing?

My bank account is increasing, and so is the loan account.

 	
Do I need to debit or credit each account in order for this transaction to make sense?

Looking at Table 3-1, if an asset increases, that’s a debit. If a liability increases, that’s a credit. Ah, how sweet. A debit and a credit, like lovers on a moonlit night. You can see my journal in Figure 3-2.



[image: Illustration recording a general journal entry for a new loan - the debts and credits details.] 
FIGURE 3-2: Recording a general journal entry for a new loan.






Taking a peek at sales

Okay, I’m going to apply the whole debits and credits method to a sales transaction where I sell goods to a customer on credit and then, a few days later, the customer pays.

Using the method from earlier in this chapter (refer to ‘Putting Theory into Practice’), here goes: 
	
Decide what accounts are involved.

I’ll keep things simple and assume no GST is involved. So the two accounts involved are Accounts Receivable (the money that customers owe me) and Income from Sales.

 	
Decide what type of accounts these are.

I could refer to Chapter 2 for help with this one, but I just happen to know that Accounts Receivable is an asset, and Income from Sales, well, income is an income account. (Something has to be easy.)

 	
Decide whether the balance of these accounts is increasing or decreasing.

Accounts Receivable is going to increase, because customers are going to owe me more after the sale. Income from Sales is going to increase also, because I’m making a sale.

 	Figure out whether you need to debit or credit each account in order for your transaction to make sense Aha. I look at the handy info in Table 3-1, which tells me that if Accounts Receivable increases, that’s a debit, and if Income from Sales increases, that’s a credit. Yeehaa! I’ve got a debit and a credit, so I know things are going to balance.
 	
Record your journal.

See the first two lines in Figure 3-3 for how this sale appears.



Next, imagine I receive the money from this customer. This time, I know that Accounts Receivable and my Business Bank Account are the two accounts affected. Accounts Receivable is going to decrease (and Table 3-1 tells me that a decrease in an asset is a credit), and the balance of my Business Bank Account is going to increase (and I can see that an increase in an asset is a debit). The second two lines of Figure 3-3 show this payment in action.

[image: Screenshot of two journal entries — one presenting a sale, and the other presenting a payment.] 
FIGURE 3-3: Two journal entries — one showing a sale, the other showing a payment.





Checking out expenses

Okay, so what are the journal entries behind an expense payment, such as paying a telephone bill?

Using my step-by-step method, figuring out that your Business Bank Account and your Telephone Expense account are the two accounts involved is easy. Your Business Bank Account is an asset and the balance of this account is going to decrease. If assets decrease (refer to Table 3-1), this is a credit. Telephone is an expense account and the balance of this account is going to increase. When expenses increase, this is a debit. (Again, for simplicity’s sake, I’m assuming no GST is involved in this transaction.)

Another debit, another credit. Figure 3-4 shows how it works.

[image: Screenshot of the journal entry behind the payment of a telephone account.] 
FIGURE 3-4: The journal entry behind the payment of a telephone account.






Viewing stock movements

Stock movements are the hardest of all to understand with debits and credits because more than two accounts are almost always involved. I talk more about inventory in Chapter 12 but, for the sake of completeness, I also describe the debits and credits behind a simple stock movement transaction in this chapter.

In this example, I’m going to work out the debits and credits for selling a box of luscious dark chocolates (beats widgets as an example, any day). The sell price is $55, paid in cash, and the chocolates cost $25 to buy. 
	
Decide what accounts are involved.

I know my Cash on Hand account is going to go up by $55. I also know that my Stock on Hand is going to decrease and I have to show a figure in my Profit & Loss for the amount that the chocolates cost me.

 	
Decide what type of accounts these are.

My Cash on Hand account is an asset. Income from Chocolate Sales is an income account and the cost of the chocolates is a Cost of Sales account. Stock on Hand is an asset account. (For more about account types, head back to Chapter 2.)

 	
Decide whether the balance of these accounts is increasing or decreasing.

My Cash on Hand account is going to increase, as will my Income from Chocolate Sales account and the balance of my Cost of Sales account. My Stock on Hand account is going to go down.

 	
Figure out whether you need to debit or credit each account in order for your transaction to make sense

Table 3-1 comes to the rescue once more. See Figure 3-5 for how the debits and credits work out.



[image: Screenshot recording a journal entry for a sale of a stock item, depicting how the debits
and credits work out.] 
FIGURE 3-5: Recording a journal entry for a sale of a stock item.






Throwing GST into the mix

So far, I’ve been keeping my examples pretty simple, because I want to demonstrate the logic of double-entry bookkeeping. However, things do get more complicated when you pop GST into the mix.

[image: Gst] From a bookkeeper’s perspective, when you add GST to a sale or a purchase, this tax doesn’t affect the amount of income or expense. For example, if you make a sale for $90 and you add GST to this sale, the GST component isn’t income — rather, this component is tax owing to the government. In Australia, where GST is 10 per cent, the income on this sale is $90, with $9 GST.

In Figure 3-6, I show the transactions from Figures 3-3 and 3-4 one more time, but I include GST on each transaction. When I record a sale, I credit an account called GST Collected. When I record purchases, I debit an account called GST Paid. (I generally keep GST accounts separate, with one account for GST Collected and another for GST Paid. Some accountants and software packages prefer to use a single tax account called Tax Payable. Either method works fine.)

Note: When an invoice is paid, the only transactions that are affected are the bank and accounts receivable. You don’t enter GST again here, because GST has already been accounted for in the sale itself.

[image: Screenshot of journal entries presenting the amounts of GST collected in sales and purchase transactions.] 
FIGURE 3-6: Journal entries showing GST in sales and purchase transactions.






Playing the Double-Entry Game with Accounting Software

I mention right at the beginning of this chapter that if you use accounting software, you can get by as a bookkeeper for years without understanding debits and credits. I’ve worked with many very good bookkeepers who are great at their jobs, but fall to pieces when asked to analyse why debits match credits, or whether an increase in the bank account should be a debit or a credit.

Why is this? Well, if you use accounting software, most of the time you don’t have to worry about which side of a transaction is a debit or which is a credit. For example, with most accounting software, if you record the payment of a telephone bill, you simply add the transaction and select the expense account. The software decides where the debits and credits go.

Sales work in a similar fashion. When you record a sale, you simply enter the customer name and an income account. The accounting software selects the debit side of the transaction (such as Accounts Receivable) automatically.


Drilling down to the debits and credits

If accounting software is so smart, figuring out debits and credits on your behalf, how do you check out the debits and credits behind a transaction? 

	
[image: Tip] To see the debits and credits behind any transaction in MYOB, first display the transaction and then go to the Edit menu and select Recap Transaction. This command takes you to the transaction journal, with the debits and credits displayed line after line.

 	For other accounting software solutions, the best approach for viewing debits and credits is usually to go to your Reports menu and look for the Journal Report or Journal Transaction Report.



Recording general journals

If you’re working with accounting software, you rarely need to record a general journal that requires you to allocate the debits and credits behind a transaction. Typically, the only time you use general journal entries is if you record a transaction that doesn’t affect a bank account, such as a depreciation journal or a year-end adjustment. (I cover the debits and credits behind almost every kind of general journal in Chapter 13.)

If you’re unsure about whether something should be a debit or credit (even after reading all my wonderful advice on this topic), don’t stress. Simply record the journal, making your best guess as to what’s what. Then, after you’ve done the journal, look at the ending balances of the affected accounts and see whether they look correct. If not, return to the journal, swap the debits and credits around, and then resave your transaction.

[image: Gst] When recording general journals, take a moment to consider how GST is going to be affected. For example, in MYOB you click a button to indicate whether this journal gets reported as a sale or as a purchase on GST reports. Similarly in QuickBooks, you have to select the correct Tax Item on every line, because this choice also affects how this transaction appears on GST reports.



Choosing between Cash and Accrual

Before you start to do your books, you need to decide whether you’re going to do your books on a cash basis or an accrual basis, or a combination of both. (Cash-basis accounting offers a simpler and faster approach to bookkeeping, but accrual accounting offers more accurate management of information.) This choice of accounting method affects the way you record everyday transactions.

By the way, cash-basis accounting, despite having a rather dubious ring to its name, is nothing to do with Mafia characters exchanging wads of cash in the dead of night. Rather, cash-basis accounting is a perfectly respectable way to do your books. Why? Read on …


Keeping things simple with cash

With cash-basis accounting you recognise income only when you receive a payment from a customer or make a payment to a supplier. For example, if you sell something on credit, you don’t record this sale as income at the point you send the customer an invoice. Instead, you record this sale as income when you actually receive the payment.

The same principle applies to purchases. You may receive a bill from a supplier and hold onto it for a couple of weeks before paying it. With cash-basis accounting, you don’t record this purchase as an expense at the time you receive the bill. Instead, you record this purchase as an expense when you finally pay the bill.

[image: Truestory] I use cash-basis accounting for my holiday house business. Guests often pay in advance, some pay when they arrive, and other guests even pay after their stay. However, I don’t bother creating an invoice for every transaction. For bookkeeping purposes, I simply set up a rule in Xero so that all deposits that appear in my holiday house bank account are allocated to income. In the same way, I don’t worry about recording any bills I owe to suppliers. Only when the money goes out of my bank account do I allocate the expense in Xero.

[image: Tip] Cash-basis accounting works well for businesses that don’t offer credit to customers, and that don’t have a lot of money owing to suppliers. Here are some examples where cash-basis accounting works well: 

	A client of mine makes glass bead jewellery that she sells at markets on weekends. Her books are simple: She banks her takings every week and records this as income, and records expenses only when the money leaves her bank account.
 	Another client is a dentist. He has medical software that keeps track of patient accounts, and so for his bookkeeping, he keeps things simple. He records daily banking by referring to his bank statement, allocating the totals to a single income figure, and records payments to suppliers only when bills are paid.
 	A friend of mine is a handyman. He provides handwritten dockets to his customers on the spot as he finishes each job, and he uses copies of these dockets to keep track of which customers have paid and which haven’t. For his bookkeeping, he simply works from his bank statements, recording weekly banking totals and allocating them to income. Similarly, he only records supplier bills in his books when he makes the payment.


[image: Tip] The ease of cash-basis accounting works well for small businesses getting started. However, if you want to track how much customers owe you, or how much you owe to suppliers, then accrual accounting works better.


Getting more info with accrual

With accrual accounting, you recognise income at the time the sale occurs, regardless of when you receive payment from a customer. Similarly, you recognise expenses at the time you receive a bill from a supplier, regardless of when you pay this bill.

[image: Remember] If you use accounting software, and you take advantage of the sales or purchases features, you automatically do your books on an accrual basis. Unless you specifically ask for a cash-basis report, the financial reports in accounting software report income at the time you make a sale, not when you finally receive payment for it. Similarly, reports show expenses at the time you record purchases, not when you finally make a payment.

Accrual accounting works well for businesses that offer credit to customers and that receive credit accounts from suppliers.

[image: Warning] Accrual-based bookkeeping is the most accurate from a management accounting perspective because it produces the most accurate Profit & Loss reports. However, accrual-based bookkeeping usually takes longer than cash-based bookkeeping so, as a bookkeeper, you need to be confident that the extra time taken warrants the improved quality of information provided.


Laying down the deal in debits and credits

At risk of labouring the point, I’m going to explain the debits and credits behind cash versus accrual accounting.

Imagine I receive a $330 telephone bill. (In this instance, I’m going to imagine this bill doesn’t include any GST.) If I record this bill using cash accounting, I only record the payment itself. The debits and credits behind this transaction would be the same as Figure 3-4 earlier in this chapter.

If I record this bill using accrual accounting, I first record the bill itself and then later (maybe days or weeks later), I record the payment. You can see what the debits and credits of these two transactions look like in Figures 3-7 and 3-8.

[image: Screenshot of the transaction of debits and credits behind receiving a supplier bill.] 
FIGURE 3-7: The debits and credits behind receiving a supplier bill.



[image: Screenshot of the transaction of debits and credits behind paying a supplier bill.] 
FIGURE 3-8: The debits and credits behind paying a supplier bill.





[image: Gst] GET THE DIFFERENCE WITH GST
 
Don’t get muddled about the difference between cash-based accounting and cash-based reporting for GST. One system is not necessarily dependent on the other.

If you use accounting software, you can do your books on an accrual basis but generate a report that shows GST on a cash basis. This works well for many businesses that use their accounting software to record customer sales but only want to cough up the GST to the tax office after customers have paid.

On the other hand, if you do your books on a cash basis, making adjustments to report for GST on an accrual basis gets pretty fiddly. This scenario is rare, however, because most businesses that choose to report for GST on an accrual basis also choose to use accrual accounting.






[image: Tip] I readily admit that you don’t need to process journals using debits and credits if you’re using accounting software. Nevertheless, a bookkeeper who has an insight into the secret life of debits and credits stands head and shoulders above the rest of the pack. Even accounting software that sells itself as being ‘single-entry accounting’ still has double entries — the only difference is that the software is configured so you can only view one side of each transaction.
 


Enjoying a half-half measure

Sometimes it makes sense to use cash-basis accounting for sales and accrual accounting for purchases, or vice versa. For example, many businesses use accounting software to record individual customer sales (accrual accounting), but only record supplier bills as they’re paid (cash-basis accounting).

[image: Truestory] With my consulting business, I combine cash and accrual accounting. I use accrual accounting for billing my customers, recording invoices in my accounting software as soon as work is complete, even though my customers may take weeks (or even months!) to pay. I use cash-basis accounting for my suppliers, only recording expenses in my accounting software at the point I pay suppliers.

[image: Remember] For tax purposes (as opposed to bookkeeping purposes), you can only use one method or another. For example, although I do my books on a cash basis for my suppliers and on an accrual basis for sales, when I lodge my tax return, I declare both income and expense on a cash basis. To do this, I make a journal entry once a year that adjusts my income to reflect cash received, rather than sales billed. (Skip to the next section for more about accounting for tax purposes.)


MATCH THE HORSE TO THE COURSE
 
When you work as a bookkeeper, you often walk into a workplace where bookkeeping systems are already established. The decision about the way things are done, and whether to do books on a cash or an accrual basis, isn’t usually up for grabs.

Before long, as an all-singing, all-dancing bookkeeper extraordinaire, you’ll probably encounter situations where the client is backing the wrong horse. One sure-fire indicator that cash-based bookkeeping isn’t working well is when monthly Profit & Loss reports don’t make sense, because the timing of expenses doesn’t fall at the same time as related income. Similarly, you sometimes get micro businesses where the accounting systems are better fitted to BHP, with complex accrual accounting when simple cash-basis accounting would work fine.

As a contract bookkeeper, if you think a client would be best to move from cash to accrual accounting, or vice versa, have a chat to the client’s accountant. If the accountant agrees, you can go ahead with confidence and make the switch.









Using one method for your books, and another for income tax

In some situations, it’s okay to have a disparity between your bookkeeping method and your tax accounting method. For example, some businesses use cash-basis accounting for everyday bookkeeping, but use accrual accounting for lodging tax returns. That’s okay — once a year, the bookkeeper can make a list for the accountant listing all the bills owing to suppliers or money owing from customers. The accountant can then do an adjustment, converting a set of cash-based books to an accrual-based set of books. This scenario is likely for many small businesses.
    

Part 2

Forming a Plan



IN THIS PART …

Get familiar with the deadlines that form the foundations of a bookkeeper’s schedule.

Find out what cloud accounting is really all about, and why working online is such a big deal.

Read about the main accounting software players in Australia, and how to match the best software to each situation.

Learn how GST works, how to calculate GST, and what tax code to use when. (Such delightful reading — these pages provide the perfect remedy for sleepless nights.)


Chapter 4

Playing a Bookkeeper’s Rhythm



IN THIS CHAPTER

[image: check] Meeting the deadlines for GST reporting

[image: check] Keeping tabs on payroll obligations

[image: check] Scheduling reports for management, tax and more

[image: check] Pulling together a record-keeping system

[image: check] Creating your bookkeeper’s calendar



Most books about bookkeeping focus purely on the technicalities of debits and credits, balancing bank accounts and creating financial reports. This stuff is good, but doesn’t address the core questions many novice bookkeepers ask: How do I organise my paperwork? What deadlines need to be met? How often should I do my books?

In my own business, while I get a sense of reward from the results that bookkeeping yields (essential reports, sales figures and so on), I don’t relish all that data entry, and I really, really hate filing. As a result, I do my own books with a ruthless efficiency, and with a personal motto never to handle a single piece of paper or email more than once.

So dear readers, this chapter is not about sharing the love. Nay, this chapter is about laying down a battle plan so that you organise your own bookkeeping to achieve maximum results with minimum fuss, meeting all of a bookkeeper’s regular deadlines along the way.



Reporting for GST

Reporting for GST tends to be a tyranny of existence for most bookkeepers. Everything else can fall behind, but the date for submitting Business Activity Statements (BAS) is set in stone. If you don’t make the date, before you know it, a personalised love letter arrives from the powers that be, complete with a substantial fine.

So get your diary ready, and read on …


Identifying deadlines

[image: Gst] So how often do you have to report for GST? Depending on the size of your business and what choices you make when you register, you have to submit reports monthly, quarterly or annually (for more about this choice, skip ahead to Chapter 6). Most businesses choose to report quarterly. However, calculating your true ‘deadline’ can be a tricky business, as follows: 

	If you report monthly, your deadline is 21 days after the end of each month.
 	If you report quarterly or annually, you pay quarterly and your deadline is 28 days after the end of each quarter, except for the second quarter of the year (October to December) when you get an extra four weeks.
 	If you lodge your BAS electronically, you usually receive a two-week extension on the due date (with the exception of the October to December quarter).
 	If you get your accountant or registered BAS Agent to lodge your BAS electronically, you normally receive a handsome four-week extension.


[image: Tip] Even if you’re strapped for cash, lodge your BAS anyway. (The Tax Office only issues fines for lodging forms late; it doesn’t issue fines for paying late. The only punishment administered is an interest charge for late payments.) For most businesses, so long as you pay within a couple of weeks of lodgement, the Tax Office won’t so much as blink an eye. If you can’t pay within a couple of weeks, contact the Tax Office and request a payment extension.


Managing cashflow

Even though the fun and games of sending in BAS statements occurs only every month or quarter, you may prefer to put money aside on a much more regular basis. This way, you can be confident that you have enough cash by the time the deadline strikes. I share instructions here for putting money aside every month, but of course you may prefer to do this weekly or fortnightly.

So, if you’re on the hunt for a stress-free existence, follow these steps: 
	
[image: Gst] Keep accounts up to date.

Dull, I know. But unless you’re up to date with recording sales and expenses, how else can you figure out where you stand with GST?

 	
Generate a GST report at the end of each month.

Notice how the report in Figure 4-1 summarises both GST collected and paid? I used QuickBooks Online to produce this report, but you can get the same information using any accounting software.

 	
Subtract the amount of GST you pay from the amount of GST you collect.

The difference between these two figures is the amount of GST you owe.

 	
Calculate how much tax you withheld from employee wages for the month.

Look up how much tax you deducted from employee wages — if any.

 	
Look up previous BAS statements to see whether you’re up for any additional taxes this month.

For example, you may have to pay PAYG instalment tax or fringe benefits tax in addition to GST and PAYG withholding tax.

 	Total the amounts that you calculated in Steps 3–5 above.
 	Transfer the total amount from Step 6 into a savings account.
 	
Sleep well … no nasty surprises waiting around the corner.

With the exception of those four, big green bogeymen, of course.



[image: Illustration of a GST summary report to calculate how much tax has been withheld from employee wages for a particular
month.] 
FIGURE 4-1: Review reports regularly to find out how much GST you owe.





[image: Gst] LEAVE PAPER BEHIND
 
Any business can lodge your activity statements and view or change previously lodged activity statements online, via Australian Taxation Office online services. Registering is quick and easy: Go to www.ato.gov.au and follow the prompts to register for online services. As a BAS Agent, you can also register and lodge activity statements on behalf of your clients.

The other alternative is to lodge activity statements directly from your accounting software. This benefit of this method is that whatever figures you lodge are forced to match with whatever shows in your accounting software. For example, you can’t accidentally enter $1,792 in the ATO online services for GST collected when your accounting software shows $1,972 instead.

Neither method is better than the other, and the decision you make depends on your personal preferences and how comfortable you are with your accounting software. However, I do recommend that you register for ATO online services regardless, because this is the easiest way of double-checking the balance of your ATO account and revising previous Business Activity Statements, if required.










Staying on Top of Payroll

With employees, the regular payroll run becomes a bookkeeping deadline that you live with from week to week, or from one fortnight to the next. However, your bookkeeping schedule needs to include more than just processing employee pay. You also need to cater to a coterie of government requirements.

Here’s the lowdown: 

	Every payday: Every payday, your job is to calculate employee wages, PAYG withholding tax, superannuation and employee deductions, and upload these details to the ATO via Single Touch Payroll (for more on these topics, skip to Chapter 9). You’re also legally obliged to provide every employee with a pay advice, detailing info such as hours worked, hourly rates and tax deducted.
 	
[image: Remember] Every time you hire a new employee: Get employees to complete a Tax file number declaration and submit this form to the Tax Office within 14 days. Also, depending on what award or agreement your employees fall under, you almost always need to provide employees with a Superannuation Standard Choice Form within 28 days (this form enables employees to choose their own super fund). You also need to supply each employee with a Fair Work Information Statement, a two-page document outlining minimum employment standards.

 	Every month (or quarter): If you report for PAYG withholding tax every month, you get to have fun submitting an activity statement within 21 days of the end of each month. If you report for PAYG withholding tax every quarter (lumped together with GST), you include PAYG as part of your quarterly BAS payment, due 28 days after the end of each quarter.
 	Every month (or quarter): Depending on the fund your employees belong to, the minimum superannuation guarantee is due either 28 days after the end of each month or 28 days after the end of each quarter. Be careful to check the percentage of super you have to pay, because annual increases are planned through to 2025.
 	Every July: If you’re using Single Touch Payroll (STP), you must complete an End of Financial Year Finalisation Declaration. If you are not yet using STP, you may need to issue employees with a payment summary. (For more details, see Chapter 11.)
 	Every August: If you paid employees any amounts that weren’t declared through STP, you need to lodge a PAYG withholding payment summary annual report (a form summarising total wages and tax for each employee) by 14 August. (For more details, see Chapter 11.) If you are in building and construction, IT, cleaning services, courier services or security, you also need to lodge a Taxable Payments Annual Report (TPAR) by 28 August each year.
 	Every 12 months: You must renew your workers compensation policy annually (and, depending where you are in Australia, this renewal date may or may not coincide with the end of your financial year). As part of the renewal policy, you complete both a declaration of actual wages for the previous 12 months along with an estimate of future wages for the next 12 months.




Generating Reports

You get two different kinds of reports for a business: Management reports and financial statements. Management reports provide vital info for the day-to-day running of the business, such as sales reports, commission reports, customer receivables reports and Profit & Loss reports. Financial statements are the formal end-of-year accounts that an accountant generates as part of doing tax for the business, and usually include a Profit & Loss report and a Balance Sheet as a minimum.

As a bookkeeper, you earn extra brownie points if you can figure out what reports are going to prove most useful to the business, and provide these reports on a regular basis. Here’s a starting point if you’re not sure what to produce when: 

	Balance Sheet report: The Balance Sheet goes hand-in-hand with your Profit & Loss report. Every time you generate a Profit & Loss, generate a Balance Sheet as well.
 	Bank reconciliation reports: Save a bank reconciliation report as a PDF every time you reconcile your bank account.
 	Budget reports: If you (or the business you work for) set budgets, generate a report every month that compares actuals against budgets.
 	GST reports: Although you may only lodge GST reports every quarter, having a quick check of how much GST you owe at the end of each fortnight means you know how much to salt away in your savings account. (Refer to ‘Managing cashflow’, earlier in this chapter, for more details.)
 	Payables reports: You’re best to generate this report every time you do a payment run for suppliers. (Smaller businesses may not need this report, however.)
 	Profit & Loss report: Sure, you only need this report once a year for tax purposes, but I suggest you look at this report once a month.
 	Receivables reports: I talk more about chasing money in Chapters 8 and 19, but the key thing to remember is to stay on top of who owes you what. Generate an Aged Receivables report every time you chase money.
 	Sales analysis reports: If you purchase items for resale (maybe you’re a retailer, wholesaler or manufacturer), sales analysis reports are the lifeblood of your business. Depending on the size of your business, you’ll want to look at these reports weekly, fortnightly or monthly.


Here are a few tips for generating and storing reports: 

	
[image: Tip] Almost all accounting software allows you to save reports as PDFs, meaning that you can store reports in a folder on your computer, ready to email to others or to keep as an archive for yourself.

 	Most accounting software allows you to set up report batches for your favourite reports, and schedule to produce these batches weekly or monthly. After you figure out what reports you need, see whether you can organise these reports into automatic batches.
 	Some accounting software allows you to ‘publish’ reports, saving and archiving PDFs of reports for future reference.




Devising a Record-keeping System

Organising business paperwork into some kind of order is a crucial part of a bookkeeper’s job. You may be thinking, Don’t I just whack stuff in a folder in date order and forget about it? Well, you could, but chances are you would waste heaps of time in the coming months looking for things. You’re best to devise a system that keeps records as accessible as possible.


Filing that needle in the haystack

What goes where? Here are some ideas: 

	Cash receipts: Ah, petty cash. How you organise receipts depends on what method you use. A fair slab of Chapter 7 is devoted to this topic.
 	Copies of customer invoices: If you use accounting software, you don’t need to keep a printed copy of customer invoices, because you already have a copy in your accounting file. (My only proviso is you must have a solid backup system in place.) If you generate customer invoices using any other system (such as a word processor or docket book), make sure to keep a copy of each invoice, filed in invoice number order.
 	Credit card or EFTPOS receipts: If you receive a receipt for something paid by credit card (a tank of fuel, for example), you need to keep this receipt for tax purposes, because a credit card statement by itself may not be enough of a record to satisfy a tax audit. However, you don’t really need to refer to this receipt again for bookkeeping purposes (most bookkeepers prefer to record credit card transactions by working through the credit card statement, rather than sorting through a pile of dockets). For small businesses, simply file these credit card and EFTPOS receipts in date order somewhere you can find them again if you have to. If you’re doing the books for a business where several employees have corporate credit card accounts, ask each employee to supply you with receipts and then either staple these receipts onto the back of each credit card statement, or scan them and file electronically.
 	
Paid supplier bills: How to best store supplier bills depends on the size of the business and whether bills are received as printed copies or electronically. If you receive most bills electronically, you may prefer to attach an electronic copy of the invoice to the corresponding record in your accounting software. If you receive bills as printed copies, or you tend to receive lots of invoices from certain suppliers, you may find it best to file supplier bills alphabetically by name and, within each name, in date order, with the most recent bill ordered first. However, for businesses or organisations that receive external audits, you’re usually best to store bills in date order, according to the date of payment.



GIVE BOOKKEEPERS A CHANCE
 
Are you a business owner who employs a bookkeeper? If so, I can suggest a few tips to help your bookkeeper be as efficient as possible.

My number one tip is to keep your personal and business expenses separate and, if you don’t have a separate personal bank account, get one now. (It can cost a bookkeeper hours every month identifying what’s business and what’s personal, and separating the two.) Second, keep receipts for all your expenses, and try to separate cash receipts from EFTPOS or credit card receipts (and keep cash receipts to an absolute minimum). Third, help your bookkeeper organise bills and receipts — organise paperwork into folders and devise a record-keeping system where you can both find stuff.

Fourth, before your bookkeeper arrives, spend time gathering together all the necessary paperwork. Print out bank statements if they’re missing or set up a read-only authorisation so your bookkeeper can log into your bank account and download statements. Write explanations on the bank statements against any amounts where it’s not clear what the expense was for.

Lastly, try to stick around while your bookkeeper is working, so you can answer questions as they crop up. Work together to draw up a schedule of deadlines for the year (GST reports, tax returns and so on), so that your bookkeeper can plan ahead to meet this schedule.




[image: Tip] You can download apps that allow you to take photos of receipts or invoices which can then be imported, semi-automatically, into your accounting system. I’ve worked with a couple of these apps, and reckon the jury is still out as to how much time they really save (versus, of course, how much they charge per transaction!). I reckon if you receive lots of invoices from one or two suppliers, and you receive these electronically, this kind of app might save you time.





 	Unpaid supplier bills: The simplest system is to pop unpaid supplier bills in a folder (whether a physical folder or an electronic one), with one folder for weekly accounts, and another for monthly accounts.


[image: Tip] With my business, I organise all my utility bills (gas, electricity, phone and so on) so that I receive the bill by email and, when the bill falls due, my business account is debited automatically. When I receive a utility bill, I quickly check the total and then archive this email in a special email folder called Tax Invoices. I don’t worry about printing the bill — in the event of an audit, I still have an electronic copy. I simply make sure my emails are backed up regularly (something that’s a good idea in any case).
 


Deciding what to keep and how long for

How long do you need to keep records for?
 
	For tax purposes, you need to keep most business records in an accessible form (either printed or electronic) for a full five years after your return is lodged.
 	If you have claimed depreciation on an asset, you must keep records regarding that asset for five years after the last time you claim depreciation.
 	If you acquire or dispose of an asset, you must keep records for a minimum of five years after it is certain that no capital gains tax applies.


[image: Warning] Although five years is a requirement for tax purposes, seven years is the statute of limitations (the maximum time after an event that legal proceedings based on that event may be initiated) for companies. For this reason, if you’re doing the books for a company, I strongly suggest you retain all business records for a full seven years.

[image: Remember] If you use desktop accounting software (rather than working in the cloud), remember to archive your company file at the end of each financial year into cloud storage (such as Dropbox or OneDrive), or onto a USB or removable hard drive. Store these archives away from the office and, if you use a password to get into your accounting file, write this password down, maybe even on the archive itself. (Years ago, I remember assisting with an audit where the client needed to show wage records for the past five years. She had all her backups close to hand, but guess what? She’d forgotten what her password used to be. What a nightmare.)

[image: Remember] If you do your accounts in the cloud, bear in mind that you may need to export all your historical data should you ever decide to unsubscribe. Many services will not allow you to view your data unless you have a current subscription. For this reason, I also suggest that you save a PDF copy of your Profit & Loss report, Balance Sheet report and full Transaction Journal at the end of each financial year.



Developing a Bookkeeping Calendar

I suggest that you create your very own bookkeeping calendar, scheduling all the deadlines you need to meet throughout the year. Of course, you may find that not all the following deadlines apply to your business. For example, many smaller businesses don’t incur fringe benefits tax, and a business with no employees doesn’t have to worry about PAYG withholding tax and other payroll deadlines.

Important dates for your bookkeeping calendar may include the following: 

	Fringe benefits tax (FBT): Usually your accountant is responsible for lodging the FBT annual return (due 21 May each year). However, you need to ensure that books are up to date as far as 31 March (the FBT year runs from 1 April to 31 March) so that you can give your accountant the information that they require.
 	
[image: Gst] GST: If you lodge BAS statements quarterly, the due dates are 28 October, 28 February, 28 April and 28 July. The February extension is due to the summer holiday silly season. (Don’t you love the fact that even the Australian Taxation Office recognises that everything grinds to a halt for weeks on end over summer, and provides extensions to summer deadlines?) If you lodge activity statements monthly, the due dates are 21 days after the end of each month, with no merciful extension of time given in summer.

 	Income tax: If you lodge your tax return yourself, the deadline is 31 October each year. If you use an accountant to lodge your return, you usually receive an extension, which can be up to May the following year.
 	PAYG instalment tax: Companies and individuals often have to pay PAYG instalment tax (income tax instalments paid in advance) either monthly or quarterly. If monthly, payment is due 21 days after the end of each month; if quarterly, payment is due 28 days after the end of the quarter, as part of your regular BAS statement.
 	PAYG withholding tax: Employers have to pay PAYG withholding tax (tax deducted from employee wages) either monthly or quarterly. If monthly, payment is due 21 days after the end of each month; if quarterly, payment is due 28 days after the end of the quarter, as part of your regular BAS statement.
 	Payroll: If you’re using Single Touch Payroll (STP), you must complete an End of Financial Year Finalisation Declaration by 14 July.
 	Payment summaries: If you are not yet using STP, or you made any kind of employee payment that wasn’t included in your STP reporting, you need to issue employees with a payment summary by 14 July.
 	Superannuation: Unless the super fund stipulates that you need to pay monthly, super is due 28 days after the end of each quarter (in other words 28 July, 28 October, 28 January and 28 April).
 	Tax file number declarations: These declarations are now typically lodged via the Single-Touch Payroll process, but if you do receive a manually completed declaration, you need to forward this form to the Tax Office within 14 days.
 	Taxable Payments Annual Report: If you are in the building and construction industry, or provide cleaning, courier, IT or security services, you also need to lodge a Taxable Payments Annual Report (TPAR) by 28 August each year.


[image: Tip] Where a due date falls on a day that isn’t a business day (that is, the due date is a Saturday, a Sunday or a public holiday), you’re okay to lodge stuff on the first business day after the due date.
    

Chapter 5

Working with Accounting Software



IN THIS CHAPTER

[image: check] Understanding why accounting software is key

[image: check] Putting software through its paces with some curly questions

[image: check] Getting started with minimum pain, maximum gain

[image: check] Ensuring your precious accounting data is safe



At some point when you’re learning how to drive, you’re going to have to choose a car. In the same way, when you’re figuring out how to do your books, sooner or later you’re going to have to decide what software you’re going to use.

In this chapter, I explain why accounting software is so critical to keeping business finances in order. I also explain the pros and cons of working in the cloud, and how being able to work online is key to being productive and flexible.

I also explain how to make sure you choose software that matches the job in hand, how to get your accounting system up and running, and how to look after your accounting data.



Getting into Gear

For most of us, starting a business venture represents a new beginning, not to mention some degree of personal risk. If this is where you are with your business, you need to give yourself the best possible chance of success, for which a good bookkeeping system is elemental.


Laying essential foundations

When you’re first starting a business, you may feel resistant to signing up for an accounting software subscription. After all, every time you sign up to one of these monthly debits, you’re adding to the running expenses of your enterprise.

However, I reckon that for anything other than a very small hobby business, accounting software is essential. Here’s why: 

	Accounting software saves time. Assuming you use bank feeds (I talk more about these in Chapter 7), and your software is set up properly, accounting software is the fastest way to track income and expenses.
 	Your business will look more professional. The invoices your accounting software generates are usually way more stylish than anything you might create using a word processor.
 	Your reports are more reliable. Compared to a spreadsheet or handwritten books, the information generated by your accounting software (which feeds directly from your banking data) is less prone to human error.
 	You won’t need a degree in accounting to understand what’s going on in your business. Yep, accounting software is (usually!) easy to use, and even a complete novice can generate basic financial reports.
 	You can actually save money. For most businesses, accounting software is way cheaper than getting an accountant to do your books. (However, do remember that accounting software is no substitute for other services an accountant provides, such as business advice and end-of-year tax returns.)

 


Understanding basic terms

When you’re thinking about what accounting software to use, you quickly encounter the terms ‘cloud’ or ‘cloud-based’. What’s everyone talking about here?




WHY CAN’T I USE A SPREADSHEET INSTEAD?
 
Every now and then, I come across a business owner who spurns accounting software and instead waxes lyrical about the nifty little spreadsheet they use to track everything from their weight-loss program to their business finances.

Spreadsheets are one step up from handwritten books, I agree. However, they don’t quite cut the mustard. For one thing, spreadsheets are very vulnerable to error: You only need to get one formula wrong — maybe missing out a row at the top or the bottom when adding up a column, for example — and your totals are wrong also.

Another problem is that spreadsheets only do half the job. Sure, you can whip up a set of books with a spreadsheet, but you can’t use a spreadsheet to generate a customer invoice, purchase order for a supplier, or employee pay slips.

Lastly, spreadsheets don’t provide financial reports: Keying transactions into a spreadsheet takes just as long as keying transactions into accounting software. But when you’re done, all you get in a spreadsheet is a list of totals. You don’t get a Profit & Loss report, a Balance Sheet, a neat report showing how much GST you owe, or any of the other reports that are part of any accounting software.

In other words, if your business has more than a handful of transactions per month, don’t muck around with a spreadsheet but instead subscribe to some decent accounting software.






Put simply, the cloud means a remote computer or network of computers where you can save and view data, and which you access via the internet. (It’s nothing at all to do with trumpet-bearing cherubs.) Cloud accounting means that your accounts no longer live on a desktop computer or server in your office, but that instead you store your accounts in the cloud, and you work on your accounts in the cloud.

In other words: 

	Cloud-based accounting software (also sometimes described as browser-based software) means that you manage all the finances for your business online, including sending invoices and paying employees. Your business data doesn’t live on your computer but is stored instead in a remote location.
 	Desktop-based accounting software is where you install a software application that runs on your computer. Similarly, your business data is also saved on your computer’s hard drive.



Working in the cloud

Most accountants recommend that their clients use cloud-based accounting software. Here’s why: 

	You can access your data from wherever and whenever. No matter whether you’re sailing on Sydney harbour, on the road selling to customers or stuck on a train, working in the cloud means that you can always access your accounts, wherever you are (so long as you have an internet connection, of course).
 	You can save heaps of time. Bank feeds combined with bank rules mean that you can reduce time spent doing data entry. I talk more about bank feeds in Chapters 7, 8, 10 and 21.
 	Your data is more secure. Most cloud software providers invest far more into their data security than any business will on their own.
 	Working with your accountant is much easier. Instead of having to make a copy of your company file and send this to your accountant each time you want your accountant to check your accounts, you simply set up a separate user ID for your accountant so that they can log in and view your data at any time.
 	You have fewer upgrade hassles. With browser-based software, upgrades happen automatically and more frequently.
 	More than one person can work on your accounts at one time. Most browser-based software allows more than one person to work simultaneously on your accounts at one time. In other words, a sales agent can be raising an invoice while they’re out in the field at the same time as the bookkeeper is processing pay transactions, and at the same time as the manager is viewing reports. While this feature isn’t unique to cloud accounting, the multi-user version of most desktop-based products is almost always more expensive than single-user versions.
 	Upfront costs are lower. Instead of paying outright to purchase a bit of software, you pay a monthly or annual subscription.


Occasionally cloud accounting doesn’t fit the bill. If you have slow or unreliable internet access, particularly if you have a high volume of transactions, then you’re best to stick to a desktop solution. A desktop solution may also work best if your business has specific requirements for advanced features, such as custom inventory management or point of sale.




WHAT HAPPENS IF THE INTERNET GOES DOWN?
 
With most cloud accounting products, the harsh truth is that if you can’t access the internet, you can’t view or work on your accounts, look up customer details or generate reports.

While this may sound drastic, I don’t believe the occasional glitch is a problem. I live outside the city and we get blackouts once every couple of months or so, and these blackouts tend to last an hour or two. In practice, I haven’t found lack of access to my accounts during these times to be a problem. Indeed, most of my business activities (not just doing my books) are dependent on email access and the internet, and I find that in the event of a blackout, doing my books is usually the least of my priorities.










Protecting your private parts

I was chatting to someone at a business networking meeting some time ago who said he’d thought about shifting his books to the cloud, but had decided against it. He felt that the cloud wasn’t secure enough, and he was worried about someone hacking into his data and trawling through his private information.

This guy is a gardener — a lovely gardener, with his hands in the soil and his head quite far from the clouds. I could have raved on about how most cloud-based accounting solutions have security similar to banks, with multiple firewalls, anti-terrorist protection, 24/7 video security, and so on. However, I wondered if I’d be missing the point.

So I asked two questions, the same questions I’m going to ask you: 

	Are your accounts really that interesting? Maybe your ex-wife/ex-husband/best friend/main competitor has a fleeting interest in how much you earned last year, in a voyeuristic kind of way. However, would your business really come crashing to the ground just because someone hacks into a computer somewhere and looks through your books? I mean, just how much interest lies in a set of hairdresser’s/musician’s/gardener’s accounts when viewed through the eyes of a Siberian hacker?
 	Are your backup systems foolproof? In my experience, the average small business owner may have great intentions about backing up, but they usually have systems that aren’t worth a pinch of parrot poo. (Answer me honestly: How long ago did you last back up your business data? Did your backup include emails and Word documents as well as accounting data? And where did you store this backup?)


My point is this: Why the insecurity about cloud accounting not being safe? After all, what’s so scary about your data (fascinating insight into your psyche that it is) being backed up to the latest minute, mirrored in multiple different locations around the world with 24/7 security, and protected by the very latest in technology?



Matching Software to the Job in Hand

When choosing accounting software, list the features you really need, and tick them off one by one. Don’t focus too much on all the standard stuff such as generating invoices, recording expenses or generating a Profit & Loss report. Instead, concentrate on anything that’s particularly idiosyncratic about the way your business operates. Maybe you operate with a weird sales commission structure or you have outlets in numerous locations; perhaps you only trade online, or run a service business where you need to store lots of very specific information about your clients. These are the differences that are likely to cause difficulties, particularly when you’re choosing an off-the-shelf solution.


Starting up a new business

Just getting started? Then the software you choose needs to be affordable, simple to understand and flexible.

If you have access to a decent internet connection, I suggest you go with a cloud-based solution. This way, you get the flexibility and mobility of the cloud, along with the speed and ease offered by bank feeds and bank rules. However, do start by talking to your accountant and finding out what they recommend — if you choose a system that your accountant has never used before, this can end up being quite expensive in accounting fees.

[image: Remember] When comparing costs of different products, don’t be duped by the initial cost. Many products offer significant discounts for the first few months or even the first year, knowing that once people are familiar with a product, they’re unwilling to shift to another one. However, what really matters is the ongoing cost after the discount period has expired.


Getting ready to grow

If your business is growing, here are a few pointers to look out for: 

	Payroll: The moment you have employees, you need to have payroll features. Just be aware that pricing plans for accounting software really vary when it comes to payroll — some plans include payroll in the core product, others charge significantly more per month for payroll features. Also, remember that any software you choose needs to comply with Single Touch Payroll (STP) requirements, so that the software automatically reports wages, tax and superannuation information directly to the ATO.
 	Support: Can you get local support and training? How many consultants nationwide support this product? If you live in the bush, find out what the local support consists of, and which product is supported best in your region.
 	Customer relationships: Do you want to track prospects and customer activity, and automate communications based on customer buying patterns? Then look for customer relationship management (CRM) features. Focus on the ability to connect with other software applications, management reporting, remote access for salespeople in the field and email-based marketing.
 	Integration with online platforms: If you’re trading online, perhaps with your own e-commerce site or with eBay, Etsy or a similar portal, make sure that the software can integrate. For example, I sell ebooks online, and my accounting software automatically imports data from my PayPal account every time I make a sale.



Making stuff and buying stuff

Inventory is one of those features that separates the golden retrievers from the dachshunds. Check out the following: 

	Complex inventory: If you’re a manufacturer, wholesaler or retailer, concentrate on the trickiest aspects of managing inventory in your business. Focus on backorder management, bills of material management, matrix pricing features, multiple warehouses, negative stock features and re-order reports.
 	Foreign currency: Do you import or export in foreign currency? Even if a product purports to include foreign currency features, test and try before you buy. Look for the ability to calculate gain or loss on foreign exchange transactions, check out the reporting features and make sure the product can manage multiple currencies and multiple bank accounts.
 	Job costing: If your business does many jobs and each one is unique, sophisticated job costing features are probably the name of the game. But beware: Job costing is a real weakness with many products. If you need to cost labour into product manufacture, generate salesperson reports or report on jobs that span financial years, double-check the software can do these tasks.


[image: Tip] If you can, you’re usually best to look for a single product that meets all your bookkeeping and inventory management needs, rather than buying or subscribing to two different products. In my opinion, ‘seamless integration’ is akin to a ‘perfect marriage’ — flawless communication and synergy is hard to achieve.


Catering for bigger business or non-profits

With bigger business, speed comes into play. If you’re recording more than 20 or 30 transactions per day, you want to look for a solution that can crank along, super-fast. Depending on your other requirements, you may even find a desktop-based solution is the only way you can get the speed you need.

For non-profit organisations, two of the dominant issues are cost centre reporting and budgeting. You may find that you need to subscribe to an add-on app to manage your budget reporting efficiently — Calxa is an example of an app that hooks up with most Australian systems and can save you hours every month.

[image: Tip] Remember that the more specialised a software solution, the more expensive it becomes. If you want something specific to your industry or customised for your company, be prepared to pay a premium.



Setting Up Accounting Software

The process of getting accounting software up and running can be daunting. So it pays to have a plan of action and be organised.

In the next few pages I outline a step-by-step strategy for transforming your accounting software into a dream partner that does what it’s told, is reliable and punctual, and never snores at night.


Preparing for battle

I’ve done literally hundreds of accounting software set-ups over the years, taking anything from 30 minutes for a simple service business to several days for a complex manufacturing business with 25 employees.

If you’re implementing accounting software for a simple service business, preparing to go live isn’t a big deal. You can simply install software at any time, pick a start date (which can be either a date that’s in the past or a date that’s some weeks ahead), and get going.

If you’re implementing accounting software for a more complex business, with customer accounts, inventory or payroll, then the planning process becomes more important. I like to set a date that’s a few weeks ahead and plan towards that, completing tasks such as organising customer lists, supplier lists and the chart of accounts well in advance. Here’s a step-by-step guide to help you get prepared: 
	
[image: Tip] Decide on a start date.

Here’s something I learned the hard way: The very best time of year to start recording transactions is the first day of the financial year (1 July for most Aussie businesses) or for new businesses, from the first day of operating the business. Even if you’re a few months after this date by the time you’re reading this book, you’re probably still best to subscribe to accounting software now, and then go back and enter your accounts from the first day of your financial year or from the first transaction that took place in your business.

 	
Sign up and hand over that credit card.

Over to you. Quite how this works depends on what software you choose.

 	
Work your way through the start-up interview.

Most accounting software offers some kind of start-up interview, with simple questions such as the business name, phone numbers and legal structure. Follow your nose and do your best.

[image: Warning] Take special care to enter the correct start date and year-end date when going through the interview. For some accounting software, this information can’t be changed once set.

 	
Customise your chart of accounts.

I always recommend tweaking the chart of accounts, adding accounts, changing account names or deleting accounts that you don’t need. I explain all about this process in Chapter 2.

 	
Create listings for customers, suppliers and items.

[image: Tip] If you already have lists sitting elsewhere on your computer (for example, maybe you have a detailed customer listing sitting in Excel), try to import this information rather than typing it all again from scratch.

 	
Customise templates for invoices, customer statements and purchase orders.

Most accounting software allows you to customise your business forms to generate personalised invoices, customer statements and so on. You may also need to customise pay advices, remittance advices and receipts.

 	
Think about how you intend to record everyday transactions, such as payments, deposits, sales and payments.

[image: Tip] If you’re finding this part of the whole deal confusing, you may choose to hire a consultant to help get you started. Although training fees can be expensive, your money will probably be well spent.




Taking your first steps

After you have set up customer lists and your chart of accounts, and customised your business forms, I suggest you work through the following: 
	
Enter opening balances for customers and suppliers.

If you plan to use your accounting software for invoicing and you have customers who owed money as of your start date, you need to set up opening balances for each one. The same deal applies if you want your accounting software to keep track of supplier bills — specify how much was owed to each supplier at your start date.

Of course, if your business is new and you’ve yet to make a sale or a purchase, you don’t have to worry about this step.

 	
If you have employees, set up payroll.

If you’re going to use payroll, you’re best to do so from July 1, which is the beginning of the payroll year. Setting up payroll can be hideously technical and time consuming, so if you’re running short of time, get some help from a consultant. (Alternatively, Chapter 9 covers payroll in depth.)

 	
If you have inventory, set up stock on hand.

If you want the accounting software to keep tabs on stock levels, you need to enter opening counts and cost prices for each stock item. Chapter 12 focuses more on this delightful topic.

 	
Start entering transactions!

Every business is different, but I tend to start with customer invoicing (if there’s no sales, there’s no dosh) and customer payments, and then move on to payroll transactions. After that, I move on to record expenses and supplier payments.



[image: Tip] When you’re getting started, don’t feel you have to get everything up and running at once. Depending on the business, sometimes doing things incrementally makes sense. For example, I may start by setting up sales and inventory. Later, I implement payroll and, later still, I train my clients in electronic payments and automatic remittances. I can’t give a hard-and-fast rule as to what to do first, but do be careful not to bite off more than you can chew.


Mopping up when the dust has settled

After a few weeks of entering transactions, you’re ready for the finishing touches: 
	
Reconcile your bank account.

As soon as you have a couple of weeks’ worth of transactions, figure out how to reconcile the business bank account (and credit card accounts also, if relevant). Not sure how? Then mosey on over to Chapter 10.

 	
Put formal end-of-month or end-of-quarter procedures into place.

All this effort isn’t worth a brass razoo unless you put procedures in place that help you double-check your work. Chapter 14 is all about health-check routines that keep your accounts in top shape.

 	
Enter opening balances for all asset, liability and equity accounts.

If you’re starting a new business, you don’t have to worry about opening balances. However, if you’re setting up a new bookkeeping system for a business that’s already been running for a while, you need to enter opening balances.

You can’t enter opening balances until the accountant has finished last year’s accounts, so you may be waiting several weeks, if not months, before this info is available. In the meantime, enter the balances that you know are correct, such as your bank balance, debtors, creditors and GST. The other balances can be added later.

 	
Review the state of play.

[image: Tip] After a few months have passed, review the state of play. Is the accounting system working as well as it could? Do you get all the reports you need? If not, go back to the consultant who helped you set up the software, or contact the support services for the accounting software, and ask for help to ensure the system is as good as it possibly can be.





Protecting Your Accounting Data

As time trickles by, you end up with an enormous amount of critical business information stored in your company accounts. Part of your job as a bookkeeper is to ensure that this information is secure. Consider the following: 

	If you’re working in the cloud, all of your accounting data is backed up automatically. Cloud accounting companies take data management super seriously and ensure that any customer data is mirrored in multiple locations around the world. However, you still need to decide whether you want to copy some of this data so that you can access it when offline or if you ever de-subscribe. See the next section in this chapter for more details.
 	If you work on a desktop-based system and store your data on a local machine or on your business server, you need to have a backup system in place. See ‘Storing data safely’, later in this chapter, for more details.



Getting your data off the cloud

Most cloud-based accounting software companies have excellent security, meaning that backing up your data regularly is not as essential as it is for desktop-based systems. However, if you decide to unsubscribe from a cloud-based service, you need to figure out how to get your data off the cloud and onto your own computer (most services no longer provide access to your data once you unsubscribe).

You may also wish to make a copy of your data from time to time so as to reassure yourself (or your client) that should something happen to the software provider, you can still access crucial business data.

[image: Tip] I can’t give you precise instructions, because exactly what you need to do will vary depending on your business and on the software that you’re using. However, when copying data, I suggest you generate the reports you need and save each one as an Excel file rather than as a PDF or as a print out. Excel is the ideal tool for finding and sorting transactions, or for importing data into other systems.

To create a fairly complete record of your business transactions that you can store offline, here are some key reports I suggest you generate: 

	Profit & Loss reports. Generate a separate Profit & Loss report for each year that the business has been running.
 	A Balance Sheet. Create a Balance Sheet as at the last day of the most recent end of financial year, as well as a Balance Sheet as at the date you’re copying the data.
 	A transaction report. Look for a report that lists every single transaction that has ever happened, ideally in date order, sorted by account. You’re best to generate a separate transaction report for each financial year of trading.
 	Customer, supplier and item listings. What you need here totally depends on the nature of your business, but customer names and contact details are usually essential.
 	Sales transactions. Look for a report that provides details of every sale, sorted by customer name and by date.
 	Any other reports you think you might need.


[image: Remember] Don’t be too anxious about missing something. In the event of an audit or finding that you failed to copy some important data, you can always temporarily renew your subscription.

[image: Tip] If you’re unsubscribing from accounting software because you’re shifting from one product to another, save time by asking the new company if they can import data from your old system. Most services are usually happy to do so.


Storing data safely

If you store your accounting software on your laptop, home computer or office server, your accounting data is probably the single most important file to back up in your business. Why? Because all your financial information ends up sitting in one single file, building up and up throughout the financial year until it contains a massive amount of information.

(In case you’re wondering, a backup is when you make an extra copy of the stuff on your computer and then store the copy elsewhere — preferably well away from your computer. The idea is that should something dreadful happen to your computer, such as a fire, theft or data corruption, your vital accounting information isn’t lost.)

As a bookkeeper, if you have clients who don’t work in the cloud and instead still store data on local computers, I suggest you aim to: 

	Back up accounting data every time you work, using a removable backup device such as a flash drive or removable hard drive. Alternatively, make a password-protected copy of the accounting data online, in the cloud, using a service such as Dropbox or OneDrive.
 	Ensure that someone takes any physical backups off-site, away from the office, so that if the office burns down or the computers are stolen, the accounting data is not lost.


[image: Tip] Although you, as bookkeeper, are probably most focused on backing up accounting data, remember that a business needs to have a backup solution for all data, including documents, emails and photographs. When deciding how to back up accounting data, consider what other backup systems are already in place — or need to be put into place — for other business data.


[image: remember] KEEPING PRIVATE STUFF UNDER WRAPS
 
I don’t know about you, but I feel quite private about my finances. And just as I wouldn’t leave my tax return lying around on the coffee table when friends are visiting, I like to protect my accounting data from uninvited inspection.

If you’re a sole owner/operator, or a bookkeeper who is the only person working in the accounting file, protecting privacy is usually easy, so long as you keep the login password private.

Things get more complicated if more than one person accesses your accounting data. Perhaps you want sales staff to view customer data, your bookkeeper to record expenses, and your manager to generate reports. In this situation, you need to allocate different user names, passwords and levels of access for each user. (The mechanics of how you do this depends on the software in question.)

Most accounting software allows you to restrict access to certain functions — so that, for example, you can restrict access so sales staff can view customer details and sales history, and possibly even enter invoices, but they can’t view financial reports or record other kinds of financial transactions.

When defining levels of access for employees, I suggest you restrict payroll data so that only the owner or the bookkeeper can access this information. Keeping payroll data under wraps not only respects employee privacy but also helps maintain peace in the office, avoiding tricky questions as to why one employee is paid differently from another.







    

Chapter 6

Understanding GST



IN THIS CHAPTER

[image: check] Getting your head around how GST works

[image: check] Deciding whether to register for GST, and what boxes to tick if you do

[image: check] Forging neural pathways with amazing feats of multiplication and division

[image: check] Applying this strange and wonderful tax to real-life situations

[image: check] Keeping your nose squeaky clean

[image: check] Making sure your paperwork is up to scratch



Holey moley. As part of my initial research for this chapter, I decided to read ‘The Simple Guide to GST’ from the Australian Taxation Office. Many hours and 168 pages later, I was left with a strange sensation that I couldn’t quite put into words.

Then in the night it came to me. Obfuscation was the word I was looking for. According to Wikipedia wisdom, obfuscation is the ‘concealment of intended meaning in communication, making communication confusing, intentionally ambiguous and more difficult to interpret’. A more succinct definition of government-generated documents I could not imagine.

Never mind. Hopefully, the price of my suffering can be an exchange for your peace of mind. In this chapter, I take a stab at distilling how GST works, some of the do’s and don’ts of accounting for GST, what mistakes to watch out for, and how to peel a grape with your tongue — no fingers or teeth allowed. (Ah, the useful skills one learns late at night in Sydney’s bars.)



Coughing Up the Difference

[image: gst] As you probably already know, GST stands for goods and services tax and is a tax that applies to most goods and services in Australia. Every time you buy a glass of wine or a new item of furniture, or you get your lawn mowed, you pay GST of 10 per cent.

As a business that’s registered for GST, you pay GST on your supplies and collect GST on your sales. You have to keep a set of books that tracks how much GST you pay and how much GST you collect. If GST collected is more than GST paid, you pay this difference to the government. If GST collected is less than GST paid, you claim a refund.

For example, imagine a bookkeeper charges a client $1,000 plus GST for a week’s work. In that same week, the bookkeeper pays an insurance premium of $198 (including GST), as well as $110 for a new laser cartridge (including GST). Figure 6-1 shows how the sums work.

This bookkeeper is left with $792 in the hand after a week’s work, but is now in debt to the government (aren’t we all) for the difference between GST collected and GST paid. This GST equals $100 collected less $28 paid, making a difference of $72 due to the government, and so a net profit of $720.

[image: A simple statement to calculate the difference between GST collected on sales and GST paid on purchases.] 
FIGURE 6-1: Calculate the difference between GST collected on sales and GST paid on purchases.






Signing Up (Do You Have a Choice?)

Don’t plunge into the whole GST shenanigans without thinking through your options. Does every business have to register? And, if not, are there situations when a business is better off not to register? What accounting basis is best? How often should you lodge reports? I answer all these questions, and a bit more besides, in the next few pages.


Submitting to the inevitable

Registering for GST is optional if your turnover is less than $75,000 a year. (Note: You get three exceptions to this rule: The turnover threshold increases to $150,000 for not-for-profit organisations, taxi drivers not employed by someone else have to register, regardless of income, and if you want to claim fuel tax credits, you must register.)

[image: Remember] I haven’t got enough space here to go into the definitions of how to calculate turnover. However, as soon as your client (or you, if you’re a business owner reading this book) starts to make sales of $1,000 or more a week, flick the alert button and contact the accountant for advice.

If you’re starting a new business, you can register for GST at the same time as you apply for an ABN. (For more about ABNs or registering your business, refer to Chapter 1.) On the other hand, if you’re already up and running in business and now want to alter your details to register for GST, simply contact your accountant.

[image: Tip] You can register for an ABN but choose not to register for GST. However, you can’t register for GST unless you have an ABN.


Choosing not to register

If a business chooses not to register for GST, it doesn’t have to charge GST on customer sales. However, don’t be hoodwinked into imagining that this business escapes paying GST on purchases: Other businesses have to charge GST on everything they sell, regardless of who they sell to. A non-registered business has to pay GST but can’t claim it back, although the full amount of the purchase can be claimed as a tax deduction.

[image: Truestory] Registering for GST when you don’t have to doesn’t make sense for many small businesses. My neighbour chose not to. He runs a small lawn-mowing business that turns over about $600 a week, an income that falls short of the threshold over which he’d have to register. He chose not to register because that way he doesn’t have to charge customers GST, and his prices are more competitive.

Ignore that urban myth that suggests if a business doesn’t register for GST, customers don’t want to trade with it. As long as a business has an ABN and the prices are competitive, most customers don’t mind either way.


Picking a reporting method to suit

When a business registers for GST, it has to choose whether to account for GST on a cash or an accrual basis. This means: 

	
Cash-basis reporting: Cash-basis reporting means you only pay GST when you receive payments from customers and you only claim back GST when you make payments to suppliers. Note that a business can only report for GST on a cash basis if it has a turnover of less than $10 million per year.

[image: Tip] If a business tends to owe less to suppliers than what customers owe to it, cash basis reporting works best. This is the most popular method for small businesses.

 	
Accrual or non-cash basis: Accrual basis reporting (also known as non-cash-basis reporting) means you pay GST in the period that you bill the customer or receive a bill from the supplier, regardless of whether any money has exchanged hands. This approach means that if you bill a customer in March and they don’t pay until July, you have to pay the GST in April regardless. Similarly, if you receive a bill from a supplier in March and you don’t pay them until much later, you still claim back the GST in April.

[image: Tip] If a business tends to owe more to suppliers than what customers owe to it, accrual basis reporting works best.



[image: Remember] You can choose to report for GST on a different basis to income tax. For example, you can choose to report for GST on a cash basis and report for income tax purposes on an accrual (non-cash) basis, or vice versa. This said, most small businesses opt to report on a cash basis for both GST and income tax purposes.

You may be feeling bamboozled by all this tax chat. No sweat — the important thing for you to realise is that any selection you (as a business owner) or your client (if you’re a bookkeeper) makes regarding the GST reporting basis or accounting basis may have a big impact on business cashflow. If in doubt, speak to an accountant first.


Reporting for duty

If a business turns over $20 million per year or less, it can choose to report for GST on a monthly or quarterly basis. If a business has registered for GST voluntarily (that is, the business turns over less than $75,000 per year), it can choose to report annually.

Most businesses find it easiest to report every three months. If a business has a turnover of less than $20 million per year, the only times that monthly reporting makes sense is for businesses that find it very hard to manage cashflow otherwise, or for businesses that regularly receive GST refunds, such as exporters.



Calculating GST

[image: gst] To calculate how much GST to add to something, simply multiply the figure by 10 per cent or 0.1. For example, if an item costs $10 and you want to find out how much GST to add, you do the following: 

[image: math]



To add GST onto something you either add 10 per cent (using the per cent button on your calculator) or you multiply the amount by 1.1. For example, if something is $10 and you want to add 10 per cent, you do the following: 

[image: math]



If an amount already includes GST, and you want to calculate the GST component, you simply divide the amount by 11. For example, if you buy something for $110 and you want to figure how much GST is in the total, you do the following: 

[image: math]



To figure out what the cost of this item was before GST was added, you divide the total cost by 1.1. For example, if you buy something for $110 and you want to figure out how much this item cost before GST, you do the following: 

[image: math]



[image: Tip] Fortunately, most accounting software calculates GST automatically, and you can usually choose to enter prices either excluding or including tax. Then, as soon you enter a tax code, the software automatically calculates the tax. Sweet.



Figuring What’s Taxed and What’s Not

When you talk about whether GST applies to stuff, or not, you get four different scenarios: 

	Scenario number one: Regular GST, which you either pay or are charged, and which you report on your Business Activity Statement (BAS). Most transactions fall into this category. For more details, skip ahead to ‘Move it, groove it, tax it’.
 	Scenario number two: GST isn’t charged or claimed but you have to report these transactions on your BAS. For example, if your business has a turnover exceeding $10 million, you don’t charge GST on exports, but you do have to report all export income. For more details, skip ahead to ‘Transactions with no GST’.
 	Scenario number three: You don’t charge GST or pay GST and you don’t report these transactions either. For more details, skip ahead to ‘Transactions with no GST’.
 	Scenario number four: The supplier charges GST but you can’t claim it. This applies if you aren’t registered for GST, but the supplier is, or if you’re a landlord of residential real estate and you can’t claim back the GST on related purchases. For more details, skip ahead to ‘Transactions with no GST’.



Move it, groove it, tax it

Almost as certain as death and as painful as unrequited love, most things get taxed. In Australia, where the love of inefficient bureaucracy and red tape betrays a colonial legacy, a flat GST of 10 per cent applies to most goods and services, but with a long list of exceptions. A box of tea bags from a supermarket doesn’t have GST, but a cup of tea from a takeaway cafe does; bandages and sticking plasters don’t have GST, but deodorant and soap do.

I’ll cut to the chase. As a bookkeeper, if you’re doing the books for a business that’s registered for GST, here’s what you need to track: 

	For businesses with a turnover under $10 million, you must report on total sales, how much GST you collect on sales and how much GST you pay out on purchases. The ATO refers to this method of reporting as the Simpler BAS Method.
 	For businesses with turnover over $10 million, you must report total sales, export sales, how much GST you collect on sales, how much GST you pay out on purchases, total purchases and total capital acquisitions (that is, new equipment that exceeds $1,000 in value). The ATO refers to this method of reporting as the Full Reporting Method.



Transactions with no GST

Transactions that don’t attract GST fall into three categories: 

	[image: gst] Transactions that are GST-free that you report on your BAS
 	Transactions that are input-taxed that you report on your BAS
 	Transactions that don’t attract GST and that you don’t report on your BAS


I expand a little on each of these categories in the following headings.


Transactions that are GST-free

GST-free transactions are transactions where you don’t charge for GST on sales or pay GST on purchases. GST-free transactions include childcare, educational courses, essential non-processed foods, export sales and medical supplies.

If you report for GST using the Simpler BAS Method, you report GST-free sales on your BAS, but you don’t report GST-free purchases. If you report for GST using the Full Reporting Method, you report both GST-free sales and GST-free purchases on your BAS.


Transactions that are input-taxed

Another type of income and expense that has no GST is income and expenses relating to residential properties. As a landlord, you can’t charge GST on rent on residential properties, nor can you claim GST on rent-related expenses. This kind of income is called input-taxed income, and the related expenses are called input-taxed purchases.

Income from interest and dividends is also input-taxed.

If you report for GST using the Simpler BAS Method, you report input-taxed sales on your BAS, but you don’t report input-taxed purchases. If you report for GST using the Full Reporting Method, you report both input-taxed sales and input-taxed purchases on your BAS.


Transactions that don’t attract GST

This third category covers all transactions that don’t attract GST, and that you don’t include when preparing figures for your BAS. These transactions include 

	Internal transactions within a business, such as cash transfers, depreciation, transfers between accounts, movements in stock and loan repayments
 	Payments of tax itself (there is no GST on GST … yet!)
 	Personal spending or drawings or owner’s contributions
 	Superannuation and wages (you don’t include superannuation anywhere on your BAS, and wages are only reported in the Wages section, and not included as part of purchases)




Understanding Tax Codes

Earlier in this chapter, I explain that you get three different scenarios with GST: 

	Sales or purchases with GST that you report on your BAS
 	Sales or purchases without GST that you report on your BAS
 	Sales or purchases without GST that you don’t report on your BAS


When you work with accounting software, you need a tax code for each of these scenarios, plus a couple more besides. In the next few pages, I explain what tax codes to use when, and how to link the accounts in your chart of accounts to these tax codes.


Creating a list of tax codes

If you have a turnover of less than $10 million, you can use the Simpler BAS Method when completing your BAS. Table 6-1 provides a neat summary of the tax codes you need. (Note that for clarity’s sake, I suggest you use a ‘FRE’ tax code for purchases without GST. However, if you prefer, you can also treat GST-free purchases as non-reportable, because when using the Simpler BAS Method you don’t have to report GST-free purchases on your BAS.)
 
TABLE 6-1 Basic Tax Codes, Simpler BAS Method
 	Situation

	Examples

	MYOB

	Xero

	QuickBooks

	Sales where you charge GST

	Regular sales of most items

	GST

	GST on Income

	GST

	Sales that are GST-free (including exports)

	GST-free sales or export sales

	FRE

	GST Free Income

	FRE

	Non-reportable transactions

	Transfers between bank accounts, loan repayments, personal drawings, interest income, dividend income, superannuation

	N-T

	BAS Excluded

	Out of Scope

	Purchase of taxable items

	Most purchases and business expenses, including capital acquisitions

	GST

	GST on Expenses

	GST

	Purchase of GST-free items

	GST-free purchases (unprocessed foods, unregistered suppliers, bank charges)

	FRE

	GST Free Expenses

	FRE



If your turnover exceeds $10 million, you’re required to use the Full Reporting Method when completing your BAS, which in turn means that you may require a few more tax codes, as summarised in Table 6-2. (In Table 6-2, note that you only need those extra codes that are relevant to your business. For example, you only need a tax code for export sales if you actually export goods overseas.)
 
TABLE 6-2 Additional Tax Codes, Full Reporting Method
 	Situation

	Examples

	MYOB

	Xero

	QuickBooks

	Sales made to overseas customers

	Export sales

	EXP

	GST Free Exports

	GST Free Exports

	Sales that are input-taxed

	Interest income, residential rental income

	ITS

	Input Taxed Income

	Input tax

	Capital acquisitions that have GST on them

	Purchase of new equipment, motor vehicles or tools over $1,000

	CAP

	GST on Capital

	GST on capital

	Capital acquisitions that have no GST on them

	Purchase of new medical equipment, purchase of a vehicle from a private individual who isn’t registered for GST

	CGF

	GST Free on Capital

	GST-free capital

	Purchases related to input-taxed sales

	Expenses relating to a residential real-estate investment

	INP

	Input Taxed Expense

	Input tax



[image: Tip] Different software packages deal with non-reportable transactions in varying ways. (By non-reportable, I mean transactions that don’t attract GST and which you don’t need to report on your BAS, such as personal drawings, transfers between accounts, or loan repayments.) MYOB uses a tax code called N-T, Xero uses a tax code called BAS Excluded and QuickBooks Online suggests you use a tax code called Out of Scope.

Although neither QuickBooks nor Xero force you to enter a tax code for each transaction, and it’s possible to leave the tax code field blank, I don’t generally recommend this approach. By always entering a tax code, you can easily distinguish between transactions where you have forgotten to enter a tax code and transactions that you know are non-reportable.

[image: Warning] The codes I show in Tables 6-1 and 6-2 are enough for 99 per cent of businesses. However, some businesses may need additional tax codes, specifically if you (or the business you’re working for) are required to report for ABN withholding tax, luxury car tax, voluntary wine equalisation tax or withholding tax. If any of these taxes apply, get advice from your accountant.


Linking accounts to tax codes

The secret to producing an accurate BAS is to get the tax code right on every transaction. In most accounting software, you can make this process pretty easy by linking each account in your chart of accounts with a specific tax code. (For more about building your chart of accounts, refer to Chapter 2.)

[image: Tip] You can see how this works in Figure 6-2, where I show a typical chart of accounts from Xero. Obviously, the chosen tax codes for each account vary depending on your business and reporting requirements, but the concept is the same: Because each account links to a specific tax code, the correct code comes up every time you select an account. (However, in Figure 6-2, can you spot that the tax code has been set incorrectly for Motor Vehicle Repairs & Maintenance?)

For example, if the tax code for Advertising is GST, every time you allocate a transaction to Advertising, GST pops up automatically as the tax code.

[image: Tip] The implications here are huge: If you set up the tax code for every account in your chart of accounts correctly, right from the start, you’re almost guaranteed to code all your transactions right, every time. Perfection and nirvana are but moments away.

[image: Screenshot of a typical chart of accounts from Xero presenting the chosen tax codes for each account, which vary depending on your business and reporting requirements.] 
FIGURE 6-2: Configure your chart of accounts so that each account corresponds to the correct tax code.






Staying Out of Trouble

I have a sister who is a tax auditor specialising in big-time customs fraud. She’s relatively high up these days, and she spends most of her time interviewing the underworld individuals who make the baddies in a James Bond movie look like kittens. ‘Interrogations’, she likes to call these interviews, with a steely glint in her eye and a tightening of the upper lip.

I imagine that 99.99 per cent of the bookkeepers reading this book have nothing to fear from a fraud investigation, even if conducted by my fearsome sister. However, the dread of a tax audit looms high for even the most conscientious of bookkeepers. Usually, the fear isn’t so much that an auditor finds that you’ve consciously covered up income or over-claimed something like GST refunds; rather, the fear is that you’ve made a mistake by accident and now you’ll get into trouble.

So in the interests of making sure you get a good night’s sleep, year in year out, I provide a few handy hints for getting everything just right.


Avoiding traps for the unwary

So you know the theory, and now you’re responsible for deciphering the tax status of hundreds of transactions. Common mistakes include the following: 

	[image: gst] Failing to declare GST when you dispose of assets: If a business sells a second-hand vehicle or perhaps some equipment it no longer needs, you must charge GST on this transaction.
 	Bank fees and merchant fees: Bank fees are GST-free, but merchant fees and the hire of EFTPOS machines attracts GST.
 	Government charges: Council rates, filing fees, land tax, licence renewals, motor vehicle rego and stamp duty are all GST-free.
 	
[image: Warning] Insurance: Almost every insurance policy is a mixture of being taxable and GST-free (stamp duty doesn’t have GST on it). Don’t get caught out. Instead, double-check the exact amount of GST on every single insurance payment.

 	Loan payments: You can’t claim GST on loan repayments. (However, if the loan is for the purchase of an asset, you can claim the GST on the purchase of the asset itself. See Chapter 13 for more details on recording new asset purchases and loans.)
 	Overseas travel: Overseas travel is GST-free, and no GST applies.
 	
[image: Remember] Personal stuff: You can’t claim the full amount of GST on expenses that are partly personal — motor vehicle and home office expenses are the obvious culprits. (See the section ‘Keeping personal matters separate’ for more details.)

 	Petty cash: Petty cash is usually a mixed bag. Coffee and tea are GST-free, biscuits and sticky tape aren’t.
 	Small suppliers: Watch out for small suppliers who have an ABN but aren’t registered for GST. Record these purchases as GST-free.
 	Tax Invoices: You can’t claim GST on any amount over $82.50 (GST-inclusive) unless you have a Tax Invoice. (But remember that in any case, you need a copy of every single receipt and invoice for income tax purposes.)



Keeping personal matters separate

If a business owner purchases goods or services that they use partly for private purposes, be careful not to claim the GST on the private component.

For example, if you (or the business owner) claim your motor vehicle as a business expense, but your log book shows that 20 per cent of use is actually personal, you can only claim 80 per cent of the GST when you record the transaction. Figure 6-3 shows a payment for motor vehicle repairs in this scenario. The total bill is for $1,000 but, when I record the payment, I only allocate $800 to Motor Vehicle Repairs, allocating the remaining $200 to Personal Drawings.

[image: Screenshot of a payment for motor vehicle repairs. The total bill is for $1,000 but, when the payment is recorded, only $800 is allocated to Motor Vehicle
Repairs, and the remaining $200 is allocated to Personal Drawings.] 
FIGURE 6-3: Apportioning personal expenses.




The other approach is to claim the whole amount of GST with every transaction and request the accountant make an adjustment at the end of the financial year. This method works okay, but isn’t quite as accurate as recording transactions correctly throughout the year, may cost the business a tad extra in accounting fees, and could end up with a large (and possibly unanticipated) adjustment to pay in the final BAS of the year.



Dancing the Paperwork Polka

As soon as you register for GST, you need to make sure that every invoice you supply to customers includes certain key information, such as your business name, your ABN and the date. In turn, you need to keep a beady eye on your suppliers’ bills so that they do the same, providing you with all the info you need in order to be able to claim GST back from your payments to them.

Riveting stuff? I’m on the edge of my seat as well. Read on for a detailed checklist of what’s required.


Brewing up a Tax Invoice

[image: gst] If you’re registered for GST and you send a client an invoice that’s for more than $75 before GST, then you must issue a Tax Invoice. The invoice needs to include the following: 

	Your ABN and your business or trading name. Because an invoice is essentially a contract, the legal beagles recommend you stick this info at the very top of each invoice, above the details of what it is that you’re selling.
 	The words ‘Tax Invoice’ written clearly in nice big letters on the first page of the invoice.
 	The date.
 	A brief description of whatever it is that you’re supplying.
 	If the invoice is for taxable goods or services only, you need to either show the total amount of GST payable or add a comment saying that the total price includes GST.


If the invoice is for a mix of taxable and non-taxable goods, clearly identify each item that’s taxable and show exactly how much GST is payable.

[image: Remember] If an invoice comes to more than $1,000 (including GST), you need to include some additional info: 

	Either your customer’s name and address or your customer’s name and ABN.
 	The quantity or volume of whatever it is that you’re supplying. For example, the number of hours charged, or the number of units supplied.


[image: Remember] Tax Invoices don’t need to be complicated documents. So long as you include the bare legal information I outline, a Tax Invoice can be as simple as a cash register docket, a handwritten scrap of paper or a short and tender email.
 


Checking supplier bills

In the same way as you’re responsible for making sure that you issue legit Tax Invoices to customers, you also need to make sure that your supplier bills toe the line.




GENERATING INVOICES FOR YOUR CUSTOMERS
 
Sometimes it’s more convenient for the business receiving goods or services to calculate how much something is worth and generate an invoice. For example, my publisher pays me royalties based on book sales. I don’t send my publisher an invoice but, instead, my publisher generates an invoice on my behalf. This invoice is just the same as a Tax Invoice except that it has the words ‘Recipient Created Tax Invoice’ (now there’s a sexy bit of jargon) displayed at the top.






Make sure that supplier bills include the supplier’s ABN, an accurate description, the date and the total amount payable. If the supplier is registered for GST, the invoice should also say ‘Tax Invoice’ at the top, and either a statement that GST is included or a subtotal showing the amount of GST charged. Lastly, any invoice over $1,000 needs to show the quantity or volume of the goods or services supplied, such as litres of petrol or hours of labour.

Most suppliers include these details on bills as a matter of course. However, watch out for incidental receipts, and stay tuned to the fact that the slip of paper you get when you pay for something by credit card or EFTPOS is often separate to the receipt itself. This kind of docket, which usually just shows the date and the total amount paid, isn’t a legitimate receipt as far as your tax is concerned. (I guess the tax auditors are trying to cover for all those situations where someone buys $40 of petrol on their credit card and then chucks in a couple of Paddle Pops for the kids on top.)


Verifying that ABNs are correct

In years gone by, the wisdom of the day was that it was the bookkeeper’s responsibility to check that the ABN on a supplier’s Tax Invoice was both correct and current, using the ABN lookup service, and that this verification process should be undertaken at least once a year.

[image: Tip] Policy has softened on this front, and now the ATO guidelines state that you do not generally need to check an ABN is correct, unless you have reason to suspect it may not be genuine. Things to watch out for include: 

	The ABN not having 11 digits (ABNs are always 11 digits long).
 	The ABN including letters or symbols (ABNs only ever have numbers).
 	A supplier being inconsistent with invoicing, sometimes including GST and sometimes not including it.
 	The details or name on the invoice not matching the name of the person who you thought was supplying the goods or service.


You can check a supplier’s ABN by going to www.abr.business.gov.au and entering the number or supplier name.
       

Part 3

Recording Day-to-Day Transactions



IN THIS PART …

Discover how to organise receipts and invoices easily and quickly, so that you only handle each bit of paper or each email once.

Find out how the process of bookkeeping varies enormously depending on the size of the business.

Keep track of money coming into the business, and how much customers owe.

Learn how to record employee pay (one of the trickier aspects of bookkeeping) and calculate employee tax, superannuation, leave entitlements and more.

Make sure your work is correct (and sleep like a baby) by reconciling every bank account.


Chapter 7

Recording Expenses and Supplier Payments



IN THIS CHAPTER

[image: check] Creating systems so you can find everything easily

[image: check] Choosing a method to suit your madness

[image: check] Finding a home for every transaction

[image: check] Dealing with cash and out-of-pocket expenses



Your role as a bookkeeper varies enormously depending on whether you’re doing the books for a business that’s just getting started, or whether you’re working for a larger business with many employees and lots of suppliers.

Part of being a good bookkeeper is being able to judge what system works best in each situation. I’m not talking about software choices here — rather, I’m referring to the way you organise information and record transactions. Do you want to keep things simple and just record transactions when they appear in the bank account? Or do you need to record purchase orders, keep track of how much is owed to suppliers, and much more besides?

In this chapter, I show how the process of recording expenses and supplier payments varies depending on the size of the business. I also talk about bank feeds, and explain how bank feeds combined with bank rules can transform bookkeeping for smaller businesses. I show how the efficiencies that bank feeds bring are less significant for larger businesses than for smaller businesses, and how for businesses with several employees and lots of suppliers, a bookkeeper still has a vital role to play.



Creating Order Out of Chaos

A good bookkeeper is both smart and organised (not to mention good-looking and blindingly intelligent). A smart bookkeeper looks for ways to improve systems and make clever use of technology. An organised bookkeeper transforms a chaos of information into a set of logical files where anyone can find anything.


Getting your hands on the right info

For every bookkeeper, the starting point is always the source documents of a business. When accountants talk about source documents, they mean bank statements, credit card statements, receipts and supplier bills. Your first task as a bookkeeper is to locate and organise this information so that you can do your job.


Bank and credit card statements

When I talk about bank statements, I simply mean a statement showing every transaction in your bank account for a given period (usually a week or a month), along with an opening balance, a closing balance, and a running balance for each day.

As a bookkeeper, you’ll find it easiest to work with full bank statements (whether printed or electronic) as opposed to simply printing transaction reports from your internet banking. I often find that vital information such as opening and closing balances, not to mention running statement balances, is missing from transaction reports.

Store the bank statements logically so you can find them easily. You can store printed bank statements in a ring binder or create a folder on your computer and store PDF versions of bank statements in that location.

I treat credit card statements in the same way as any other bank statement, either filing them in date order in a ring binder or storing them electronically as PDFs.

[image: Remember] If you receive bank and credit card transactions via a bank feed, you may be tempted not to worry about bank statements at all. However, reviewing and storing bank statements (either in printed form or electronically) is vital for two reasons: 

	Bank feeds are a great innovation but all accounting software companies acknowledge that you get some degree of error. This error rate can be as high as one in every 500 transactions! For this reason, given the number of transactions most businesses make during a year, a vital part of your job as a bookkeeper is to check that the closing balance in the software matches against each month’s closing balance on the bank statement.
 	Bank statements can be a very handy reference, particularly if someone deletes a transaction after it has been reconciled, or if you’re troubleshooting reports. Keep in mind that you can’t always rely on internet banking to look up this kind of information, because some banks only allow you to view the last six months’ worth of transactions.



Receipts

When faced with a pile of receipts, separate these receipts into two piles: 

	Create one pile for everything that was paid for by cash or from a personal bank account. You either need to record these expenses as petty cash or reimburse the business owner. See ‘Nitpicking over Petty Cash and Out-of-Pocket Expenses’, later in this chapter, for more details.
 	Create another pile for everything that was paid from a business bank account by electronic transfer, EFTPOS or credit card. These receipts simply need filing away. See the next section for details.



Supplier invoices

If a supplier bill hasn’t been paid yet, pop this bill into a folder marked ‘Bills to be Paid’. (If you have lots of supplier bills, you’re best to organise this folder according to supplier name, with each supplier in date order.) Alternatively, if you have received this bill as an eInvoice, all you need to do is open your accounting software and approve it.

If a supplier invoice has already been paid, you simply need to file this invoice. See the next section for details.


Filing stuff so you can find it again

If you want to avoid spending life going around in circles, storing things so you can find them again is best. I talk about record-keeping systems in Chapter 4, but a quick recap in this context helps: 

	Organise printed supplier invoices according to supplier name, date and financial year. Ring-binder folders or suspension folders work fine. Alternatively, you may prefer to scan supplier invoices, and organise electronic versions of supplier invoices in separate folders (one for each supplier).
 	For invoices you receive by email, you may find it easiest to print these invoices and file the printed copy with all your other supplier invoices. Alternatively, you may prefer to store these emails in a special folder within your email program, save the attachments in a specific folder on your computer, or attach an electronic copy of the transaction to the corresponding expense or bill in your accounting software. (All four strategies work fine so long as you’re consistent.)
 	With miscellaneous receipts for things such as parking or petty cash expenses, store these in a folder called Petty Cash, and organise these receipts in rough date order, according to the month in which the expense happened.


Most cloud-based accounting applications allow you to scan (or take a photo using your smartphone) supplier invoices and attach these invoices to the payment transaction. While this feature is undoubtedly very nifty, you may find that attaching copies of every single supplier invoice to the relevant transaction is pretty time-consuming. However, I do find this feature really useful for any transactions that I know the accountant is likely to query. For example, if your software has this feature, I recommend you attach copies of supplier invoices for any new capital acquisitions, such as the purchase of new equipment or motor vehicles. (Accountants often want to view this information to check how to allocate the transaction correctly for tax purposes.)

You can also consider subscribing to an add-on application such as Receipt Bank, which automatically scans miscellaneous receipts for key data such as supplier name, date and amount, and then converts this data into a spreadsheet or sends this info to your accounting software.



Working with a Micro Business

Figure 7-1 shows three possible ways of bookkeeping for a micro business. (By micro business, I mean an owner-operated business, usually run from home with no employees, and either just getting started or run as a part-time venture.)

The thing to notice about a micro business is that typically this kind of business has few (if any) supplier credit accounts, and instead pays for most business expenses at the time of purchase, using either EFTPOS or a credit card. Because of this way of working, the combination of cloud accounting software and bank feeds is ideal for a micro business. (Skip ahead to the following section to find out why.)

You may come across a business that purchased accounting software some years ago, and which has never upgraded because the owner can’t afford the monthly subscription fee for cloud accounting. In this instance, an alternative is to type each transaction into the accounting software, working from bank and credit card statements as a reference. (See ‘Entering transactions one by one’ for more information.)

[image: Chart depicting three possible bookkeeping processes for a micro business.] 
FIGURE 7-1: Possible bookkeeping processes for a micro business.




Lastly, a really small business that can’t afford to purchase or subscribe to any kind of accounting software may choose to list transactions on a spreadsheet. See ‘Listing expenses on a spreadsheet’ later in this chapter for more about this way of working.


Automating data entry with bank feeds

For micro businesses, the quickest way to record business expenses is to use cloud accounting software and to work with bank feeds and bank rules. These two features combined can serve to automate a fair amount of data entry: 

	With bank feeds, your transactions appear automatically in your accounts, without you having to enter anything.
 	With ‘rules’, these transactions are also coded automatically to the correct accounts.


Figures 7-2 and 7-3 provide examples of how these features work. Figure 7-2 shows a bank statement for a couple of days’ worth of transactions.

Figure 7-3 shows how this information would appear if this business were using bank feeds combined with bank rules. (In this example I’m using Xero, but the principles are similar whatever software you use.) On the left side of Figure 7-3, the bookkeeper views all the transactions from the bank statement the moment he or she logs on. On the right side, you can see how Xero has ‘guessed’ as to how these transactions should be allocated. Xero does this by applying rules that the bookkeeper sets up as they go along. Behind the scenes of Figure 7-3, for example, the bookkeeper has created a rule stating that all payments made to MCO Cleaning should be allocated to Cleaning Expense.

[image: An example bank statement presenting the transaction details for a couple of days in a month.] 
FIGURE 7-2: An example bank statement.



[image: Screenshot depicting how the transactions from the previous figure would appear in Xero - a review of the banks statement lines.] 
FIGURE 7-3: This screen shows how the transactions from Figure 7-2 would appear in Xero.




All the bookkeeper has to do in this scenario is review the transactions and either click OK if Xero has guessed how to allocate the transaction correctly, or edit the transaction allocation if need be. (The bookkeeper also needs to manually double-check the bank balance to check that all transactions came through correctly — for more on this topic, skip to Chapter 10.)

[image: Tip] Can you see just how efficient this process is? Bank feeds and bank rules are a particularly winning combination for micro businesses because together, these features combine to eliminate an enormous amount of data entry. Chapter 21 provides lots of tips about how to create bank rules with a minimum of fuss.


Entering transactions one by one

If you’re working with an older version of accounting software, you may not have the option to connect to bank feeds or set up bank rules. In this scenario, you have to record each transaction yourself.

The mechanics of how to record expenses depends, of course, on what software you’re using but, regardless, for each transaction you always need the following information: 

	The date you made the payment
 	The name of the person or company you were paying
 	The full amount
 	The amount of GST, if applicable
 	The correct expense account


Figure 7-4 shows a Bank Register window in Xero with the same transactions as Figures 7-2 and 7-3. (Xero does have bank feed features but, for the purposes of this example, I’m assuming that the bookkeeper has chosen to type transactions into Spend Money instead.) You can see that the format of this bank register isn’t wildly different from Figure 7-3 — the same information is included, but in a slightly different layout.

I can’t be too specific about the mechanics of creating a payments journal using accounting software, because the method varies depending on what software you use. However, for some general tips about recording payments using accounting software, read on: 
	
Enter transactions using a method that fits the way you think.

I’m sounding pretty vague here, I confess, because the terminology depends on what software you’re using. Generally, you can choose between recording transactions straight into bank registers or recording transactions using individual Spend Money or Record Expense entries.

[image: Screenshot of a business bank account for entering transactions one by one into the Bank Register window of MYOB.] 
FIGURE 7-4: Entering transactions one by one into the Bank Register window of MYOB.



If you like to be able to see a running list of transactions, so you don’t lose track of where you’re up to, working with the registers works best. If you prefer to add a whole lot of extra detail about each transaction — splitting transactions across multiple lines or adding detailed memos — then recording individual entries works best.




 	
[image: Remember] Start by selecting the correct bank account.

If you have more than one bank account, make sure you select the correct bank account for each transaction.

 	
Be careful with dates, but don’t worry about entering stuff in date order.

Accounting software sorts everything in date order automatically, regardless of what sequence you use to record transactions.

 	
Think hard about what tax code you select.

[image: Gst] Tax codes are the secret to success when working with accounting software. Instead of entering the dollar amount of GST, you enter a tax code and the software calculates GST automatically. You can also usually toggle whether you enter amounts including GST, or excluding GST.

 	
If you pay someone regularly, set up a ‘record’ for them.

In this context, a record is a new supplier listing. If you record a name against a transaction and set up this name in the supplier list (or whatever this list is called in your accounting software), you can generate transaction reports based on this supplier name.

 	
Think about what other information could be useful from a business management perspective.

[image: Remember] A neat thing about accounting software is that you can record a lot of extra information about each transaction, coding transactions according to individual projects, locations, salespeople and much more. Can you record additional info about each transaction that may help your business, or the business that you’re working for, succeed?




Listing expenses on a spreadsheet

When writing about spreadsheets as a bookkeeping tool, I can’t be that specific about what method to use. Because spreadsheets are such a do-it-yourself method, people seem to have different approaches. Some people use spreadsheets that simply list each transaction in date order. Other nerdy folk develop all-singing, all-dancing spreadsheets that generate invoices, calculate total expenses and produce colourful Profit & Loss reports to boot, but which require a master’s degree in programming.

However, in Figure 7-5, I provide a simple example of a spreadsheet, again using the transactions listed in Figure 7-2. My spreadsheet lists transactions in date order, showing the amount including GST in the Amount column, followed by the tax in the GST column, and the net value of the payment in the relevant expense column.

[image: An Excel spreadsheet listing transactions in date order, depicting the amount including GST in the Amount column, followed by the tax in the GST column, and the net value in the relevant expense column.] 
FIGURE 7-5: Entering transactions in a spreadsheet.




You can probably rely on your native cunning to create a spreadsheet like the one in Figure 7-5. (I’m assuming here that you have used a spreadsheet before. If you’ve never used a spreadsheet, I don’t recommend you try doing bookkeeping this way, but instead you cut to the chase and subscribe to accounting software of some kind.) However, here are a few comments to help you along the way: 
	
Create a new spreadsheet, name it something sensible and store it in a folder where you can find it.

This is all obvious stuff, but you’re about to invest hours and hours working with this little number, so store the spreadsheet file somewhere you can find it, give it a sensible name and, if anybody else can access your computer, add a password to protect the file.

 	
If you need to, create a separate sheet for each bank account.

Take a look at the three tabs along the bottom of Figure 7-5. One is for the business trading account, one’s for the savings account and one’s for the credit card account.

[image: Tip] Creating a separate worksheet for each bank account makes reconciling your account (a topic I cover in Chapter 10) much quicker.

 	
Set up columns similar to Figure 7-5, with separate columns for the total amount, for GST, and for each expense and income category.

I doubt you want to read this For Dummies book with a magnifying glass, so I don’t include many columns in my example. However, you can feel free to add as many expense columns as you like. If you do end up with too many columns, create a column at the end called ‘Other Expenses’. Use this column for miscellaneous expenses that don’t crop up very often.

 	
Referring directly to your bank statement, list transactions in date order, starting at the beginning of the month and working forwards.

I enter the supplier name or a comment as the Description, and the full value of the payment as the Amount.

 	
[image: Gst] Set up formulas to calculate GST.

I explain in Chapter 6 that to calculate GST, you divide the total by 11. Therefore, the formula in the GST column for the Cooper Street Bakery transaction is =C3/11.

If a payment includes no GST, I simply enter $0.00 as the amount in the GST Paid column. Note that in Figure 7-5, no GST is paid on the bank fee.

 	
Enter the amount of the payment, excluding GST, in the relevant expense column.

For example, the second transaction on my statement is $15.75 including GST, which equals $14.32 excluding GST. I can either type $14.32 in the Manufacturing Supplies column, or I can use a formula to do the sum automatically. If I use a formula, I enter =C3–D3, which equals the figure in the Amount column less the figure in the GST column.

 	
At the end of each month, insert totals at the bottom of each column.

My example only shows a week’s worth of transactions, but in practice you usually insert totals at the end of each month. Click in the cell where you want the total to appear, then go to the Formulas menu and click the AutoSum button. Press the Enter key (Return on a Mac) and the total appears automatically.

 	
[image: Tip] In the ideal world, check that the total of all expenses plus GST equals the total of the Amount column.

In Figure 7-5, this would mean that I double-check that the total in the Amount column (that’s $216.80) equals the totals for columns D through to J. The two totals match, so I know everything balances.

What if they don’t? Then pause, have a break and then return to your work, double-checking every total. The mistake is there somewhere, just waiting for you to find.

 	
Back up or die.

[image: Remember] Need I say more? I suggest you subscribe to a service such as Dropbox and save your worksheet both on your local computer and in the cloud.



Note that the example in Figure 7-5 is very simple and lists expenses only. However, in Chapter 8, I explain how you can take things a step further, listing both income and expenses on the same worksheet. This way, I can set up a formula to calculate the running balance of each bank account, which acts as the perfect test that I’ve recorded everything correctly.



Recording Expenses for a Small Business

As a business grows, it tends to purchase more goods and services using supplier credit. A business may receive several invoices from a single supplier through the month, paying these invoices as a combined amount at the end of that period.

When this occurs, the bookkeeping process for a small business differs from that of a micro business in two important ways: 

	Instead of the supplier debiting a credit card or the business paying by EFTPOS, the business usually pays the supplier using internet banking.
 	The bookkeeper will need some system to keep track of how much is owed to suppliers.


In Chapter 3, I explain how you can do accounts on a cash basis or an accrual basis. When a business starts recording the amounts they owe to suppliers in their accounting system, this is accrual accounting. The idea is that you recognise expenses at the time you receive a bill from a supplier, regardless of when you pay this bill. Later, when you pay this bill, you record the payment as a second transaction.

In Figure 7-6, you get an idea of how the process works. Compare Figure 7-6 against Figure 7-1, and you can see the extra step that’s involved in recording supplier invoices in your accounting system.

[image: Chart depicting the bookkeeping processes for a small business, with an extra step that is involved in recording supplier invoices in your accounting system.] 
FIGURE 7-6: Bookkeeping processes for small business.






Deciding whether to use accrual accounting

Before plunging headlong into the explanation of how to do bookkeeping on an accrual basis, I want to pause for a moment. Do you actually need to record supplier bills as soon as you receive them? Or is it going to work fine simply to record supplier bills when they get paid?

I can’t make this decision for you, but I can explain the upsides and downsides of recording supplier invoices in your accounting system as soon as you receive these invoices (as opposed to only recording these invoices once they have been paid).

Some benefits of recording supplier invoices in your accounting system as soon as you receive them include 

	
[image: Gst] You can claim GST on bills that you’ve received, but haven’t paid for yet (this only applies if you report for GST on an accrual basis).

 	At the click of a button, you can see exactly how much you owe suppliers.
 	If you’re purchasing inventory from suppliers, you can use the inventory features within your software to keep track of the quantity and cost price for each item you have in stock.
 	You can easily see whether accounts are overdue (and by how much) before things get out of hand.
 	You can see what bills you have to pay when and plan your cashflow better.
 	
[image: Tip] Your monthly Profit & Loss reports are more accurate, because expenses show up in the month to which they belong, rather than showing up in the month that you pay them.

 	When you’re ready to pay suppliers, processing payments is quick, easy and efficient.


The downsides of working in this way include 

	Every supplier invoice involves two entries instead of one. That’s because you first record the supplier bill as a purchase, and then later you record the supplier payment, instead of recording the bill and payment as one transaction in your cash payments journal.
 	Accrual accounting can be tricky to get your head around, especially if you’re new to bookkeeping.


[image: Remember] If you use your accounting software to keep tabs on inventory costs and inventory levels, you need to enter supplier bills as soon as you receive stock. You may even want to enter supplier bills before you receive stock, in the form of purchase orders that you can then fax or email to the supplier.

In this situation, using accrual accounting is a no-brainer, because you need to enter supplier bills as soon as you receive them so that your stock levels and costs are accurate and up to date. (For more about working with inventory, skip ahead to Chapter 12.)


Refining the process

How does all this accrual versus cash rave (refer to preceding section) translate into reality? I can’t cover every software solution in this book, but here are a few examples that may clarify what I’m talking about: 

	If you use MYOB, cash accounting means you record all payments in Spend Money only, but accrual accounting means you record all supplier bills first in Enter Purchases, and then later you record the payments using Pay Bills.
 	If you use QuickBooks Online, cash accounting means you record all payments as an Expense or from the Banking dashboard, but accrual accounting means you record all supplier bills first in Bills, and then later you record the payments using Pay Bills.
 	If you use Xero, cash accounting means you record all payments via Spend Money or the Reconcile window. Accrual accounting means you record all supplier bills first as a Bill, and then later you record the payments using the Make a Payment window in Purchases. (If one of your suppliers also uses Xero, you can configure things so that the moment your supplier sends you an invoice, this invoice appears as a draft bill in Xero.)



Keeping tabs on who you owe

If you’re using your accounting software to record supplier invoices and payments, you can generate a report at any time that shows this information. Figure 7-7 shows a typical Aged Payables report from Xero.

[image: A typical Aged Payables report from Xero that provides accurate and timely accounts information of a Demo Company.] 
FIGURE 7-7: Seeing how much you owe.




As a conscientious bookkeeper, you want to put this Aged Payables report through its paces and make sure it provides accurate and timely information: 

	
[image: Tip] Compare your Aged Payables report against supplier statements every time you receive a supplier statement. This double-checking (and fixing, when things go awry!) is what sets a good bookkeeper apart from a not-so-good bookkeeper.

 	If you receive a lot of bills from suppliers with weekly or fortnightly payment terms, see whether you can modify the report to specify either 7 or 14 days as the ageing period.
 	Be clear about whether your accounting software displays bills according to when they’re due, or by their transaction date. For example, if you receive a bill from a supplier on 1 October and this supplier offers 60-day terms, does this bill show up in the current column until 1 December, or does it move to 30 days as soon as 1 November rolls around?


If your Aged Payables report says you owe a certain supplier some money and you’re positive that you’ve paid the account, you almost certainly recorded this payment as an expense rather than a bill payment in your suppliers’ ledger.

You can fix this situation by either deleting or reversing the outstanding supplier bill. My only proviso against deleting bills is when a bill belongs to a previous financial year, or if the bill belongs to a previous GST period and you report for GST on an accrual basis. In either of these situations, the best approach is not to delete the bill, but to record a credit instead, matching this credit against the offending bill.


Dealing with EFTPOS and credit card transactions

With a small business, you’ll probably find that the business still pays for lots of expenses by EFTPOS or using a credit card. In this instance, you’re best to simply work from the bank feeds to record these transactions.



Bookkeeping for a Larger Business

Bookkeeping becomes more complex as a business grows. Not only do larger businesses tend to purchase most goods and services using supplier credit, but they also tend to issue purchase orders for these transactions. In addition, larger businesses always have employees.

In short, the bookkeeping process of a larger business differs from that of micro or small businesses in several ways: 

	The business usually uses the accounting software not just to record bills owing, but also to generate purchase orders.
 	The bookkeeper pays most suppliers and employees using a batch file generated by the accounting software and imported into internet banking.
 	The bookkeeper relies on the accounting software to record employee timesheets and generate pay transactions.


In Figure 7-8, you get an idea of how the process works. Compare Figure 7-8 against Figure 7-6, and you can see how much more complex the bookkeeping process becomes.


Managing supplier orders and invoices

As I just mentioned, managing supplier orders and invoices becomes one of the more complex and time-consuming parts of a bookkeeper’s role when working for a larger business, and one that bank feeds, bank rules or document exchange between cloud-accounting solutions can’t do much to automate. (Standardised e-invoicing using encrypted digital files does make the exchange of invoices between businesses much more efficient, and is on the horizon to become the new norm for Australian business. However, it will be some time until invoicing in this way is compulsory.) 




[image: Remember] STOP THAT GRAVY TRAIN
 
Any business with more than a handful of employees needs to put clear authorisation procedures in place for supplier bills. Usually this means that different employees are responsible for authorising different bills.

For example, the warehouse manager may authorise bills for stock, matching these bills against delivery dockets; the office manager may authorise the office stationery account; the sales manager may authorise advertising expenditure. The main principle here is that the person responsible for incurring the expense is the same person who authorises the payment of the bill. (Note that I’m talking about approving bills for payment here, rather than the mechanics of processing payments.)







[image: Chart depicting the complex bookkeeping processes for a medium-sized business as it keeps growing.] 
FIGURE 7-8: The bookkeeping process becomes more complex as a business grows.




Typically, a larger business uses accounting software to generate supplier purchase orders and email these to suppliers. Usually, creating these orders isn’t the bookkeeper’s job, but the job of whoever is placing the order. Later, when the goods arrive, the person responsible for receiving goods approves the order and records the receipt. Lastly, when the supplier invoice arrives, either a manager or the bookkeeper reviews the invoice, notes any price variations, and converts the order into a bill. Only at this point is the bill ready for the bookkeeper to process for payment.


Making supplier payments

For larger businesses, the most efficient way for a bookkeeper to process supplier payments is this: 
	Ensure supplier invoices match against purchase orders and get management authorisation/signatures for all invoices. Ideally, you will receive this bill as an eInvoice, automatically appearing in your accounting software without you needing to key any data in.
 	Using accounting software, review how much is owed to suppliers, matching these totals against supplier invoices and payments.
 	Record payments for suppliers in the accounting software, and use the software to email remittance advices.
 	Use accounting software to generate a batch file summarising all the payments for each day (for both suppliers and employees).
 	Import the batch file into internet banking.
 	Provide documentation for all payments to business owner/finance manager so that they can log onto internet banking and authorise the payment batch.
 	File documentation appropriately.


[image: Tip] Take the time to set up payment terms for each supplier. That way, your accounting software can prompt you when bills fall due. Also, consider setting up payments to utility companies, such telecommunications and electricity providers, so that the bank account is debited automatically when the bill falls due (let them do the work, rather than you.)


Dealing with EFTPOS and credit card transactions

With a larger business, you’ll probably find that relatively few transactions are made using EFTPOS or credit card. For this reason, bank feeds don’t help with the task of data entry because most purchases are entered in the accounting software before they are paid. (However, bank feeds can potentially make reconciling bank accounts a tad quicker.)

You’ll find that working directly from bank feeds is the easiest way to record any expenses paid for by EFTPOS or credit card. However, as a bookkeeper, you still need to be careful that you have the appropriate invoices for all transactions made on corporate credit cards, and that management have authorised these expenses.




BANK CHARGES (AND OTHER TRAGIC FACTS OF LIFE)
 
I usually separate bank charges into two accounts, one called Bank Fees and another — if relevant — called Merchant Fees. (Your bank only charges merchant fees if you offer credit card facilities to customers.) The reason I separate transactions into two accounts is that while regular bank fees don’t attract GST, EFTPOS and merchant fees do. In addition, I create a third account called Interest Expense (interest also doesn’t attract GST).










Allocating Transactions

In the following sections, I provide a few tips on how to correctly allocate expenses, and to ensure you get things right, every time.


Selecting allocation accounts

Whatever method you use to do your books, the real skill of bookkeeping (aside from accuracy) is knowing what account to select when you allocate expenses.

In Chapter 2, I talk about setting up your chart of accounts and customising this chart to suit your business. I can’t provide you hard-and-fast rules about what expense accounts to use when allocating transactions because every business is unique, but in Table 7-1 I point out the hairy bits that trap many a novice bookkeeper.

Note: In Table 7-1, you can assume that the suggested account is an expense account unless I specify otherwise.

 
TABLE 7-1 Matchmaking Payments and Accounts
 	Type of Expense or Payment

	Comments

	Use This Account

	Bank charges

	Regular bank charges go to Bank Fees, and bank charges for merchant facilities (credit cards) go to Merchant Fees. Interest goes to Interest Expense.

	Bank Fees

Merchant Fees

Interest Expense

	Coffee, biscuits, tea, toilet rolls

	The essentials for happy employees go into an account called Staff Amenities.

	Staff Amenities

	Government charges

	Company tax return lodgements go to Filing Fees, licence renewals go to Licence Fees and stamp duty on insurance goes to Insurance Expense.

	Filing Fees

Licence Fees

Insurance Expense

	Hire purchase/leases

	A hire purchase is a different beastie from a lease. Ask your accountant if you’re not sure what you have.

	Hire Purchase (liability)

Lease Expense

	Miscellaneous expenses

	Avoid accounts such as Sundry Expense or Miscellaneous Expense. Instead, create a new account or use an existing account that is a close match.

	Office Supplies

Repairs & Maintenance

Staff Amenities

	Motor vehicle expenses

	If you have more than one vehicle and these vehicles are used for both personal and business, create either separate accounts or job codes for each motor vehicle.

	Motor Vehicle Fuel

Motor Vehicle Insurance

Motor Vehicle Repairs

	New equipment

	If new equipment goes over a certain dollar value (see Chapter 12 for details), allocate this purchase to an asset account, not an expense.

	Furniture & Fittings (asset)

Plant & Equipment (asset)

Asset Pool (asset)

	Office repairs

	If a repair is minor, allocate it to Repairs & Maintenance. If a repair counts as an improvement (a new veranda or skylight, for example) it is probably an asset. Ask your accountant if you’re not sure.

	Repairs & Maintenance

Leasehold Improvements (asset)

Building Improvements (asset)

	Personal spending (sole trader or partnership)

	Always be careful to separate personal spending from business spending.

	Personal Drawings (equity account)

	Personal spending (director or shareholder of a company)

	A company director or shareholder can only use company funds for personal purposes if they take these funds in the form of wages or directors’ fees, or as a debit against a Directors’ or Shareholders’ Loan account.

	Directors’/Shareholders’ Loan (liability account)

Directors’ Fees

Wages Expense

	Stock purchases

	If you track inventory costs and stock levels, allocate new purchases to an account called Inventory. Otherwise, allocate stock purchases to a Purchases account.

	Inventory

Purchases (cost of sales account)

	Subcontractors

	Never muddle subbies and employees. Keep subbie payments entirely separate from wages.

	Subcontractor Expense

	Superannuation

	If you use payroll software, allocate super payments to Superannuation Payable. Otherwise allocate to Superannuation Expense.

	Superannuation Payable (liability)

Superannuation Expense

	Taxes

	Every bookkeeper’s nightmare! Be careful where you allocate tax payments and remember that the only tax payments that ever get coded as an expense are Fringe Benefits Tax and, in some situations, Land Tax.

	Company Tax (liability)

Fringe Benefits Tax (expense)

GST Collected/Paid (liability)

PAYG Payable (liability)

Personal Drawings Tax (equity)

	Tools

	If new tools are over a certain dollar value (see Chapter 12 for details), allocate this purchase to an asset account, not an expense.

	Plant & Equipment (asset)

Replacement Tools (expense)

	Travel

	Keep local travel separate from overseas travel (and remember that overseas travel doesn’t have any GST on it).

	Travel Expense Domestic

Travel Expense Overseas

	Wages

	Remember that your wages account should report on gross wages, not net wages. (See Chapter 9 for details.)

	Wages Expense





Getting things right: five top tips

Here are my five tried-and-true tips for allocating transactions correctly, every time: 

	Set up rules. Setting up rules will help you to allocate transactions automatically (so long as your software has this feature, of course). For example, set up a rule so that payments to Telstra automatically get allocated to ‘Telephone Expense’.
 	Record default expense accounts for suppliers. If your accounting software doesn’t let you set up rules, record default expense accounts for each supplier instead (if you can, that is!).
 	Work out where to allocate tricky transactions. If you’re not sure what account to allocate a transaction to, allocate the transaction to an expense account called ‘Suspense’ (create an account by this name if you don’t have one already). At the end of each month or quarter, ask your accountant for advice on how to allocate these transactions. This method is much better than random guesswork, and every time you follow this process you’re more likely to know what to do next time.
 	Separate personal transactions from business transactions with a new bank account. If you’re doing the books for someone who has a jumble of personal and business transactions, suggest to the owner that they open a new bank account so that they can separate personal transactions from business transactions. You’ll find allocating transactions correctly much easier if you’re not wasting time differentiating legitimate business expenses from takeaways, gifts to random lovers, groceries and dog food.
 	Use numbers, not just names. If your software allows you to do so, include numbers for each account, not just names, and use account numbers to differentiate between assets, liabilities, income and expenses. This way you’re much less likely to inadvertently allocate a transaction to the wrong kind of account.





PERSONALLY SPEAKING
 
One of the trickier tasks a bookkeeper faces is slicing and dicing expenses that are part-personal and part-business. For example, I work from my office at home, and my electricity bill is a mix of business and personal expense.

The rules for splitting home and business expenses depend on what kind of expense you’re talking about.

The simplest approach for you, as a bookkeeper, is to speak to the company accountant and find out what the rules are and what percentage personal use you need to apply. Diarise this conversation, making a specific note of what the accountant recommends you do. With this understanding in place, split each transaction at the time that you record it. For example, I pay my electricity bill out of my business account, and at the time I record the transaction in my accounting software, I allocate 15 per cent to business expense and the remainder to personal.










Nitpicking over Petty Cash and Out-of-Pocket Expenses

You can find as many different ways to deal with petty cash as there are to make bolognaise sauce. But a few things never change: 

	Chocolate bars, roses for the beautiful girl at the train station and vet bills are not legitimate petty cash receipts.
 	
[image: Remember] When someone takes petty cash from the tin and promises to come back with a receipt, they probably won’t.

 	When someone sticks an IOU in the petty cash tin, it means that they’d love to pay you back, but they’re just not sure whether it will be this century or the next.
 	No matter how finicky you are, petty cash will never, ever balance.


In the next couple of sections, I talk about two ways to deal with petty cash. The first method is best for businesses with a few employees and a petty cash tin. The second method is best for owner-operators paying expenses out of their own pocket, such as payments made using cash or a personal EFTPOS card. Take a look and see which suits you best.


Storing cash under lock and key

If a business has employees who sometimes pay for business expenses by cash, you need to set up a decent petty cash system. Here’s the whole deal, from start to finish: 
	
Buy a petty cash box.

It’s time to liberate your cash from the biscuit tin. Instead, buy a real petty cash box with a lock and key.

 	
Appoint a gatekeeper.

Put someone in charge of petty cash and make sure no-one else knows where the key is kept. If you’re the owner of the business, this may feel a bit weird but, hey, you’re not allowed to raid the petty cash tin for Indian takeaways and meat pies any more. Those days are gone.

 	
Start a float between $100 and $200.

Make a cash withdrawal from the business bank account for a round amount (about $100) and put this cash in the tin. When you record this withdrawal, allocate it to an asset account called Petty Cash. If you don’t already have an asset account by this name in your chart of accounts, create one now.

 	
Every time anyone takes money out of the tin, get a receipt.

This is the part that requires a huge leap in psychology. Every time someone takes money from petty cash, they have to come back with a receipt. This is pretty radical. It works well if the gatekeeper hassles everyone mercilessly: No receipt, no cash next time!

[image: Warning] By the way, if someone doesn’t have a receipt, you can’t cover things up by just writing out a petty cash voucher for the missing amount. A petty cash voucher, even if you describe what the item was for, isn’t a valid receipt in the eyes of an auditor who’s baying for blood.

 	
When petty cash is low, sort out the receipts.

When petty cash funds dwindle, tip all the receipts out and sort them into piles. Write a breakdown of the receipts on the back of an envelope (for example, $35 for petrol, $25.50 for postage, $11 for coffee, $6 for toilet rolls, $17 for stationery and so on), and stuff the receipts into the envelope. Of course, if you want to list these entries using a simple spreadsheet, that’s fine too.

 	
Make a cash withdrawal to top petty cash up to the original value of the float.

[image: Remember] Here’s the brain-drain: If you’re left with $4.50 in the tin and the original float was $100, make a cash withdrawal for $95.50. Or, if you’re left with $4.50 and the original float was $200, make a cash withdrawal for $195.50.

Alternatively, if you don’t want to venture into a bank branch and muck around with over-the-counter transactions, round up your cash withdrawal to the nearest $20 and withdraw this amount from an ATM.

 	
Record the cash withdrawal in your payments journal, splitting it across a number of different allocation accounts.

In Figure 7-9, I select my business account as the bank account, and select individual expense accounts as the allocation accounts. In my example, I only have expenses for $195.50 but I’ve withdrawn $200, so I allocate the extra amount ($4.50) to my Petty Cash account.

An alternative method is to select your Petty Cash account as the bank account and individual expense accounts as the allocation accounts, and then record a second transaction that has your business account as the bank account and the Petty Cash account as the allocation account. Either method works fine.



[image: Screenshot for recording the cash withdrawal in your payments journal, splitting it across a number of different allocation accounts.] 
FIGURE 7-9: Recording expenditure from the petty cash tin.






Robbing Peter to pay Paul

Many small businesses are too small to do the whole deal with petty cash tins. Instead, owner-operators tend to pay for small business expenses using cash from their own pocket, or possibly using a personal bank account rather than their business account, ending up with a wallet stuffed full of dog-eared receipts. Here’s my sure-fire method for recording these expenses: 
	
Every month or so, go on a mad Mintie hunt for receipts.

If you’re the business owner reading this book, dig through your pockets, tip out your wallet, look under the seats of your car. If you’re a bookkeeper, hassle your employer/client to find every receipt they can lay their hands on.




[image: Truestory] THE BOAT THAT LEAKED
 
I remember my first bookkeeping job, at a busy office with a lot of people coming and going. Petty cash used to go out the door at a rate of a couple of hundred dollars per week, with rarely a receipt in return. This went on for months until, finally, the accountant asked me to pull things into line.

A sweet smile, carefully worded requests and a memo sent to all staff did me no good at all. I’d come into work in the morning and find that the tin was bare (the owner’s fine dining habit, I suspect). I’d top up the tin but by the afternoon any number of employees came to cadge cash, offering only a ragged IOU in exchange. I’d write up the petty cash at the end of the week and roll my eyes in horror. Even the receipts I did have were often dubious. I agonised — could I really justify two bottles of Moet champagne as a Staff Amenities expense? (Maybe if some of that champagne had come my way I would have been more chilled about the whole scenario.)

And so I found my inner bitch (haven’t lost it yet, by the way). No IOUs anymore. No cash without a receipt first. No cash if the receipt was for meat pies and beer. Oh yes, and a new tin with a new key that only I had access to.

The result? A petty cash tin that finally balanced, and a hardened glint to my baby blue eyes.






 	
Clear a patch on your desk and sort the receipts into categories.

One pile for stationery, one pile for computer supplies, one pile for postage and so on.

At this point you only want receipts for things paid for by cash or from the owner’s personal bank account (assuming that the owner has a separate account for business and for personal). Put receipts for things paid for by EFTPOS, cheque or credit card to one side. These receipts aren’t part of petty cash, so ignore these for the time being.

 	
Use a calculator to add up the total value of each pile, writing these totals down on the front of an empty envelope.

You end up with an envelope that reads something like: 

	Total stationery receipts = $15.00
 	Total fuel receipts = $25.00
 	Total postage receipts = $45.50


Of course, if you want to type these entries into a simple spreadsheet, that’s fine too.

 	
Add up the total value of all petty cash receipts and write this total on the front of the envelope.

Alternatively, print your spreadsheet summary and staple it to the front of the envelope.

 	Stuff the receipts into the envelope and close it up.
 	
Record a journal entry that debits each expense and credits Owner’s Drawings.

I talk more about general journal entries in Chapter 13, but you can see a typical general journal in Figure 7-10. In this journal, I debit three expense accounts (Petrol, Postage and Stationery) and credit the Owner’s Drawings account.



[image: Screenshot for recording a journal entry for petty cash expenses paid using owner’s cash.] 
FIGURE 7-10: Recording a journal entry for petty cash expenses paid using owner’s cash.




[image: Remember] The method I explain here, recording a journal entry that debits expenses and credits drawings, is only appropriate for sole traders or partnerships. If you’re doing the books for a company, you deal with personal spending made by directors slightly differently. In this scenario, you can either transfer funds into the director’s personal account to reimburse them for out-of-pocket expenses, or you can do a journal entry that debits the relevant expenses and credits a Directors’ Loan liability account.


Keeping tabs of expenses on the run

Many small business operators tend to lose track of receipts and end up missing out on valuable tax deductions. I know that I do this myself. Although I rarely pay for things with cash anymore, I’ll sometimes end up buying a couple of business items while I’m doing something like grocery shopping, and pay for the whole lot using my personal account.

[image: Tip] One benefit of cloud accounting is that you can log expenses while you’re out and about. My husband used to be a terror at keeping track of cash receipts, but he’s turned over a new leaf since signing up to Xero a couple of years ago. He loaded the Xero app on his iPhone, which enables him to log expense claims from wherever he is. Later, when he logs onto Xero from his office computer, his expense claims are already entered. John finds it much easier this way, and now rarely misses out on these little tax deductions.
    

Chapter 8

Recording Receipts and Sales



IN THIS CHAPTER

[image: check] Recording sales and payments — everything you need to know

[image: check] Keeping things really simple with cash accounting

[image: check] Doing the books for other kinds of income

[image: check] Staying wise to who owes what

[image: check] Triumphing over tricky situations

[image: check] Keeping tabs on the cash and making sure no money goes astray



Everyone loves to receive money. I know I do. And so the part of bookkeeping where you get to record sales and match up customer payments is kind of fun.

Keeping tabs on how much customers owe is life-and-death stuff. If a business doesn’t chase customers for overdue accounts or extends too much credit without realising, the consequences can get pretty dire. As a bookkeeper, your job is to make sure the books are accurate and up to date, and to keep on the back of recalcitrant payers.

In this chapter, I explain how to keep a simple cash receipts register, and I also explain how to review customer invoices, match payments against invoices, and record other kinds of income, such as bank interest or capital contributions. I also show no fear and delve into the lonely corridors of customer credits and discounts, refunds and rebates, and the sad act of writing off bad debts. Last but not least, I cover the important aspect of putting in controls to avoid fraud and funds going missing.



Keeping Track of Sales and Payments

In the first part of this chapter, I talk about the bookkeeping principles behind sales and customer payments. I assume that you’re using accounting software of some kind — after all, if you need to raise invoices and record payments, you’re unlikely to be doing books by hand or using a spreadsheet. (I do mention spreadsheets later in this chapter, however, in the section ‘Working on a Cash Basis’.)

[image: Tip] If you need more specific info about the mechanics of recording sales or customer payments, check out MYOB Software For Dummies, QuickBooks Online For Dummies and Xero For Dummies, all published by Wiley Australia.


Recording customer sales

In most situations, when you record income from customers using accounting software, you don’t simply record the receipt of money. Instead, you first record the sale and then later, when you receive money from the customer, you record the payment. This way of working is called accrual accounting (something I discuss in more detail in Chapter 3). (If you’re a retailer or selling goods online, you probably don’t need to raise invoices to customers. Skip ahead to ‘Working on a Cash Basis’, later in this chapter.)

Unless you’re the business owner as well as the bookkeeper, your role is unlikely to include generating customer invoices. However, part of being a bookkeeper extraordinaire involves making sure invoices are produced quickly and efficiently, that invoices meet legal requirements, and that the detail within each invoice provides enough information for management to generate reports. Here are some things to watch out for: 

	Are credit terms correct and visible on each invoice? If a business offers credit to customers, you need to ensure the credit terms are displayed correctly on each invoice, ideally with the due date. Many inexperienced bookkeepers fail to pick up on this detail, simply accepting the software’s default credit terms when creating new customers.
 	
[image: Tip] Do customers receive invoices as promptly as possible? If a business provides any form of mobile service (for example, an electrician or a plumber), then suggest that the salespeople or technicians generate invoices on the spot, using a mobile device such as a tablet. The quicker customers receive invoices, the quicker the business is likely to get paid.

 	Can you put systems in place to receive customer payments on the spot? Again, for business providing mobile services, on-the-spot payments save a heap of time and hassle. Most systems enable you to connect a card reader to your smartphone so you can swipe customer credit cards there and then, with this sale then going through to your accounting software automatically.
 	Do customers receive invoices by email? Any decent accounting software allows you to email invoices directly from the software. Emailing invoices is quick, efficient and doesn’t cost a bean.
 	Do the invoices look good? Take the time to customise the standard layout for customer invoices. The invoices that customers receive should look smart and professional.
 	Do invoices comply with legal requirements? Refer to Chapter 6 for more about Tax Invoice requirements.
 	Have invoices been allocated to the correct accounts? Most businesses have more than one income account in their chart of accounts. When reviewing invoices, spot check that invoices are going to the correct income accounts, and that the linked income accounts for all items are set up correctly.
 	
[image: Gst] Is GST calculated correctly? Unless you set up tax codes correctly, GST may not calculate properly. You may also need to check that prices of items or services are set up in the best way; if a business normally quotes prices including GST, it usually makes sense to set up prices including GST also. (For more about GST, refer to Chapter 6.)

 	Is it best to set up items, even for services? Most accounting software lets you set up ‘items’ for billing. Items can be for services, not just products. I often set up things such as hourly rates as individual ‘items’, making for swift and accurate billing. (You can see how this works in Figure 8-1.)
 	Is enough information provided on each invoice for management purposes? I not only like to split income into a few different categories, creating a different account for each one, but also often set up classes, cost centres or jobs (the terminology varies depending on what software you use) to track income in even more detail.
 	
[image: Tip] Should you include any other info? Ask yourself what additional info you could record about each sale that may be useful for this business. Useful information could be the name of the salesperson, shipping details or promised delivery date.



[image: Screenshot of a sales record to set up things such as hourly rates as individual ‘items’ and invoices including all the information, making for swift and accurate billing.] 
FIGURE 8-1: Make sure invoices include all the information everyone needs.






Entering customer payments

The process of recording customer payments varies, depending on whether you’re using bank feeds or not. If you’re using bank feeds, customer payments appear automatically in your accounting software, along with a suggestion as to which invoice the payment belongs to. If you’re not using bank feeds, you need to enter the payment yourself from scratch.

Here are some tips to keep in mind: 

	
[image: Warning] Be careful of auto-matching: If you’re using bank feeds, the software usually suggests what invoices a customer payment belongs to. Depending on your business and complexity of customer accounts, this guess can often be wrong. Customers often pay invoices out of sequence, or the software may even try to allocate a payment to the wrong customer entirely. Your job is to review all customer payments carefully, ensuring payments are always matched to both the correct customer and the correct invoice.

 	Be super careful when recording dates: If you’re imprecise about dates when recording payments (which won’t be an issue if you’re using bank feeds, but can be if you’re not), you make life much harder for yourself when it comes to reconciling bank accounts later on.
 	Decide whether you want to batch payments together: If you receive payments by cash or by EFTPOS (as opposed to direct deposit), you’re usually best to create an Undeposited Funds account and group customer payments together. Then at the end of each day, you record a transaction that transfers the daily banking totals out of Undeposited Funds and into your bank account.
 	File remittance advices for future reference: If you have customers who tend to pay several invoices with one payment, store the remittance advices in a systematic fashion so you can find them later.
 	Pick the payment method with precision: The method by which a customer makes a payment affects when and how this payment appears in your account. For example, EFTPOS, Visa and MasterCard transactions usually appear as a single batch the day after the transaction; direct deposits appear as individual amounts one to two days later; cheques appear in your bank account when you slog up to the bank to deposit them; and cash may get banked or it may get spent. 
 	
[image: Tip] Play the matchmaking game with care: When you record a customer payment, you usually have to match this payment against specific invoices. Sounds easy, but sometimes a customer overpays, underpays or pays a recent invoice and forgets an older one. Sometimes the customer deducts a credit that they think you owe them, or sometimes a customer pays a totally weird amount altogether. As a skilled bookkeeper, try to figure out exactly what the customer is paying and, if they make a mistake, waste no time communicating with the customer to get the problem fixed.

 	Stay alert for customer credits: With most accounting software, applying credits against invoices is a manual (rather than an automatic) process. Figure out the inner workings of the software and get on top of credits … before they get on top of you.




Working on a Cash Basis

In some scenarios, you may not want to record every single sale made, along with each corresponding payment. Instead, it may make more sense simply to record bank deposits as income. Here are a couple of examples to help clarify what I mean: 

	A friend of mine runs a second-hand clothing store. She doesn’t raise an invoice every time she sells something, but simply rings up the sale on the cash register. When she does the books for her business, she simply allocates each deposit that appears on her bank statement to an account called Income from Clothing Sales.
 	A client of mine runs market stalls. She doesn’t raise an invoice for every item she sells at the market but instead simply deposits cash in her bank account at the end of each day. When she does her books, she works from her bank statement, allocating all deposits to income.
 	Another client of mine runs a busy general store with a point-of-sale system. At the end of each day, the point-of-sale system exports a general journal that summarises daily sales into his accounting software.


This type of bookkeeping — where you recognise income only at the point you receive it — is called cash accounting. The word ‘cash’ is a bit of a misnomer — regardless of whether someone receives payments by cash, EFTPOS, credit card or camel, if a business only recognises income when it receives the payment, this is called cash accounting.


Recording cash receipts using accounting software

Figure 8-2 shows a Bank Register listing deposits for a week’s trading. (This Bank Register is from MYOB, but the concept is pretty similar, whatever software you use.) You can see that each transaction includes the following information: 

	The date of the deposit
 	If the deposit was from an individual or company (rather than being a cash deposit, or a daily total from your EFTPOS machine), the name of the person the deposit is from
 	The full amount
 	The tax code (in Figure 8-2, this information isn’t displayed in the summary of each transaction, but is part of the detail you record when entering each deposit)
 	The correct income account


From a bookkeeping perspective, cash-based accounting is simple and quick. You don’t need to worry about matching up bank deposits to customer invoice numbers, and you usually have only one or two transactions per day to record. The main thing to watch out for is any deposits that aren’t income, but instead are capital contributions from owners, or transfers from other bank accounts. (See ‘Bookkeeping for Other Kinds of Income’, later in this chapter, for more info on recording these kinds of transactions.)

[image: Screenshot of a bank register presenting a simple cash-based accounting, listing the deposits made for a week’s trading.] 
FIGURE 8-2: Simple cash-based accounting works well in many situations.




[image: Tip] Accounting software that includes the features of both bank feeds and bank rules is ideally suited to cash-based businesses, where you don’t record sales and payments but simply record income when received. By setting up rules for deposit transactions, you can usually automate virtually all the data entry for income from customers.


Listing income on a spreadsheet

If you’re doing the books (and maybe you’re the owner as well) for a new business that’s just getting started, and you feel you can’t afford the expense of accounting software, you may want to use a spreadsheet instead. In Figure 8-3 you can see an example of how this spreadsheet might look.

[image: A spreadsheet for creating a simple receipts journal presenting the accounting expenses for a new business that is just getting started.] 
FIGURE 8-3: A simple receipts journal created using Excel.




You can probably make a stab at creating a receipts journal using a spreadsheet simply by copying this format, but I’ll chuck a few comments into the mix to help you along: 
	
List all transactions in date order.

Work directly from your bank statement, listing each deposit on a separate line. Remember to include miscellaneous income such as bank interest.

 	
[image: Gst] Show GST in a separate column.

 	
Write the net value of each receipt in the relevant income column.

By net, I mean the value before GST. For example, the first line of Figure 8-3 shows daily banking of $1,470. I enter $1,470 in the Amount column, $133.64 in the GST column and $1336.36 in the Sales column. On the second line, I enter $10.50 in the Amount column, nothing in the GST column and $10.50 in the Bank Interest column.

 	
Add any transactions where you didn’t bank the cash.

If you sometimes receive cash and don’t bank it, show these sales in a separate column called ‘Cash Not Banked’ and change the name of the ‘Cash’ column to become ‘Cash Banked’.

 	
Double-check that the bank statement accurately reflects ‘source’ records such as deposit books and EFTPOS merchant totals.

Get the deposit book and make sure that for every page in the deposit book, a matching amount shows up on the bank statement (this process guards against money going missing or getting banked into the wrong bank account, or the bank making mistakes). Similarly, match daily EFTPOS merchant totals against daily deposits on the bank statement.

 	
Double-check that the totals match.

Add a formula for the total of the GST column and all the columns to the right of that column, and write this total on the bottom line in the far-right column (in Figure 8-3, this total equals $3,301.50). Compare this total to the total of the Amount column. The two figures should match! In addition, add up the total of each payment method column (in Figure 8-3, I add up the columns for EFTPOS, direct credit and cash). I can sleep easy tonight, knowing that this grand total also equals $3,301.50.




Combining income and expenses on the same spreadsheet

Back in Chapter 7, I talk about writing up payments using a spreadsheet, and in this chapter I talk about writing receipts using a spreadsheet. Up until this point, I’ve kept receipts and payments separate in order to keep my explanations simple.

However, in practice creating a single spreadsheet that combines both payments and receipts often makes sense. In Figure 8-4, I show a spreadsheet with both types of transactions. The beauty of working in this way is that you can create a column (Column O in Figure 8-4) that calculates what the running balance of your bank statement should be. You can match this balance against the running balance of your bank statement and, in this way, be confident that you enter every transaction correctly.

[image: A spreadsheet with two types of transactions for tracking receipts and payments for a new business.] 
FIGURE 8-4: If you prefer, you can use a single spreadsheet to track receipts and payments.





[image: Tip] DEBITS AND CREDITS UNPLUGGED
 
Want to understand the debits and credits behind cash sales and credit sales? Here goes.

Imagine I make a cash sale for $100, with $10 GST. The journal behind this transaction is: 


	

	Debit

	Credit






	Cash Held

	$110.00

	




	GST Collected

	

	 $10.00




	Income from Sales

	

	$100.00






Now imagine I make a credit sale for $100, with $10 GST. The journal behind this transaction is: 
	

	Debit

	Credit





	Accounts Receivable

	$110.00

	



	GST Collected

	

	 $10.00





	Income from Sales

	

	$100.00





And then when the payment is made, the journal looks like this: 
	

	Debit

	Credit





	Cash at Bank

	$110.00

	



	Accounts Receivable

	

	$110.00



Note: When you make a credit sale to a customer, you show GST on the sales journal for this transaction. Later, when the customer pays, you don’t show GST on the payment journal. Why? Because if you did, you’d be counting GST twice.

An added complication is that if you report for GST on a cash basis, you only pay the ATO for the GST collected from customers at the point customers pay you, rather than at the point you record the sale.










Bookkeeping for Other Kinds of Income

Sometimes you receive money from sources other than your customers. Perhaps you receive a refund from a cancelled insurance policy, the bank pays you some interest or you receive a loan from Great-Aunt Thelma. You still have to record this money in your books; the burning question is, how?


Recording miscellaneous receipts

Working out how to record bank deposits that aren’t income from customers can be tricky. Instead of creating a sale followed by a customer payment, you need a different tactic. Here’s what to do: 

	In MYOB, you record miscellaneous receipts in the Receive Money window in the Banking command centre (whereas you record customer payments in the Receive Payments window in the Sales command centre).
 	With QuickBooks Online, the method depends on the kind of receipt: You record supplier refunds by recording a Supplier Credit; interest is entered via the Bank Deposit window or directly from bank feeds; and you record new loans via the Bank Deposits menu.
 	With Xero, you go to Receive Money or simply allocate the transaction directly from your bank feeds.
 	If you’re using a spreadsheet, you record miscellaneous receipts in the same way as you record any other income. Just be careful that you separate these receipts from regular sales using a different column, adding a comment if necessary.



Dazzling everyone with your brilliance

Whatever method you use to do your books, what transforms an ordinary bookkeeper into a killer bookkeeper (asides from uncanny accuracy and a machete) is the ability to choose the correct account for each transaction.

In Chapter 2, I talk about setting up your chart of accounts and customising this chart to suit your business. I can’t provide you hard-and-fast rules about what income accounts to use when allocating transactions because every business is unique, but in Table 8-1, I point out the tricky transactions that catch many a bookkeeper unaware.
 
TABLE 8-1 Matchmaking Receipts and Accounts
 	Type of Income

	Comments

	Use This Account

	Regular sales

	For most businesses, I recommend you allocate sales into a few different categories, depending on your business.

	Income from Service Sales, Income from Product Sales and so on

	Bank interest

	Always distinguish between interest income (money the bank gives you) and interest expense (money you pay the bank).

	Interest Income

	Dividends

	Remember to account for any imputation credits on dividends (see Chapter 13 for details).

	Dividend Income

	Insurance claims

	Be sure to check the GST status of any payments received from insurance claims.

	Insurance Recovery

	Receipt of bank loans

	Whatever you do, don’t allocate money coming in from a bank loan to income. It’s not! Create a new liability account for each new bank loan.

	Loan from Bank (liability account)

	Receipt of personal funds (sole trader or partnership)

	For small amounts, allocate as a credit to the Drawings account. For large amounts, create a new equity account called Owner’s Contributions or Partner’s Contributions.

	Owner’s Drawings, Partner’s Drawings, Owner’s Contributions, Partner’s Contributions

	Receipt of personal funds (via a company director or shareholder)

	Allocate to a Directors’/Shareholders’ Loan account.

	Directors’/Shareholders’ Loan (liability account)

	Rental income

	Unless the core focus of a business concerns property investment, separate rental income from regular income so that the income doesn’t affect gross profit.

	Rental Income

	Sale of equipment or motor vehicles

	Ask the company accountant how best to record this transaction and check the GST status of this income (see Chapter 12 for more info).

	Sale of Assets or Profit & Loss on Asset Disposal

	Supplier refunds

	Allocate the supplier refund against whatever expense account you allocated the original payment to.

	Purchases, Insurance Expense, Telephone Expense

	Tax refunds

	For sole traders or partnerships, allocate to a Drawings account. For companies, allocate to Provision for Company Tax.

	Owner’s Drawings, Partner’s Drawings, Provision for Company Tax



[image: Remember] If you get a bank loan, that’s not income. If your secret lover has a heart attack and leaves you everything in the final will, that’s not income. If you deposit your life’s savings into your new entrepreneurial venture exporting sheep to New Zealand (oh no, please don’t), that’s not income. Income is only income when you earn it. Simple as that.



Bringing Home the Bacon

One of the most important parts of a bookkeeper’s job is to keep track of how much customers owe the business. I talk more about the art of debt collection in Chapter 20, but in this chapter I focus on how to generate a report showing how much customers owe you.

All accounting software includes as standard an Aged Receivables report; a report that lists how much each customer owes, sorted in columns according to how old the debt is. Figure 8-5 shows a typical report.

[image: A typical Aged Receivables summary report that lists how much each customer owes, sorted in columns according to how old the debt is.] 
FIGURE 8-5: An Aged Receivables report shows how much customers owe you.




Keep this report sweet by taking a few tips on board: 

	
[image: Warning] Act swiftly as soon as accounts are overdue. The older an account is, the less likely the customer is to pay. So beware!

 	Customise your receivables report to show invoices according to the date they are due, rather than the date the invoice was created. If you bill customers weekly or fortnightly, you’re best to see whether you can modify this report to specify either 7 or 14 days as the number of days per ageing period.
 	Even if it’s not your job to chase overdue accounts, take the time to alert management if any invoices are particularly overdue. Even if you just work on a contract basis and your job is just to balance bank accounts and generate GST reports, if you see accounts falling overdue, take the time to warn management.
 	
[image: Tip] Investigate odd amounts. If amounts appear on this report that you don’t understand — for example, a customer shows as owing money but you’re positive they paid — then figure out why the report is wrong, and fix it!

 	Review your Aged Receivables report every week. Make sure that the percentage of accounts that are overdue doesn’t increase month after month, and don’t wait until you’re (or the business is) already strapped for cash before asking customers to cough up.




Dealing with Tricky Situations

If only life were as easy as graduating from high school, finding a gorgeous partner, bringing a few children into the world and living happily ever after. No getting expelled, divorced, sacked or sick. And if only bookkeeping were as simple as recording a few sales, matching up a few payments and producing some insightful reports. No yucky sales returns, weird discounts, miscellaneous credits or unexpected bad debts.

Sadly, bookkeeping — like life — throws you a few googlies, so the next few pages focus on dealing with odd bookkeeping problems that come your way.


Dishing out discounts

Some businesses offer discounts for prompt payment. You know the kind of thing: Pay within 14 days and you get a 5 per cent discount. Sounds fine, but how do you do the books?

[image: Gst] If you use accounting software, you can usually allocate the discount at the time you receive the payment, by entering this amount into a discount column. Be careful that you — or your accounting software — calculate GST on settlement discounts correctly. For example, if an invoice is for $110 with a 5 per cent discount, the discount is worth $5.50. If this invoice includes 10 per cent GST, then this $5.50 includes 50 cents of GST. However, if an invoice is a combination of taxable and non-taxable goods, GST applies to the discount in the same proportions as GST applies to the original invoice. For example, if this $110 invoice includes 10 per cent GST on $25 worth of items only and you offer a 5 per cent discount, the discount is still $5.50, but the GST on this discount is only 11 cents.

By the way, the jury is out about the best account to choose for settlement discounts. Some accountants like to have a contra income account called ‘Less Settlement Discounts’ (a contra account is an account that offsets another account). Other accountants prefer to create a new cost of sales or expense account called ‘Discounts Given’. I don’t mind which way the cake gets cut, but I do suggest you ask the company accountant what they prefer.


Dealing with prepayments

If a customer pays in advance, either paying an invoice in part or in full before they receive the goods, this is called a prepayment. From an accounting perspective, prepayments don’t count as income because you haven’t completed the sale yet. Instead, prepayments are considered to be liabilities.

If you use accounting software, the easiest way to deal with prepayments is to generate a sales order to the customer, and apply the customer prepayment against this order. Most accounting software is intelligent enough to realise that order prepayments automatically go to a liability account. When you later convert this sales order to an invoice, the software should automatically transfer the deposit from a liability account to income.

[image: Remember] So what’s the big deal when it comes to prepayments? The important thing for you to realise is that you need to deal with prepayments differently from regular customer payments. Whatever method you use, you must be able to provide a report to the accountant that shows the value of prepayments at any time. If you don’t do so, the business may end up paying more income tax than they would have to otherwise.


Giving credits or refunds

Bookkeeping for customer credits or refunds is a tricky business, and the correct procedure depends on what kind of books you keep. Here are some general tips to help you find your way: 

	If you do your books on a cash basis, only recording sales when you receive payments from customers, you don’t have to change anything in your receipts journal.
 	If you use accounting software, you raise a credit note by recording a minus sale (the MYOB strategy), creating an Adjustment Note (the QuickBooks Online strategy) or by adding a Credit Note (the Xero strategy).
 	An adjustment note is just a fancy word for credit note.
 	
[image: Remember] Don’t ever allocate refunds to an expense account called Refunds (something I’ve seen happen more often than I care to remember). Always allocate refunds to whatever income account the original sale went to. For example, if a pet shop sells 12 tins of cat food, the bookkeeper might allocate this transaction as a credit to Pet Food Sales. However, if the prima-donna puss cat then spurns this offering and their owner returns the remaining food to the pet shop and receives a refund, then the bookkeeper would allocate this refund as a debit against Pet Food Sales.

 	If you use accounting software, make sure you use the correct command to record customer refunds (usually hidden away in the deepest, darkest reaches of the software), and don’t record refunds using the regular spend money, pay money or add expense commands. Why? Because the refund needs to be matched against the customer credit — otherwise, the credit stays sitting on the customer’s account forever.



Writing off bad debts

Writing off a bad debt, although an extremely sad event, is not rocket science. Although the precise mechanics vary depending on what accounting software you use, the essential principle is that you generate a credit note for this customer (using whatever procedure you normally use to generate credit notes) but instead of allocating this credit to an income account, you allocate this credit to an expense account called Bad Debt Expense. Keep the following in mind: 

	In accounting software where every sale requires an ‘item’ (for example, in QuickBooks Online), create a new sales item that links to Bad Debt Expense.
 	If you’re doing books on a cash basis and you only record income as you receive payments, you don’t need to record bad debts in your books because, guess what? That payment ain’t ever going to arrive.
 	
[image: Gst] Be mindful of GST on this transaction: If the original sale included GST, the credit note allocated to Bad Debt Expense needs to include GST also.

 	Include a memo on the credit note that refers to the original invoice number and write a brief description of why you’re writing off this debt.
 	Avoid using the discount feature as a way to write off a bad debt (a method sometimes recommended in software user guides). You want to report for this expense correctly as a bad debt in the Profit & Loss report, which is quite different from reporting this expense as a discount.
 	
[image: Warning] Never simply delete the original invoice. A complete set of books maintains a record of both the original sale and the write-off.

 	Add a warning to the customer’s record, maybe adding the words ‘Do Not Use’ to the end of the customer’s name and setting their credit limit to 10 cents (it’s often unwise to set the credit limit to zero, because the software interprets this as meaning there is no credit limit). This way, salespeople won’t accidentally make another sale to this customer in the future. Alternatively, some software lets you put customers on ‘Stop Credit’, preventing operators from recording sales to that customer.
 	If your chart of accounts includes a balance in a Provision for Doubtful Debts account (this scenario usually only crops up with larger businesses) and this account has a balance that isn’t zero, ask the company accountant whether you should allocate the bad debt to Bad Debt Expense or Provision for Doubtful Debts.
 	You can’t claim a bad debt as a tax deduction unless you have already declared the original invoice as income.




Making Sure Cash Doesn’t Go Astray

Receiving money is obviously one of the key areas where you need to apply good controls and procedures in any business. I can’t say exactly what these procedures are, because so much depends on the nature and size of the business in question; however, in the last pages of this chapter, I provide some pointers.


Separating powers between bookkeepers and the cash

If a business owner ever asks me about how to guard against fraud in their business, I have one key response: Don’t let your bookkeeper handle money or have access to bank accounts. Now if you’re a bookkeeper reading this, you may feel quite offended by me saying this. Please don’t be.

The reason is simple: If an employee has access to cash or authority to make internet banking payments, they have the potential to take cash or authorise payments to him or herself. If this employee is also the bookkeeper, they have the perfect opportunity to cover their tracks.

[image: Remember] As a bookkeeper, you may well be asked by an employer to handle cash or make internet payments and do the books. I reckon this request puts you in a slightly awkward position. Sure, you may be completely clear in your own mind that you would never do the wrong thing by your employer, but because your position is now so responsible, you need to be extra clear about where your authority begins and ends.

I suggest that you protect yourself by getting specific consent for every payment that you make to others. Ideally, this consent should take the form of the business owner authorising all payments. For example, you can put in place systems where you prepare internet banking payments for employees and suppliers, but the business owner is the one who logs onto the internet banking and authorises these payments.

If the business owner requests that you not only prepare but also authorise payments, you still need to ensure that the owner approves the payments you’re about to make. This process could take the form of providing the owner with a payables report and requesting approval, or providing the owner with a pile of supplier invoices and asking them to initial each one as being approved for payment.




[image: Truestory] THE PERFECT CRIME
 
A few years ago now, I experienced firsthand the importance of separating the role of bookkeeper from any cash-handling duties. A client of mine had a business where the receptionist was responsible for receiving payments on account and issuing receipts. However, the bookkeeper was then responsible for daily banking and reconciling the bank account.

A couple of months after the bookkeeper resigned (after many years in the job), the new bookkeeper asked me for help locating an invoice in the accounting system, because a customer had requested a duplicate copy. ‘How odd’, we said. We could find no invoice for that customer, even though the system showed no missing invoice numbers.

We dug deeper, and slowly (using audit trails and archived reports), uncovered what must have been going on for years. Once every month or so, the old bookkeeper would simply pocket some of the cash on the way to the bank (the standard invoice amount at this office was $600, which was the amount she usually pocketed). The bookkeeper then located both the receipt that the receptionist had recorded, along with the original invoice, and deleted both transactions. Finally, she reset the invoice numbers so that they wouldn’t be out of sequence.

My client never got any of his money back, even though he instigated court proceedings. However, he now makes sure that the receptionist receives the cash but issues numbered receipts only (and doesn’t have access to the accounting system), the bookkeeper records the payments but doesn’t handle any cash, and the manager banks any cash received, balancing totals against the receipt book.










Putting in good controls

Even if you, as a bookkeeper, never go near the banking and you don’t have authority to authorise internet bill payments, I still suggest you work with the managers or owners of the business to ensure that cash doesn’t go missing. Here are some suggestions: 

	Ensure employees issue numbered receipts for all cash payments on the spot, either with a receipt from the till, a printed receipt from your accounting software or even a handwritten receipt using a carbon copy receipt book.
 	If you’re using accounting software, set user restrictions so that only a senior manager can delete invoices or payments (receipting a cash payment, then deleting both the payment transaction and the original invoice is a common scam). Alternatively, if your software doesn’t allow you to set user restrictions individually in this way, switch on audit tracking so you can at least monitor if an employee deletes an invoice or a payment.
 	If a customer supplies credit card details over the phone, ensure that a procedure is in place to destroy these credit card details as soon as the payment they relate to has been processed.
 	Reconcile the bank regularly, following up any discrepancies straightaway.


If you’re doing the books for a retailer, here are a few more tips: 

	
[image: Tip] Balance the cash register at the close of each day.

 	Draw up a clear policy for refunds. Quite how this policy works depends on the business. Possibly implement a numbered refund system with a form that employees complete detailing what happened and how, or make it that only managers can approve refunds.
 	Set a fixed amount for the daily till floats and stick to it. If the float amount is always changing, balancing the till is much trickier, and employees are more likely to make mistakes.
 	Issue receipts with every sale and put up a sign saying to customers ‘Please ask for a receipt’. This policy not only reduces the likelihood of employees not ringing up sales and pocketing the cash, but also prevents shoplifters trying to get refunds for items they never purchased in the first place (assuming you have a policy stating that a receipt is required for any refunds).
 	Keep an eye on overrings. A legitimate example of an overring is when an employee accidentally enters $50 rather than $5 for an item, and then rings up an adjustment of a $45 credit. A more sinister example of the same thing is an employee making a sale for $50, giving the customer a receipt, then ringing up a $45 overring and pocketing the cash. You can minimise the likelihood of this kind of fraud by requiring employees to report in writing for each overring or by barcoding all items so employees don’t key in amounts — rather, they simply scan the items.
 	If possible, get employees to sign into the cash register using a logon and password, and make this employee responsible for balancing the register at the end of their shift.



OVER, UNDER AND OUT
 
When you balance cash registers, you often end up with the till being over or under. Usually the difference is a matter of a couple of dollars or so, but occasionally the difference can be substantial.

Till overs and unders often come out in the wash, so that the till may be over one day but under the next. What’s important is that you track the running balance of till overs and unders using an expense account called Till Variations. If all is well, the accumulative balance of this account should hover around zero, because in the long term till overs should cancel out till unders.

If you consistently encounter a pattern of till overs or unders, and the two aren’t cancelling one another out, communicate your concerns to the business managers or owners immediately.







     

Chapter 9

Paying Employees



IN THIS CHAPTER

[image: check] Working through your payroll checklist

[image: check] Signing up new employees

[image: check] Understanding minimum pay and conditions

[image: check] Paying employees their dues, and connecting with Single Touch Payroll

[image: check] Chucking a sickie, heading for Bali, rostering days off, and more

[image: check] Keeping a set of immaculate records (why not?)



Working with payroll, especially if you’re managing the payroll for any more than a handful of employees, is one of the more demanding roles for a bookkeeper. Not only is the bookkeeping itself very technical, but figuring out minimum pay and conditions for each employee also makes organising high school reunions look easy.

So in this chapter, I provide a straightforward introduction to payroll, talking up the business of taking on new employees, processing pays, managing Single Touch Payroll, calculating leave entitlements and keeping good records. I also explain how to find out about minimum pay and conditions, so that when an employee eats porridge every morning, you know it’s a matter of bizarre personal preference, rather than a consequence of a Dickensian workplace.

If you feel yourself flagging, just take a moment to reflect on how I must feel having to write this stuff. And remember, your value as a bookkeeper is building dollar by dollar with every page you read. (Happily, a bookkeeper who’s skilled in payroll can earn more than someone who isn’t.)



Staying Squeaky Clean

A payroll officer is responsible for all aspects of payroll management: Calculating pays, deducting tax, paying superannuation and sending the information through to the ATO with each payment made.

In Figure 9-1, I show a simple employment checklist. As you can see, the obligations of managing payroll don’t just relate to calculating pay transactions, and at some point you arrive at a grey area between the responsibilities of a business owner and the responsibilities of a bookkeeper. For example, a bookkeeper isn’t legally responsible for making sure that employment agreements are in place or that employees are paid at least the minimum according to the law — this responsibility falls to the owner. However, an experienced bookkeeper on top of their game knows to check through industrial awards and become familiar with these documents.

Unless you’re the business owner as well as the bookkeeper, you won’t personally be responsible for all items on the checklist shown in Figure 9-1. However, you can use this list to have a conversation with the business owner about what you’re responsible for, and what you’re not. (And, if you end up being responsible for the whole box and dice, then why not ask for a pay rise?)

[image: Illustration of a Payroll Checklist for taking on a new employee presenting the obligations
of managing payroll and calculating pay transactions.] 
FIGURE 9-1: Taking on a new employee? Your payroll checklist.






Hiring a New Employee

So you’re about to hire a new employee? Don’t think that life is so simple as a handshake agreement and an envelope of cash at the end of a working week. No, you have to fight your way out of a mound of forms as high as Mount Everest before you can even say ‘boo’. (Not that saying ‘boo’ is quite how you greet a new employee, but never mind.)


Step One: Complete a tax file declaration

The first step with every new employee is to get them to fill in a form outlining their personal details. No, not that personal, just a bit personal: 
	
On the employee’s first day (or before), present them with a tax file number (TFN) declaration.

You can download these forms from www.ato.gov.au, order paper forms by phoning 1300 720 092 or, if your payroll software allows you to do so, you can lodge these forms directly online.

 	
Ensure the employee completes this declaration before the first payday.

I suggest you provide an incentive: Say ‘No form — no pay.’ Why?

Because if an employee doesn’t give you a completed declaration by the time payday comes around, you have to deduct tax at the top marginal tax rate.

 	
If the employee is entitled to any tax offsets, they may ask you to provide a Withholding declaration form.

Some employees claim reduced tax by anticipating entitlements such as zone rebates and senior’s tax offset. This form, if forgotten, isn’t a drama: If someone doesn’t complete a Withholding declaration, and you deduct tax at the standard rate, the employee receives a refund at tax return time.

 	
[image: Remember] Post or electronically lodge the tax file number declaration to the Tax Office within 14 days of the employee completing the form.

You have no idea how often bookkeepers forget to send off these forms. So dare to be different, and get your form(s) to the Tax Office without delay.

 	
Store your copy of each employee’s tax declaration in a secure location.

Store employee declarations in a place where other employees can’t find them, preferably in a file you keep for each employee.



[image: Warning] The Privacy Act places obligations on an employer to protect the tax file numbers of their employees. They must not be available to anybody who does not have a proper and authorised reason to access them.


Step Two: Supply a Fair Work Statement

Every time you hire a new employee, you’re legally obliged to supply them with a Fair Work Information Statement. This nifty little two-page document summarises employee entitlements and can be downloaded from www.fairwork.gov.au.

I actually quite like this particular document, nerdy as that may seem. The information is concise, readable and easy to follow, and acts as a great reminder of minimum legal obligations for employers. (Much better to know your minimum obligations now, than find out the hard way later.)


Step Three: Cover against mishaps

The idea behind workers comp is that all employers pay insurance to cover for the event of an employee getting injured at the workplace. This insurance means the employee receives compensation if unable to work.

If you’re a business owner, you must take out a workers compensation insurance policy, even if you only hire one casual and they only work for you every now and then. Otherwise, you will be personally liable should any kind of accident occur in the workplace.

If you’re a bookkeeper (rather than a business owner), you’re not usually responsible for ensuring that your employer has workers comp insurance in place. However, if you can’t see this expense appearing in the business accounts, you may want to prompt the owner as to whether they have taken out this essential cover.


Step Four: Subscribe to super

The whole superannuation rigmarole gets a little overwhelming. To keep up to date (after all, any information I write here could have changed by dinner time, let alone by the time you’re reading this), I suggest you visit www.ato.gov.au/super. However, at the moment, the superannuation samba steps go like this: 
	
Figure out whether you need to worry about super at all.

If a business has any employees who earn more than $450 before tax a month (in any one month of the year), or pays contractors for work that is primarily for labour, then super comes into the picture.

 	
Double-check employment awards, agreements or contracts for any differences in super calculation methods.

A handful of awards and agreements have weird differences when it comes to super, such as having to pay 5 per cent if an employee earns between $350 and $450 a month.

 	
If necessary, sign up to a default super fund.

Sometimes employees don’t already belong to a super fund or are slow to provide this information. If an employee fails to provide you with details of their super fund by the date their super is due, you have to pay the super into your employer-nominated fund (also referred to as your default fund). You can choose what this fund will be, so long as it is a ‘MySuper’ product (for a list of approved products, go to www.apra.gov.au).

 	
Unless the employee first provides you with details of their super fund, supply all new employees with a Standard choice form.

Depending on the award or employment agreement, most employees are entitled to choose their own superannuation fund (rather than having to pay into your employer default fund). Unless an employee has already provided you with their preferred super fund, you need to provide them with a Standard choice form within 28 days of starting employment.

 	
Ensure you have complete super fund details for each employee.

In order to pay super on behalf of an employee, you need the name of the fund and that employee’s membership number.

 	
Every month or quarter, figure out how much you owe.

Not sure how? See the section ‘Calculating superannuation’, later in the chapter, for more details.

 	
Pay up.

[image: Remember] You’re obliged to pay superannuation on the 28th day after the end of each month or quarter (the minimum frequency is per quarter, but some super funds specify that you have to pay monthly).




Step Five: Ensure your software is up to speed

If you’re hiring your first new employee, you need payroll software that can deal with Single Touch Payroll (STP). The idea of STP is that whenever you pay an employee, you submit details of this payment to the ATO.

In case you’re wondering, you can’t do this by logging onto the ATO and entering this information manually — the only approach that the ATO accepts is that you use third-party payroll software that is approved as ‘STP-ready’. You first use this software to record your pays, and then the software sends a summary of wages, super and tax to the ATO.

If you’re just getting started with a small business, this requirement can seem pretty onerous at first. However, any regular accounting software sold in Australia is able to deal with STP (and if isn’t, beware!) Also, if subscription costs are your concern and you have four employees or fewer, you can find a list of approved payroll software solutions on the ATO website that all cost less than $10 per month (just go to www.ato.gov.au/STPsolutions).



Checking Minimum Pay and Conditions

All employers are obliged to offer employees certain minimum pay and conditions such as annual leave, sick and carers’ leave (also known as personal leave), and additional loadings for casual employees. Employers also have to comply with minimum conditions, such as the number and arrangement of hours that employees are required to work. Minimum pay and conditions vary depending on where your business is located and the industry in which you’re operating.

[image: Remember] The main thing to be aware of is that the onus is on the employer (rather than on the employee) to understand what the minimum legal pay and conditions are. If you’re the bookkeeper who’s responsible for wages, the employer may delegate this responsibility to you. (Unless, of course, you’re the business owner and the bookkeeper, in which case you can behave like a true small business person and delegate this job to yourself!)

Figuring out what legislation applies to your workplace and location can be tricky, and something that is difficult to summarise in this book due to the frequent changes that arise. Accordingly, I start with a clear caveat: At the time of writing, my information is up to date. However, the onus is on you to double-check that what you read here still applies.

With this in mind, here are some pointers to ensure that employees are paid correctly: 
	
Check that Fair Work Australia is the correct source of information.

At the time of writing, if you’re a company structure or you operate from any state other than Western Australia, contact Fair Work Australia (phone 13 13 94 or visit www.fairwork.gov.au) for information about pay scales and employment conditions. However, you may want to check with your industry association or local chamber of commerce that this reference is still correct.

If you’re a sole trader or partnership based in Western Australia, visit www.commerce.wa.gov.au or phone 1300 655 266 for information about pay scales and employment conditions.

 	
Review the pay, leave, awards and entitlements that apply to your industry.

Go to the Pay, Leave, Awards & Agreements, and Employee Entitlements pages at www.fairwork.gov.au. With pays, if you’re not certain what award applies to your business, seek further advice.

[image: Remember] The awards that apply in your workplace are a vital reference for any payroll officer. Carefully read through every award relevant to where you work. Whenever you have a query about an employee’s pay, keep in mind that these documents are a primary reference.

 	
Check that your workplace complies with National Employment Standards.

The National Employment Standards (NES) provide a safety net that outlines ten minimum entitlements for all Australian employees, including maximum weekly hours of work, parental leave and annual leave.

The beady-eyed among you may spot that this document refers to minimum entitlements. Beware: Certain industry awards require you to provide more generous conditions than those described in the NES.



[image: Warning] Don’t be hoodwinked into thinking that an employer is okay to pay above the minimum for some things and below the minimum for others, justifying this juggling act by saying the two cancel each other out. The only time trading pay or benefits is okay is if an employer negotiates some kind of registered workplace agreement, and registers this agreement with the relevant industrial relations body.



Getting to Pay Day

Paying employees is a job that’s not without pressure. If you goof up and underpay someone, chances are you’ll get an earful from a disgruntled employee the next morning. If you overpay someone, you may be blessed with an eerie silence for days, weeks or even months.

To cope with the pressure, I suggest you devote your full attention to getting everything just right. Now is the ideal opportunity for your inner pedant to blossom.


Paying folks their dues

So you’re new on the job and doing payroll for the first time. You pick up the first timesheet in the pile. According to what’s written, this employee seems to arrive just before nine, leaves at five, and takes an hour for his lunch. Although you can’t see any breaks marked on his timesheet, you know that almost all employees take a break of 10 minutes every morning and afternoon. You can also see that this dedicated staff member rang in sick on Wednesday (no medical certificate), arrived late on Thursday, and took a day’s holiday on the Friday. You, lucky bunny, have to calculate his pay. Where do you start? Consider the following: 

	Always check that employees have enough leave accruals before paying leave: For example, if an employee chucks a sickie, you need to check that he or she has enough personal/carer’s leave available. If not, talk to the boss (unless that’s you, of course), who may decide to let this employee have leave in advance, take a day’s leave unpaid or take a day’s annual leave.
 	Be clear about which breaks are paid, and which are unpaid: When calculating total hours worked, look up the award to figure out which breaks are paid, and which are unpaid. (Typically, most awards/employment agreements allow for one or two paid breaks per day, usually 10 minutes each, but lunch is an unpaid break.)
 	
[image: Warning] Don’t be tricked by fractions: Remember to calculate hours as decimals, not minutes. For example, if an employee works 8 hours and 15 minutes, this actually means he or she worked eight and a quarter hours, so key in 8.25 hours, not 8.15 hours. (Maybe now you’ll regret all those times when you went surfin’ instead of going to maths class …)

 	
[image: Remember] Don’t forget allowances: Stay alert for any allowances due to employees such as weekend loadings, uniform allowance, vehicle allowance or first aid allowance. Some allowances are paid for every shift (such as a Saturday loading), some allowances are paid weekly (such as a uniform allowance) and some allowances are more commonly paid monthly (such as motor vehicle allowance).

 	Find out the rules about medical certificates: In most workplaces, you can ask employees to give proof (such as a medical certificate) to verify personal or carer’s leave. The policy of whether or not to request medical certificates for short amounts of leave varies from workplace to workplace, and some awards include specific conditions also.
 	Get the rate right! If you’re new to the job, the pay rates are probably correct at the moment. However, part of a payroll officer’s job often includes staying tuned to pay increases and changes to industrial relations legislation. See Chapter 11 for more details.


Assuming you record wages using accounting software, here are a few other points to bear in mind: 

	Set up employees so that pays calculate automatically: Set up each employee with standard pay details so that pay is calculated automatically. This way you only need to adjust an employee’s pay if anything is different from normal (such as commission paid, or holiday or personal leave).
 	Speed your work with timesheet features: Some accounting software has timesheet features, so you can record start and finish times and send this information through to weekly payroll. In many workplaces, working this way is best because you not only meet all your record-keeping obligations (some awards specify that you keep track of start and finish times), but also use the accounting software to calculate total hours, all in the one go. Figure 9-2 shows a typical timesheet record.
 	Use different pay categories to record leave: Remember that when an employee takes leave, even though he or she gets the same pay, you reduce the hours you allocate to Hourly Pay or Base Hourly and increase the hours you allocate to Holiday Leave Paid or Personal Leave Paid.


[image: Screenshot of a typical timesheet record featuring in your accounting software to record start and finish times and send this information through to weekly payroll.] 
FIGURE 9-2: If the feature exists, try using the timesheets feature in your accounting software.






Checking timesheets are accurate

I’ve observed over the years that someone who would never shoplift or steal can still be prone to rounding up hours on their timesheet. Adding an hour here or there is so easy to do and, if caught, an employee is more likely to get a warning than the chop. Industries with shift work, irregular working hours or overtime are the most vulnerable.

Part of your role as bookkeeper is to keep an eye on timesheets and alert management if you think a timesheet isn’t completely accurate. The best way to spot inaccuracies depends on the business, but here are a few possible methods: 

	Compare timesheets of staff members who are supposedly doing shifts together.
 	Implement bundy clock or time clock systems, where employees have to swipe cards when they arrive or leave. If employees have work phones, you may be able to install an app that will track time automatically, based on the employee’s location.
 	Put in a process so that any overtime has to be approved by management first.
 	Standardise working hours, so that employees start and finish at specific times.
 	Suggest to management that team leaders double-check timesheet start and finish times, and sign off on timesheets every pay period.
 	From time to time, scan payroll reports with a view of seeing if a particular employee consistently claims more overtime than others.


[image: Tip] If you suspect that the business you work for has a culture of employees not reporting working hours accurately, suggest to management that they create a code of conduct (if they don’t already have one), that specifically states timesheet fraud of any kind will be taken seriously and result in disciplinary action.


Taxing pay (no mercy shown)

While any accounting software will calculate the amount of tax you need to deduct automatically, you may want to double-check this calculation from time to time, especially if you think an amount looks strange. You can check this figure on the ATO’s website (search online for ‘ATO Tax Withheld calculator’ to get to the right spot). You may also need to refer to the employee’s Tax File Number Declaration form, because you’ll find that all of the following can affect how much tax to deduct: 

	Is this employee a resident of this fair country? Non-residents have a different tax scale because they don’t receive the tax-free threshold and they don’t pay the Medicare levy.
 	Does this employee have a tax file number? If an employee doesn’t provide a tax file number, you have to deduct tax at the top marginal rate, which is currently 46.5 per cent.
 	Does this employee have a uni debt or student loan? If so, this employee has to pay extra tax if he or she earns over a certain amount per week.
 	Does this employee have a second job? If an employee has two or more jobs, make sure to select the correct tax scale (you tax second jobs at a higher rate).


If the ATO tax calculator comes up with a different figure from your accounting software, check the following: 

	Are tax tables up to date? Tax tables tend to change most years on 1 July. If your accounting software is out of date, this may be the reason tax is calculating incorrectly.
 	What is the pay frequency? For example, if you pay employees fortnightly, don’t select a weekly tax scale (or you will be overtaxing an employee).
 	Is tax calculated before or after deductions? If you make any deductions from employee pay (such as child support, loan repayments or union fees), consult the company accountant about whether you calculate tax before or after this deduction. (Sadly, nearly all deductions are made after tax is deducted!)
 	Is the employee paying superannuation salary sacrifice? Under salary sacrifice arrangements, the superannuation acts as a before-tax deduction, reducing the amount of tax you need to deduct from the employee’s pay.
 	
[image: Remember] Is this employee receiving a one-off payment? Tax on irregular payments such as bonuses and termination or redundancy pay has different calculation rules.




Dealing with deductions

If you take money from an employee’s pay, chances are it’s a deduction. The most common deductions include child support, additional superannuation and union fees; other deductions include repayments of employee advances and loans, health insurance, salary packaging, social club membership and workplace giving programs.

The most important point to consider about any deduction category is how it shows up in your accounts. Just think: If you deduct an amount from an employee’s pay, the inevitable consequence is that you have to pay this money to someone else, whether this payment is due to a union, a finance company or the Child Support Agency. You mustn’t forget that you owe this money!

[image: Remember] Every payroll deduction creates a liability. Make sure that every payroll deduction category links back to a specific liability account in your chart of accounts. Keep track of the balance of this liability account and ensure that by the end of each month or quarter, you pay out exactly the same amount as you deducted from employee pays.




[image: Truestory] GET SMART
 
I remember my first payroll job. With no training, no understanding of industrial relations and little previous employment, I was suddenly in charge of a payroll for 14 staff. I muddled along doing my best, but the more I learned, the more I realised how many mistakes I’d been making along the way (some of which cost my employer a fair bit of dough).

In Bookkeeping For Dummies, I only touch on the topic of payroll (covering day-to-day transactions in this chapter, and reporting obligations in Chapter 11). After all, to cover payroll in full detail warrants a book in itself. If you find yourself responsible for payroll, don’t underestimate the challenge involved, and seek advice whenever a transaction is out of the ordinary. For example, you may be confident about how to look up the amount of tax to deduct from an employee’s wages, but if you do a final pay for an employee, you need to calculate tax differently.

If you’re responsible for payroll and you don’t have any formal training, I suggest you ask your employer if they can send you on a course. Your best bet is probably The Association for Payroll Specialists (TAPS), which runs regular courses in the capital cities and some distance education courses as well (see www.payroll.com.au for more details). Alternatively, if you have payroll features as part of your accounting software, check with your software provider for courses.










Calculating superannuation

At the time of writing, superannuation is a handsome 9.5 per cent of ordinary time earnings. (This rate is set to increase to 12 per cent by 2025.) Ordinary time earnings includes all regular wages, but doesn’t include irregular payments such as annual holiday leave loading, one-off bonuses and overtime. I provide a summary of the definition of ordinary time earnings in Table 9-1.
 
TABLE 9-1 When You Have to Pay Super (and When You Don’t)
 	You Must Pay Super on …

	You Don’t Have to Pay Super on …

	An allowance that is unlikely to incur additional expense (such as a first-aid allowance)

	An allowance that is likely to be fully expended by the employee (such as motor vehicle allowance where the employee is obliged to use their own car)

	Annual leave loading if referable to lost opportunity to work overtime

	Other annual holiday leave loading

	Bonuses

	Accrued leave on termination

	Casual or shift loadings

	Ancillary leave such as jury duty

	Payments in lieu of notice

	Benefits subject to FBT

	Government wage subsidies

	Maternity or paternity leave

	Holiday pay

	Overtime payments

	Long service leave

	Redundancy payouts

	Personal leave/carer’s leave

	Reimbursement of expenses

	Regular wages

	Workers compensation payments (where no work is performed)



So, for example, if you pay an employee $500 a week, you pay an additional $47.50 a week (which is $500 multiplied by 9.5 per cent) into a complying superannuation fund on the employee’s behalf.

Sounds simple? Pretty much, but you do get a few exceptions to this rule: 

	The most common exception is for casual employees who earn less than $450 in a single month. If casuals earn less than $450 in a single month, you don’t have to pay a cent.
 	You don’t have to pay super to employees under 18 who work 30 hours a week or less.
 	Some domestic workers such as nannies and housekeepers are exempt if they work fewer than 30 hours a week. (Why nannies and housekeepers, who are saints sent from heaven as far as I’m concerned, should be a unique category deprived of super beats me, but there you go.)


[image: Remember] Stay clear of heavy fines and pay super for everyone who’s entitled to it, even if an employee is hired and fired by the time you come to pay super.


Submitting to Single Touch Payroll

As I explain earlier, Single Touch Payroll (STP) requires you to report employee wages, tax and super to the ATO every time you pay an employee, and to do this, you need specialised payroll software. (A handful of exemptions for small business exist, including if you are a family business with the only employees being family members. Check with your accountant if you think such an exemption might apply.)

I reckoned that STP was going to be a pain in the neck when it first came in but, as with so many things, I’m pretty much used to it now. In some ways, STP is even kind of efficient, particularly because it means employers no longer need to provide payment summaries to employees in July each year.

For you as an employer (or bookkeeper in charge of payroll), STP means that you must use payroll software to record your employee pays (refer to ‘Step Five: Ensure your software is up to speed’, earlier in this chapter, for more info). You also need to ensure you connect to the internet and submit your finalised pays to the ATO each pay run.

STP doesn’t change when you pay employees, nor does it change your due dates for paying super or your BAS. Even if you pay employees weekly or fortnightly, you still only pay your BAS and super every month or quarter.

[image: Tip] Most bookkeepers I know, particularly those who work on a contract basis rather than as regular employees for a business, have advised clients to pay employees on a fortnightly rather than weekly cycle. This makes it easier to manage the STP obligations.



Taking Leave

Tracking employee holiday and personal leave is tricky. You’ve got to figure out what kind of leave employees are entitled to receive, how much leave each employee gets each year and how much leave you owe at any one time.

You can calculate leave entitlements using either a fixed number of hours per pay period or a percentage calculation. A fixed number of hours per pay period tends to work best for full-time salaried employees whose hours stay constant from week to week. Percentage calculations work well for part-timers, especially for part-timers whose hours vary from week to week.

[image: Warning] Don’t ever pay anybody a cent’s leave without first reading every single last line of their industrial award. Different employee awards stipulate different amounts of holiday and personal/carer’s leave per year, and calculation methods often vary for shift workers or permanent employees working irregular hours.


Calculating leave on a percentage basis

If you employ a lot of part-timers who work different numbers of hours, calculating entitlements on a percentage basis is the way to go. Check out how to calculate the correct percentage by absorbing the following examples: 

	Annual leave: If an employee receives 20 days holiday per year and the year has 260 working days (that’s 52 × 5), the sum for calculating annual leave equals 20 divided by 260. Multiply this by 100 to equal 7.6923 per cent. (Meaning the employee accrues 7.6923 per cent of an hour annual leave for every hour worked.)
 	Personal/carer’s leave: If an employee receives 10 days personal/carer’s leave per year and the year has 260 working days (that’s 52 × 5), the sum for calculating annual leave equals 10 divided by 260. Multiply this by 100 to equal 3.8461 per cent.


Different accounting software packages take different approaches to calculating entitlements. Table 9-2 shows a quick reference for different calculation methods, regardless of how many hours are in a working week.
 
TABLE 9-2 Calculating Leave Entitlements
 	Amount of Leave Per Year

	Hours Accrued Per Hour Paid

	Percentage Calculation

	Time Accrued for Every Hour Worked

	5 days

	0.019231

	1.9231%

	1 min 9 secs

	8 days

	0.030769

	3.0769%

	1 min 50 secs

	10 days

	0.038461

	3.8461%

	2 mins 18 secs

	20 days

	0.076923

	7.6923%

	4 mins 36 secs



[image: Warning] If you calculate leave entitlements on a percentage basis, make sure that you don’t calculate leave entitlements on anything other than regular pay (you don’t want employees to receive extra holiday leave just because they work overtime or receive a tool allowance). In other words, you accrue leave entitlements on base salary, base hourly pay, holiday leave paid and personal/carer’s leave paid. You don’t accrue leave entitlements on allowances, holiday leave loading and overtime.

[image: Warning] At the time of writing (early 2020), the federal government is appealing a High Court ruling that may change the way personal/carer’s leave is calculated — please do double-check the leave calculations outlined in Table 9-2 with your accountant if you employ part-timers or shift workers.


Calculating hours per pay period

If you employ mostly full-time salaried employees whose hours stay fairly constant, you’re usually best to calculate employee entitlements as a fixed number of hours per pay period. This begs the question: How do you calculate how many hours an employee accrues per pay period? Use the following: 
	
Confirm how many weeks’ leave each employee is entitled to per year.

For example, an employee may be entitled to four weeks’ holiday, two weeks’ personal/carer’s leave and one week long service leave per annum.

 	
Multiply the number of hours in the employee’s working week by the number of weeks’ entitlement.

For example, if employees are entitled to four weeks’ holiday leave per year and they work a 38-hour week, they are entitled to 152 (that’s 4 × 38) hours holiday per year.

 	
Divide the total number of hours leave per year by the number of pay periods per year.

For example, if employees are entitled to 152 hours holiday per year and they get paid once a fortnight, this converts to 5.846 hours leave accrued per fortnight (that’s 152 divided by 26).

 	
Double-check that your figures make sense.

Table 9-3 provides a quick guide to help you figure out how many hours to accrue per pay period for standard working weeks and common leave amounts. For example, if you give an employee 20 days holiday leave per year and he or she works a 38-hour week, this equates to 2.923 hours (which equals 2 hours 55 minutes) accrued per week.



[image: Remember] If you use Table 9-3 as your reference, remember to multiply these figures by two if you pay fortnightly, not weekly.

TABLE 9-3 Converting Leave Entitlements to Hours Accrued per Week
 	Days

	28-hour Week

	35-hour Week

	38-hour Week

	40-hour Week

	5 days

	0.538

	0.673

	0.731

	0.769

	8 days

	0.862

	1.077

	1.169

	1.231

	10 days

	1.077

	1.346

	1.462

	1.538

	20 days

	2.154

	2.692

	2.923

	3.077





Maintaining Proper Records

In the last few pages of this chapter, I explain how important it is to keep records regarding employee details, employee pay and employee leave.

[image: Remember] Sounds okay, but here’s the rub: You have to keep these records accessible for five whole years. How you organise this depends on your record-keeping system: 

	Store any handwritten records such as employee timesheets in archive boxes somewhere you can lay your hands on them if you need to.
 	If you subscribe to cloud accounting software, historical records will automatically be archived and available so long as you have a current subscription. However, if you switch to a different software provider or the business closes down, take care to generate all the payroll reports you can beforehand, because you may not be able to view your records without a current subscription.
 	If you use desktop accounting software, store end-of-year payroll backups onto a removable drive or a secure cloud location.



Keeping tabs on employee details

For every employee, you need to record the date he or she started employment, whether the employee is full-time, part-time or casual, whether the employee is permanent or temporary and the rate of pay. The easiest and clearest method of recording this information is to provide the employee with a formal letter of offer or agreement when he or she begins employment.

If employees decide to go their own way — or you give them their marching orders — you also have to record who terminated the employment (did they jump or were they pushed?), and how the termination took place. Did both parties agree, did the employer give notice, or was this a case of summary (instant) dismissal?

[image: Tip] Again, the clearest way of recording information about employee terminations is to get things in writing: If an employee resigns, ask them to provide you with their notice in writing; if you give notice to an employee, provide confirmation in writing also.


Recording pays correctly

Assuming you use payroll or accounting software, don’t worry too much about what information you need to record concerning employee pay, because the very process of using software almost always ensures you capture the essentials. The only thing to remember is that some accounting software applications prompt you to enter only total hours, rather than start and finish times. If an employee is paid by the hour, working casual or irregular part-time hours, you need to store start and finish info separately.


Issuing legit pay slips

Every time you pay an employee, you must provide them with a pay slip within one working day of the payday. Every pay slip has to include a surprising amount of detail, similar to what you can see in Figure 9-3.

[image: Screenshot of a payslip presenting the employment details of an employee and his salary and wages for a particular pay period.] 
FIGURE 9-3: Make sure you include enough detail on every pay slip.




Pay slips must include 

	The name of the employer and the ABN
 	The employee’s name
 	The date of payment and the pay period
 	The gross and the net amount of pay (that is, the amount before tax and the amount after tax)
 	Any allowances, bonuses, commissions, loadings or penalty rates, or details of holiday or personal leave paid. Be particularly careful to list casual loadings separately from base hourly rates, as this is a Fair Work requirement.
 	If the employee is paid hourly, the hourly rate of pay and the number of hours worked at that rate; or, if the employee is paid a salary, the annual salary
 	Any deductions made from the employee’s pay, including the amount and details of each deduction
 	All superannuation contributions due for that pay, including the name of the superannuation fund that contributions get paid into


[image: Warning] Just because you use payroll software and the software issues a smart-looking pay slip, this doesn’t mean you’re necessarily meeting your legal obligations. Take a moment to double-check the preceding checklist against the pay slips that your software generates.
      

Chapter 10

Reconciling Accounts



IN THIS CHAPTER

[image: check] Calculating your opening bank balance

[image: check] Getting your first bank reconciliation off the runway

[image: check] Maintaining reports that show you’ve done the deed

[image: check] Employing tricks of the trade when all seems lost

[image: check] Lining up for even more fun — reconciling other kinds of accounts



In this chapter, I talk about the process of comparing the closing balance in your set of accounts against the closing balance for the same date on the statement from your bank. Accountants and bookkeepers call this process reconciling your bank account.

Reconciling bank accounts isn’t some arcane activity invented by masochistic bean counters. Rather, reconciling accounts is the only sure-fire way to identify you haven’t made any mistakes, such as entering a payment as $900 instead of $90 or a deposit twice, or a bank feed that hasn’t come through properly.

The good news is that reconciling bank accounts is surprisingly quick and easy and, although you may find this hard to believe, can even be rather satisfying in a weird, nerdish kind of way. (I’m not really a boring person. Just sometimes, I get excited over boring things. Spot the difference …)

Note: Xero — rather strangely to my mind — uses the term reconciling to refer to the approval, matching and entry of transactions. In this chapter, I explain how to take this process a step further using Xero, and independently verify account balances.



Getting Started

Did you ever see that old movie A Christmas Carol, based on the book by Charles Dickens? The beleaguered accounts clerk Bob Cratchit, under pressure from his heartless employer Ebenezer Scrooge, spends Christmas Eve completing the final bank reconciliation for his employer. Only when this reconciliation is complete is he permitted to go home for Christmas dinner with his family.

I hope that you’re never going to spend Christmas Eve getting your bank account to reconcile. Instead, use my easy step-by-step approach to the gentle art of reconciliation, and make sure you spend every festive occasion eating, drinking and being merry.


Deciding what bank accounts to reconcile

Most businesses have a few bank accounts, including savings accounts, PayPal accounts, credit cards and loans. A conscientious bookkeeper knows to reconcile all of these accounts. However, if you’re not conscientious — maybe you’re the owner of the business and you’re happy for your accountant to pick up after you — I suggest you slot bank reconciliations into three categories: 

	Accounts you have to reconcile: As a bare minimum, always reconcile the main business bank account. Unless you do this, neither you nor anyone else can rely on any financial reports.
 	
[image: Tip] Accounts to reconcile if you have time: It’s a good idea to reconcile all credit card, savings and PayPal accounts, as well as the business bank account.

 	Accounts to reconcile if you’re feeling conscientious: Ideally, reconcile all loan accounts as well. Loan accounts can be tricky, because you have to split up interest and principal on each loan repayment.



Calculating your true bank balance

Unless you’re a new business with a nil opening balance in your bank account, the first time you reconcile a bank account, you may need to calculate what the true balance of this account is. By true balance (also sometimes referred to as cashbook balance), I mean the bank statement balance adjusted for any uncleared withdrawals or deposits.

This means: 

	If you never write cheques, and you don’t receive payments from customers via EFTPOS, the true balance of your bank account is simply the balance as per your bank statement. Easy.
 	If you still occasionally write cheques for suppliers, you need to deduct the value of any cheques that haven’t been banked by the supplier yet to arrive at the true balance of your bank account.
 	Similarly, if you receive payments from customers by EFTPOS, you may also need to add the value of any merchant deposits that haven’t cleared into your bank account yet in order to arrive at the true balance of your bank account.


For example, maybe my bank statement says I have $1,500 in my account. However, I know that I just wrote a cheque for $200 to a supplier, and that this cheque hasn’t cleared yet. I also accepted a credit card payment from a customer for $1,200 that hasn’t shown up in my account yet. My true bank balance is actually $2,500 (that’s $1,500 less $200 plus $1,200).

So, in order to check that you’re starting off with the correct balance showing in your bank account, here’s what to do: 
	
Look up the opening balance on the bank statement.

For example, if you’re starting your books from 1 July, dig out June’s bank statement. Write down the closing statement balance as at 30 June.

 	
List all uncleared withdrawals as at your starting date and write down the total amount.

By uncleared, I mean any cheques written before this date that haven’t been presented yet. I know hardly anyone writes a cheque anymore, but I’m including this step just in case.

 	
List all uncleared deposits as at your starting date and write down the total amount.

For example, maybe you received several customer payments made by EFTPOS on 30 June, but these payments didn’t appear on your bank statement until 1 July or later.

 	
Work out what the true bank account balance was at your starting date.

The true bank account balance is what you would have in your account if all uncleared payments and deposits cleared immediately. In other words, the true bank balance is the amount you wrote down in Step 1 (the balance from your bank statement), less the amount you wrote down in Step 2 (total uncleared withdrawals), plus the amount you wrote down in Step 3 (total uncleared deposits).

 	
This is your opening balance for your bank account.

If you’re using accounting software, this is the opening balance you’ll enter for your bank account. You’re now ready to record the detail of any uncleared transactions. Read on to find out more …




Recording your opening bank balance using accounting software

If you’re using accounting software and you’ve already calculated your true bank balance (if not, refer to the preceding section), you’re ready to set up your first bank reconciliation. Here’s my neat 1-2-3 (plus one) approach: 
	
In your chart of accounts, make sure you not only have an account for your bank account, but also create a new account called Opening Balance Clearing.

If you have no uncleared withdrawals or deposits, you don’t need to do this step, because you have no uncleared transactions.

 	
As the opening balance for your bank account, enter the balance as per the bank statement

The mechanics vary, but any accounting software provides a spot for you to enter opening balances. As the opening balance for your bank account, enter the balance as per the bank statement.

 	
Enter a separate transaction for each uncleared withdrawal, allocating to your Opening Balance Clearing account.

Using the example from the previous section of this chapter, I record a transaction for $200 (the amount of the uncleared cheque) and I allocate this withdrawal to the Opening Balance Clearing account.

 	
Enter a separate transaction for each uncleared deposit, again allocating to your Opening Balance Clearing account.

Still referring to the example in the previous section of this chapter, I record a transaction for $1,200 (the amount of the uncleared credit card deposit) and allocate this deposit to the Opening Balance Clearing account.



All done? With opening balances for your bank account entered, you’re ready to reconcile your bank account (see the next section in this chapter for details). When the uncleared cheques or deposits eventually appear on your bank statement, simply record a transaction that transfers the amount out of your Opening Balance Clearing account and into your regular bank account.

[image: Tip] When all uncleared transactions finally appear on your bank statement and you reconcile these transactions, your Opening Balance Clearing account returns to a zero balance. Simple as pie.



Doing Your First Reconciliation

Just like losing your you-know-what (and if you can’t guess what I’m talking about, I won’t spell it out), the first time you reconcile a bank account is certainly the most daunting. But like with most things, practice makes perfect.

Keep the following in mind when performing your first reconciliation: 

	Most desktop accounting software requires you to mark off each transaction individually as part of the reconciliation process. See ‘Reconciling accounts when you’re not using bank feeds’ for details.
 	For accounting software that has bank feeds enabled, the process of approving, matching or adding a transaction for each line on the bank feed automatically ‘reconciles’ the statement by marking the transaction as cleared. However, you still need to double-check this process by making a manual comparison between the balance as per your accounting system, and the balance as per your bank statement. See ‘Reconciling accounts when you have bank feeds’ for more details.
 	If you use a spreadsheet, reconciling simply involves matching the running balance of the spreadsheet against your bank statement. See ‘Reconciling accounts with spreadsheets’ for details.



Reconciling accounts when you’re not using bank feeds

You only mark off transactions and reconcile accounts after you’ve recorded all banking transactions, such as employee pays, supplier payments or customer receipts. Reconciling your bank account using accounting software is then a pretty straightforward process. Grab your most recent bank statement, or log onto internet banking and print a statement. (Note: Take care to print a statement, rather than a transaction listing, because you want to be able to view the opening and closing balance, as well as a running balance.)

Then take my (rather hot and sweaty) hand in yours, and I’ll show you the way:
 	
[image: Remember] Enter all transactions right up to date.

Don’t forget miscellaneous transactions such as ATM withdrawals or bank fees.

 	
Go to the reconcile function in your software.

Quite how you do this entirely depends on the software you’re using.

 	
Compare the opening bank balance of your bank statement against the opening bank balance in the reconciliation window.

For example, in the desktop versions of MYOB, before you mark off any transactions, you compare the Calculated Statement Balance in the Reconcile Accounts window against the opening balance on your bank statement.

With Reckon and QuickBooks Online, you compare the Beginning Balance in the Reconcile an Account window against the running balance on your bank statement. When you find the spot on your bank statement that matches your Beginning Balance, you’re in luck. Start reconciling from this point onwards.

 	
Enter the date you’re going to reconcile up to.

When you do your first bank reconciliation, don’t try to reconcile a whole page at a time. Instead, work in small, bite-sized chunks of a third or half of a page at a time.

 	
Enter the closing balance from your bank statement into the appropriate spot.

[image: Tip] So, if you decided to reconcile your bank account up to 15 August, you enter the closing balance as at 15 August. With MYOB, I enter this balance into the New Statement Balance field at the top of the Reconcile Accounts window. In Figure 10-1, you can see how QuickBooks Online prompts me to enter an Ending Balance for the day I’m reconciling up to. I get this balance straight off my bank statement.

 	
Working from the bank statement, tick off every transaction.

For every withdrawal or deposit into your bank account, click against the corresponding transaction in your accounting software.

 	
Look to see if your bank account balances.

All accounting software has some way or other of letting you know whether you’ve got the goods, or not. QuickBooks Online shows a running ‘Difference’ amount; MYOB shows a running ‘Out of Balance’ amount. The aim of your game, of course, is to get this figure down to zero.


[image: Illustration to enter a balance into the New Statement Balance field at the top of the Reconcile Accounts window, where QuickBooks Online prompts to enter an Ending Balance for a particular day.] 
FIGURE 10-1: Getting ready to reconcile accounts using QuickBooks Online.




 	
If you’re in luck, follow the prompts to complete your reconciliation.

When your bank account balances, you can holler with glee. You’ve just completed your first bank reconciliation. If your bank account doesn’t balance, don’t despair. I devote whole pages at the end of this chapter to troubleshooting tricks.


 


Reconciling accounts when you have bank feeds

When you have bank feeds enabled in your software, the very process of reviewing transactions (and approving, matching or adding them) is the equivalent of marking the transaction as cleared or reconciled. (Indeed, Xero even refers to the process of reviewing and allocating transactions as reconciling your bank account.)

[image: Warning] Don’t let this terminology hoodwink you into thinking that you really have reconciled your bank account. Just because you click off every transaction from the bank feed menu doesn’t mean that your bank account is reconciled, even if you’re working with Xero and the dashboard actually says your bank account is reconciled. Bank feeds are not 100 per cent accurate — in fact, at the time of writing, the Yodlee service provider (which provides bank feeds in some instances for Xero) says it has a 99.8 per cent accuracy rate. Sounds okay, but think deeper — 99.8 per cent accuracy translates to one error for every 500 transactions.

Don’t panic — all you have to do is double-check that the closing balance at the end of each week or the end of each month reconciles. In MYOB, for example, go to the Reconcile Accounts window. If you’ve processed all transactions from your bank feed, these transactions should all be marked as cleared. Simply enter the closing balance from your bank statement for the end of the month in the top-right corner, check that the Out of Balance amount is $0.00, and click Reconcile. In Xero, you take a different approach, comparing the bank balance as per your Bank Reconciliation Summary report against your bank statement. Investigate any uncleared transactions and ensure the balance on this report matches to the cent against your bank statement.

[image: Tip] Depending on which bank you’re with, your accounting software may offer you a ‘direct feed’ from your bank account. This means the data you receive comes directly from your bank, rather than coming via a third-party provider such as Yodlee. If you’re offered this option, I suggest you accept (even if that means you need to complete and sign yet another form!). Direct bank feeds are generally more accurate and updated more frequently than third-party feeds.


Reconciling accounts with spreadsheets

In Chapter 8, I explain how you can create a single worksheet for each bank account, listing payments and receipts in date order, with a running bank account balance down the right side. If you list both receipts and payments in a single worksheet, with a running bank balance, then use this simple approach to reconcile your accounts: 
	
Compare your bank statement against the running bank balance in the spreadsheet, line by line.

If the running balance differs at any point, find where you’ve gone wrong and fix up the mistake.

 	Go through your chequebook — if you still have one! — and identify any uncleared cheques (cheques that have been written but that haven’t been cashed yet).
 	Look at your merchant receipts or deposit book and identify any uncleared deposits (deposits that you’ve received or banked but haven’t shown up on the bank statement yet).
 	
List all uncleared cheques and deposits at the bottom of the worksheet, in the same way as you list any other withdrawals or deposits.

The balance of your bank account, after allowing for these uncleared transactions, is your true bank balance. (If you’re unsure what your true bank balance is, refer to the section ‘Calculating your true bank balance’, earlier in this chapter.)





Keeping Proof that You’ve Done the Deed

Every time you reconcile a bank account, I suggest you keep a record of your work. For example, Figure 10-2 shows a Bank Reconciliation Summary from Xero, listing the beginning balance of the bank account, any uncleared transactions, and the ending balance.

I recommend you generate a bank reconciliation report at the end of each month. I like to either print and attach these reports to the front of the relevant bank statement, or save an electronic version in a folder called Bank Recs.

Here are some things to remember when generating bank reconciliation reports: 

	
[image: Remember] When working with bank feeds, you need to verify the closing balance on the reconciliation report against the closing balance that your bank shows for the same date. This is the only way you can guard against possible inaccuracies in bank feeds.

 	If your bank reconciliation report lists any uncleared transactions that are more than seven days old, chances are these transactions are errors or problems. You need to investigate each and every one of these troublemakers.
 	Guarantee the affections of your company accountant (is this necessarily wise, you may ask?) and always produce a Bank Reconciliation report as at the last day of the financial year (30 June in Australia).


[image: Screenshot of a Bank Reconciliation Summary from Xero listing the beginning balance of the bank account, any uncleared transactions, and
the ending balance.] 
FIGURE 10-2: A Bank Reconciliation Summary from Xero.





[image: Truestory] SWEEPING STUFF UNDER THE CARPET
 
My daughter used to do admin work for my business when she was in high school, and a few years ago I decided to teach her how to reconcile my business bank account. I was in the middle of showing her how the process worked when the phone rang, and I had to dash off to see a client. I was gone most of the morning.

When I returned, she was lying happily in the hammock listening to Jack Johnson. ‘How did you go?’ I asked. ‘Fine’, she answered. ‘I reconciled the last six months of your bank statements without a problem; it really doesn’t seem that hard.’ I approached my shiny silver laptop with a sense of trepidation that was soon justified. ‘What’s this entry?’ I asked. ‘And this one?’ I highlighted a whole bunch of transactions simply labelled ‘Miscellaneous’, some of which were for thousands of dollars.

‘Well’, replied Isla. ‘When I couldn’t get the statement to balance, I calculated the difference, entered a transaction for that amount, marked the statement as reconciled, and then kept going. Seemed logical to me.’

I tried to explain to Isla that inventing transactions to patch up bank reconciliations is like shovelling prawn shells inside the curtain rods at your ex-lover’s apartment. The problem simply festers and gets worse as time passes. After all, the idea of reconciling accounts is to find your mistakes and fix ’em up. ‘What if the whole relationship was a mistake?’ she asked. ‘You’re not getting the point’, I answered. ‘Never mind’, she replied, and rolled over in the hammock.










Troubleshooting Tricks

If your bank account doesn’t balance, don’t sweat. You wouldn’t be human if everything went right first time around. Instead, try the following: 

	Call on your hidden powers: How much are you out by? Does this amount ring a bell?
 	
Check that your opening balance is correct: Check that the opening balance matches against the starting point on your bank statement. (With accounting software, one of the most likely reasons for a bank account not reconciling is if someone deletes or changes a transaction belonging to a previous period that has already been reconciled.)

If your opening balance isn’t correct, the solution can be quite complicated. See the sidebar ‘Miss Marple does it again’ for some possible tactics.

 	Compare the magic totals: Somewhere on your bank statement you can usually find a summary of total debits and total credits. If you do a bank reconciliation for the same date range as this statement, you can match these totals against the totals in your reconciliation.
 	Divide by two: Try dividing your out-of-balance amount by two, and look for a transaction for this amount. In other words, if you’re out by $90, look for a transaction equalling $45. This trick helps locate transactions that have been entered the wrong way round (a debit instead of a credit, a payment instead of a deposit and so on).
 	
[image: Tip] Do the number nine trick: If you’re out by a multiple of nine, look to see if you put in two numbers back to front — for example, you entered 43 instead of 34, or 685 instead of 658. (It’s a curious thing, but if you turn a number back to front and subtract your result from the original number, the difference is always exactly divisible by nine.)

 	Look for duplicate transactions: If you’re using bank feeds, it’s possible that an error in the bank feed process can cause a transaction to be imported twice.
 	Look for missing amounts: For every line on your bank statement, make sure you tick off the corresponding transaction in the list of transactions you’re working with.
 	Make sure you’re in the right spot: Did you start off from the right spot in your bank statement? It’s easy to accidentally skip a page or part of a page.
 	
[image: Remember] Start again: If possible, unclick everything and then start again, but this time reconcile just half a page of the bank statement. Similarly, some software allows you to undo previous reconciliations so you can go back in time to when the bank last balanced. (However, be very careful before starting to undo bank reconciliations. If you’re not, you can make your problem worse, not better. Do a backup first if your software allows you to do so, and follow the recommended procedures.)

 	Watch out when you’re in the red: If your bank account is normally in credit, but you’re overdrawn, be sure to show your new balance as a minus amount.





MISS MARPLE DOES IT AGAIN
 
If you use accounting software, one of the most challenging bookkeeping mysteries is when the opening balance of a bank account goes awry. In other words, you go to reconcile an account, but before you click off a single transaction, you can see that the opening balance doesn’t match up with the bank statement that you’re trying to reconcile.

I don my black lace cap and mittens (true Miss Marple attire) and start looking for clues. Is the opening balance out by an amount I recognise? (After interviewing both the butler and the maid, I search the database for the offending amount.) When did the crime occur? I use the software’s ‘undo reconciliation’ feature, undoing the previous reconciliation, and the one before that, until I arrive at a reconciliation where the opening balance matches the bank statement for that month. Then I reconcile that month again, hopefully identifying the perpetrator: A missing or duplicate transaction, or maybe a transaction where the amount has been altered.

If this tactic fails, or no ‘undo’ feature exists, I make a beeline for the audit trail. To quote Miss Marple: ‘There is a great deal of wickedness in village life’. The most common cause of an incorrect opening balance is when someone deletes a transaction that they shouldn’t. Like invisible fingerprints and footprints in the mud, deleted transactions are often difficult to identify, but a simple audit trail usually points to the evidence.

Unlike the real world of crime — but similar to an Agatha Christie novel — the beauty of bookkeeping is that a mistake can always be found, the crime uncovered and things put to right. All you need is a bookkeeper’s stock in trade: Steely persistence and a gimlet eye.










Balancing Other Kinds of Accounts

Inexperienced bookkeepers often think that reconciling the main business transaction account is a noble deed (true, true) and is as far as any reasonable person should go with this whole reconciliation caper (not so true). In fact, as a guerilla bookkeeper committed to fight for the cause, your duty extends much further. You need to reconcile every single bank account in a business: Not just business bank accounts, but savings accounts, credit card accounts, loan accounts, PayPal accounts and clearing accounts too, as follows: 

	
[image: Tip] Clearing accounts: A clearing account is typically a holding account where transactions come in and then go out, such as Customer Deposits Held, Undeposited Funds, Electronic Clearing Account, Employee Advances and Suspense Accounts. Unless you’re using browser-based software (which generally doesn’t have a ‘ticking-off feature’) the best way to reconcile a clearing account is to use the reconcile accounts feature to mark off debits against credits, ticking off transactions when they match against one another. The statement balance of a clearing account should always be $0.00. This process of elimination means that once you’re done, only transactions that don’t have a partner yet show up as unreconciled.

 	Credit card accounts: Reconciling a credit card account is the same as reconciling any other bank account. The main difference between reconciling a credit card account and reconciling a regular bank account is that you don’t have to account for uncleared transactions on a credit card (you simply record credit card withdrawals as they appear on the credit card statements).
 	Loan accounts: Get hold of the loan statement and record the amount of interest charged by the bank every month. When you reconcile this loan, every interest charge shows as a withdrawal on the loan account, and every loan repayment shows as a deposit. You can then reconcile this account in the same way as you reconcile any other bank account.
 	Savings accounts: Savings accounts are easy to reconcile. Simply make sure you record all deposits and withdrawals from the account, add the interest income transactions, and reconcile as normal.

   

Part 4

Pulling It All Together



IN THIS PART …

Understand your payroll reporting obligations, and how to report for tax and superannuation.

Delve into inventory and asset management — organise stocktakes, record new asset purchases and calculate depreciation.

Dig deep into the world of hire purchase journals, bank loans, end-of-year journal entries, financial reports and more.

Get ready for tax time and work with your accountant to finalise the year-end.


Chapter 11

Reporting for Payroll



IN THIS CHAPTER

[image: check] Reporting for tax, super and other payroll liabilities

[image: check] Making sure you pay the right amount

[image: check] Keeping on top of other kinds of payroll expenses

[image: check] Getting everything in order at year’s end



Bookkeeping is the only word in the English language I can think of that has three double letters in a row (double ‘o’, double ‘k’, double ‘e’). All this doubling up is entirely appropriate when you think of the winning strategy of all good bookkeepers: Double-checking, double-checking and then double-checking again (not to mention double-entry accounting while you’re at it, of course).

I guess the heavy thing about being responsible for payroll is the level of responsibility involved. If you make a mistake, maybe reporting the wrong amount of tax or wages on an employee’s annual summary, that person can end up with a scary tax bill. If you forget someone’s superannuation payment, that employee either misses out or, if the ATO discovers your error, the business ends up with significant penalties.

In this chapter, I explain step by step everything that’s involved in making sure your payroll reports are correct, including how to balance payroll accounts, check payroll liability reports, and deal with tricky stuff such as payroll tax and fringe benefits.



Paying Tax and Super

The main payroll liabilities that all employers have to report for are 

	PAYG withholding tax: This is the tax you deduct from employees’ wages. Note: Don’t confuse PAYG withholding tax (PAYGW) with PAYG instalment tax (PAYGI). PAYG instalment tax is tax paid on earnings that aren’t wages, such as partnership or trust income.
 	Superannuation: Employers pay a flat 9.5 per cent of wages in superannuation (this payment is called the Superannuation Guarantee Contribution), although employees sometimes choose to pay additional superannuation also. (This minimum rate is set to increase in 2021.)



Reporting and paying PAYG tax

Every time you pay an employee, you deduct tax from their wages (unless, of course, they earn a very small amount each week). This tax is known as Pay as You Go withholding tax, usually referred to as PAYG tax or PAYGW tax.

If you’re registered for GST, you pay PAYG as part of your Business Activity Statement; if you’re not registered for GST, you pay PAYG as part of an Instalment Activity Statement.

On your Activity Statement, W1 shows total wages and W2 shows the total of PAYG withholding tax deducted. In rare situations, you may also have amounts in W3 (investment distributions) or W4 (amounts withheld from suppliers who didn’t provide an ABN).

Almost all accounting software will populate the W1 and W2 total on your Business or Instalment Activity Statement reports automatically, and you may also be able to lodge this information electronically directly from the software. Alternatively, you may need to copy information from these reports into the ATO’s electronic lodgement portal, or onto the forms the ATO sends you.


Paying superannuation

As I explain in Chapter 9, you need to pay superannuation on almost all types of employee wages. With Single Touch Payroll, although you report superannuation obligations to the ATO every time you pay an employee, you don’t actually pay super with each pay run. Instead, the deadline for super comes around 28 days after the end of each quarter (in other words, on 28 July, 28 October, 28 January and 28 April).

[image: Tip] Although you’re only obliged to pay super quarterly, you may find it’s easier from a cashflow perspective to pay superannuation every month (otherwise, three months’ worth of super can be a big slug to the bank account). Alternatively, you may wish to set aside the amount of super, and perhaps also PAYG tax, every fortnight or month in a separate savings account.

All businesses must pay super contributions electronically using a clearing house. The idea is that instead of paying employee super into several different funds each month, you simply pay one amount to a clearing house, which then distributes the funds to the individual funds.

Almost all accounting software has the functionality that the software itself acts as a clearing house, so you can generate a report for super from within your accounting software, and then proceed to make a single payment to a clearing house that’s affiliated with the software. Alternatively, if you have 19 employees or fewer or your turnover is less than $10 million, you can use the ATO’s free Small Business Superannuation Clearing House.

[image: Tip] If an employee fails to provide you with their super fund details in time, you still have to pay super on their behalf. In this situation, you need to pay the super into a fund of your choice (known as your default fund). You can choose what this fund will be, so long as it is a complying fund that is registered by APRA.




[image: Warning] FIRE AND BRIMSTONE: BEWARE
 
Did you know that if a business fails to pay superannuation on time, it has to pay something called the super guarantee charge? This is a rather punitive payment that consists of the amount of super the business owes, plus an admin fee, plus additional super for earnings that don’t normally attract super, plus interest. Even worse, none of this amount is tax-deductible.

Sounds pretty heavy, but did you know, depending on the agreement you have in place with your client, that calculating and reporting super may be part of your responsibility as a BAS agent? (By BAS agent, I mean an independent bookkeeper who is authorised to complete activity statements.)

Certainly, if a business is late paying super, your role as a bookkeeper should involve alerting management to the possible consequences of this late payment. If you’re working as a contract bookkeeper (as opposed to an employee), I suggest you even express this warning in writing, and provide the business with an estimate of how much the late payment of superannuation could cost.










Reporting for other payroll liabilities

As well as superannuation and PAYG tax, other payroll liabilities you may have to report for include: 

	Child support deductions: If you have an employee who pays child support, you may have to deduct child support from this employee’s wages. You then send this amount monthly to the Child Support Employer Services.
 	Staff loans or garnishee orders: Garnishee orders are when a third party (such as the Tax Office) serves an order on an employer to deduct money from employee wages to pay off outstanding debts.
 	Salary packaging deductions: Many not-for-profit organisations and some businesses pay personal expenses such as motor vehicles, rent or mortgage payments on behalf of their employees, and only tax employees on wages after deducting these payments. Many other businesses include benefits such as laptops as part of employee salary packages.
 	Union fees payable: Some employees ask to have union fees deducted from their wages. You need to send these fees to the union each month.


The principle of paying these liabilities is similar to that of paying PAYG tax and superannuation: All of those listed are amounts that you withhold from an employee’s pay, and which you are then obliged to forward to a third party. In each instance, you’re responsible for accounting for these liabilities carefully to ensure that you always pass on the exact amounts deducted from an employee’s pay.



Ensuring You Pay the Right Amounts

As I mention in the introduction to this chapter, much of the art of being a good bookkeeper is the time you take to double-check that your figures are correct. In the next section of this chapter, I explain the principles of how payroll software keeps track of superannuation and tax liabilities, and how to double-check that the payments you make are correct.


Understanding what goes on behind the scenes

When you record an employee pay, you don’t just record journals that debit wages and credit cash. Most payroll transactions involve journal entries that affect several accounts, and credit at least one payroll liability account. For example, Figure 11-1 shows the debits and credits behind a regular pay transaction where I pay an employee $1153.85 in gross wages, but take out tax of $231.73.

[image: Illustration of several debits and credits behind a regular pay transaction where an employee is paid $1153.85 in gross wages, but out tax is $231.73.] 
FIGURE 11-1: Every pay transaction usually involves several debits and credits.




The idea with payroll liability accounts is that, as the month or quarter progresses, the balance in the liability account increases with every pay you record. Then, when you pay this liability (for example, paying tax or superannuation), you reduce the balance of this account. You can see how this works in Figure 11-2. The beginning balance of PAYG Withholdings Payable at the start of the month is $3205, and this exact amount is paid later that month. During the month, total credits to this account amount to $3014, and you can see that the ending balance of PAYG Withholdings Payable is $3014. This is the amount of PAYG withholding tax which will be due for payment in the following month.

[image: Remember] Every time you generate a payroll report, keep in mind that this report has a dancing partner hiding in the background. Or, to put this the other way around, the balance of any payroll liability account can always be matched to a corresponding payroll report.


Balancing your payroll accounts

Every time you generate a report showing how much super or PAYG tax you owe, you can make sure that any payroll report is correct by matchmaking this report with its corresponding payroll account.

Ready to see this romance in action? Then take a look at the following steps: 
	
For any payroll liability (tax, super or whatever), generate a report that shows how much you have to pay for the month or the quarter.

The mechanics of creating this report depend on what system you use. By the way, if you want more detail about how to calculate payroll liabilities, refer to Chapter 9.


[image: Illustration of a payroll liability account that tracks how much money a person owes in a month.] 
FIGURE 11-2: A payroll liability account tracks how much you owe.




 	
Print a Balance Sheet for the last day of that month or quarter.

For example, if you’re paying payroll liabilities for the month of December, print a Balance Sheet with the date 31 December. (I explain more about creating Balance Sheets in Chapter 14.)

 	
Identify the liability account that you want to balance.

If you’re balancing wages tax, look at the balance of PAYG Withholding Tax Payable. Or if you’re balancing superannuation, check out the balance of Superannuation Payable.

 	
Check that the balance of this liability matches against what you’re about to pay.

For example, if you calculate that you owe $900 in superannuation for the month of December (according to your payroll reports), then you expect the balance of Superannuation Payable in your Balance Sheet as at 31 December to be $900 as well.

If the two amounts don’t equal one another, keep reading to find out what to do next.




Troubleshooting when things don’t balance

In the previous section, I explain how to match up payroll reports against payroll accounts so you can be sure you pay exactly the right amount. Sounds like a plan, Stan, but what if the balance in your payroll account makes no sense whatsoever? For example, what if your monthly payroll report shows you owe $900 in superannuation for the month of July, but when you look at the balance of Superannuation Payable in your Balance Sheet for the last day of July, the account balance is $2,200?

I wish I could be by your side to help you fix things in a flash. But given that astral travel isn’t in my list of personal superpowers, here’s a step-by-step troubleshooting guide instead: 
	
Look up the opening balance of the payroll liability account as at the beginning of the financial year.

For example, if you’re checking that superannuation balances, look at the opening balance of Superannuation Payable as at 1 July.

 	
Check what the payment was in the first month of the financial year.

For example, look up what payments were made during July. Oh yes, and make sure these payments are allocated to the correct payroll liability account.

 	
Check that the opening balance matches the amount that was paid.

Does the figure you arrived at in Step 1 match the figure from Step 2? If not, you have a problem, and this problem belongs to the previous financial year (and maybe, if you’re lucky, to the previous bookkeeper!). You’re probably best in this instance to talk to the accountant.

If Step 1 matches Step 2, then your problem belongs to the current year. Keep reading …

 	
Generate a report that shows how much was due for each payment period throughout the year.

If you pay monthly, print a report for every month. If you pay quarterly, print a report for every quarter.

 	
Look at what you actually paid for each payment period.

Sometimes when I’m doing really serious troubleshooting, I create a simple spreadsheet where I show what was due in one column, and what I actually paid in another column, similar to Figure 11-3.

 	
[image: Tip] Calculate the difference between what you should have paid, and what you did pay.

Figure out why you overpaid or underpaid (similar to what I do in Figure 11-3) and, if possible, make corrections to fix any errors. Any overpayments or underpayments affect the balance of your payroll liability account, and the cumulative total of these over- or underpayments should be equal to the amount that you’re out.

[image: Tip] MYOB has a nifty approach for reconciling super payments that may be quicker than the preceding approach. Go to Pay Liabilities in the Payroll command centre, select the whole financial year as the Date Range and Superannuation as the Liability Type. Click Enter and MYOB displays all employees who have outstanding superannuation amounts for that period. Easy.






[image: Truestory] BIGGER THAN BEN HUR
 
Tina, a friend of mine, got a job working in accounts payable for a local community organisation. After 12 months on the job, the payroll officer took maternity leave and Tina was asked to cover this position. At first, the job seemed quite straightforward: Processing and checking timesheets, entering hours, calculating pay and keeping track of payroll liabilities such as super and tax.

As the months went on, however, Tina started to realise how complex the job really was. The organisation had 80 employees, with three different industrial awards, and each one with different pay rates and leave entitlements. After a couple of employees complained of mistakes in their pay, Tina attended a couple of specialist day courses. She learned that she had to spend more time checking awards and making sure pay rates were up to date.

As Tina rose to the occasion, the job expanded yet again. She found herself managing workers compensation claims, dealing with pay disputes, and being asked to advise staff as to workplace agreements. She felt out of her depth, and asked her boss if she could get some assistance from an outside consultant. In the meantime, Tina enrolled to study human resources part-time at university.

Tina’s story is typical of many bookkeepers in that the lines between what the bookkeeper is responsible for and what management is responsible for can become very blurred. If in doubt about what your responsibilities are, stick to your job description. If you’re asked to do something that you’re not qualified to do, either seek professional advice or ask if you can attend some specialist training.







[image: Illustration of a spreadsheet  presenting the superannuation reconciliation statement for reconciling payroll liabilities depicting the amount actually paid for each payment period.] 
FIGURE 11-3: Reconciling payroll liabilities can be awkward, but feels good when you get it right.






Calculating Other Payroll Expenses

Many employers have expenses relating to payroll that you don’t calculate for individual employees, but you calculate on the payroll bill as a whole. These expenses include 

	Fringe benefits tax: This tax comes into play if employees receive benefits in any form other than wages. See the section ‘Splitting hairs with fringe benefits’, later in the chapter, for more details.
 	Payroll tax: This tax kicks in when total wages for a business hit a certain threshold (anywhere between $650,000 and $2,000,000 per year, depending on what state the business operates in). See the section ‘Hitting the payroll tax threshold’, later in the chapter, for more details.
 	Workers compensation: All employers need to pay accident insurance for employees. See ‘Reporting for workers comp’, later in the chapter, for more details.



Splitting hairs with fringe benefits

If an employer provides an employee with a benefit that’s anything other than wages, this sweet benevolence is called a fringe benefit. The government responds to this benevolence with unwavering severity, imposing a special tax called fringe benefits tax (FBT). (The employer is the lucky bunny who gets to pay this tax, not the employee.)

Fringe benefits come in many different shapes and sizes — limited only by human imagination — but include things such as car parking benefits, cheap loans, discounted products, Christmas parties, free tickets to concerts, gifts, gym memberships, life insurance, motor vehicles for private use, prizes and payment of school fees.

The job of submitting fringe benefits tax returns generally falls to the company accountant but, as a bookkeeper, you can make the accountant’s life a whole lot easier by keeping good records, as follows: 

	Chase receipts for expense payment declarations: If an employee submits an expense claim, make sure they provide a proper receipt. (An expense claim that simply says something like ‘New Dell laptop’ isn’t enough; you need the actual receipt for the computer.)
 	Get odometer readings and log books: Ask the company accountant if they need quarterly or annual odometer readings and/or motor vehicle log books. If so, keep on the case with employees so that they provide this information.
 	Maintain travel diaries: Sometimes employees have to keep travel diaries when away from home, especially if trips are part-personal and part-business. Find out what info needs to be in these diaries, and make sure employees complete their part of the deal.


When it comes to doing the books, make it easy to generate reports for the fringe benefits return by allocating transactions carefully: 

	
[image: Tip] Identify benefits by employee name: For example, maybe you pay life insurance premiums for three employees, and you allocate these premiums to an expense account called Employee Benefits Life Insurance. When you code each transaction, make sure to include the employee’s name in the memo so that the accountant can easily total up how much life insurance benefit each employee received.

 	Separate accounts: Create separate accounts in the chart of accounts for expenses that attract fringe benefits tax. For example, if the company owns two motor vehicles and one vehicle attracts fringe benefits tax because it is used partly for private purposes but the other vehicle is 100 per cent business, separate the two vehicles into separate expense accounts.


[image: Remember] With Single Touch Payroll, you must report fringe benefits when you finalise pays at the end of the financial year, reporting for any benefits of more than $2,000 that the employee received during the FBT year (1 April to 31 March). For more about finalising pays, see ‘Uploading data to the ATO’, later in this chapter.


Hitting the payroll tax threshold

Payroll tax (not to be confused with PAYG withholding tax or PAYG instalment tax) is a rather perverse kind of tax that only kicks in if your total wages bill exceeds a certain threshold. The fine print varies from state to state, but the crux of the matter is that as soon as a business pays out more than a certain amount per year in wages (ranging from $650,000 in Victoria to $2,050,000 in the ACT), the state government imposes an additional tax of between 2.4 and 6.85 per cent of the total wages bill. (Note: Payroll tax thresholds apply to your total national wages bill, but the tax is payable in each state.)

Any business with a wages bill of this magnitude will have some kind of payroll software, so you may well find that your software calculates the liability for payroll tax automatically. However, your job as a bookkeeper is to check that these calculations are correct.

Every state in Australia has a different dollar threshold above which payroll tax applies. Some states include subcontractors, directors’ fees and fringe benefits, others simply include straight up wages, and other states include a combination. The percentage of tax payable also varies from state to state, and the fun really starts when you have different employees working in different locations around Australia.

I’m not going to go into the fine detail of the legislation for each state — chances are it will be different by the time you read this book — but I can offer up three simple tips: 

	
[image: Tip] As a business grows and employs more staff, make sure you’re aware what the current wages threshold is for payroll tax. Keep checking monthly wages totals and warn your employer if wages approach this threshold.

 	Even if your payroll software seems to calculate payroll tax automatically, take the time to double-check calculations, especially for businesses that operate in more than one state.
 	
[image: Remember] Double-check exactly what gets included in any payroll tax liabilities. Do you need to include directors’ fees, fringe benefits, subcontractors or superannuation, for example?




Reporting for workers comp

Every employer has to pay insurance premiums to cover employees in the event that they have an injury at work. This insurance is called workers compensation or workcover insurance and — make no mistake — is a big deal: If an employer doesn’t pay this insurance and someone has an accident in the workplace, the employer carries the can. (Even without an accident, the fines for non-compliance aren’t to be sneezed at.)

The actual amount of the premium depends on what industry you’re operating in, how much the total wages bill is, whether employees have made any claims in the past and where you are in Australia. Also, the definition of ‘wages’ varies from state to state. In some states, wages include many different kinds of payments, such as fringe benefits, payments to subcontractors and superannuation.

As a bookkeeper, you may be asked to assist in completing workers compensation returns. You can make life easier for yourself, and for the company accountant, by doing the following: 

	Allocate contractor payments into different expense accounts, separating subbies who are covered by workers comp from subbies who aren’t.
 	If you’re asked to make an estimate for the next 12 months wages, start by calculating the actual results for the previous 12 months. (If you make an estimate that ends up being way less than actual wages, you could attract a penalty.)
 	
[image: Tip] Contact the insurance company and ask it to align your insurance premium period with the financial year, so that the insurance cover runs from 1 July to 30 June. This way, you can use your end-of-year payroll reports to complete most of the information required on your insurance declarations.

 	If the insurance period straddles financial years and you’re required to report for a previous payroll year, you may hit a situation where payroll information has already been archived. In this situation, you may need to restore a backup file, and generate reports from there.




Finalising Pays at Year’s End

When winter sets in, the blue skies get bluer and the soccer season starts to reach a climax, you know the time has come: Tax return mayhem.

Set aside some extra time to balance your payroll accounts and double-check your transactions before finalising year-end pays, especially if this process is one that’s unfamiliar to you. The devil is in the detail, and there’s no shortage of detail in the processes involved.


Making sure things are tickety-boo

When June 30 rolls around, the first step is to check that everything to do with payroll is completely spick and span: 
	
Generate a report showing total wages paid and total PAYG tax deducted.

How you do this depends on whether you use payroll software or not, but the aim of the game is to go to your payroll reports or your wages spreadsheet and total up both wages and tax for the year.

 	
Compare total wages in your payroll records against total wages in your Profit & Loss report (the two figures should be the same!).

Compare the total for Wages Expense on the Profit & Loss report against total wages on your payroll report. If the two reports don’t match, run the reports month by month until you identify the difference. (The most common cause of error is if someone allocates an employee’s wage directly to Wages Expense without processing the transaction correctly in payroll.)

 	
Balance all payroll liability accounts, including PAYG tax and superannuation.

I explain how to balance payroll liabilities earlier in this chapter, in the section ‘Balancing your payroll accounts’.

 	
Double-check that all payroll clearing accounts have a nil balance.

If you have an Electronic Clearing Account or Payroll Clearing Account, make sure the balance of these accounts is nil at the end of the year. (I talk more about reconciling clearing accounts in Chapter 10.)

 	
Reconcile your main business bank account up to the last day of the financial year.

When you reconcile, pay special attention to any uncleared employee payments — these could be duplicate transactions and cause problems with your payroll reports.

 	
Generate a payroll report that summarises total wages, tax and super paid for each employee.

Quite what this report looks like depends on what software you’re using. However, Figure 11-4 gives an idea of what this report might look like.



With these checks and balances complete, you’re ready to finalise pays and, if necessary, generate payment summaries. Read on for this next thrilling instalment …


Submitting your finalisation declaration

Once you’re confident that you’ve recorded all the pays in your payroll software correctly (refer to ‘Making sure things are tickety-boo’, earlier in this chapter, if not), then you’re ready to make finalisation declaration for the year. What this means is that you upload a final report to the ATO of each employee’s year-to-date wages, super and tax deducted for the past 12 months. In most situations, this process replaces the need to provide each employee with a payment summary.

[image: Screenshot of a typical end-of-year payroll report summarising key information such as total wages, tax and super paid for each employee.] 
FIGURE 11-4: A typical end-of-year payroll report summarising key information.




The deadline for finalising pays is either 14 July or 31 July, depending on how many employees you have but, depending on your software, you may find that you have to finalise pays earlier than this — some programs require that you finalise the year just gone before you can process pays for the new year.

The exact process that you follow depends on what payroll software you’re using, but here are some universal principles that help you get an overview of what’s involved: 
	
Ensure you’ve recorded all pays in your payroll software correctly and that total wages according to your payroll reports are the same as total wages in your Profit & Loss report.

Refer to ‘Making sure things are tickety-boo’, earlier in this chapter, for more details.

 	
Generate a payroll report that summarises total wages, tax and super paid for each employee.

Figure 11-4, earlier in this chapter, gives an idea of what this report looks like.

 	
Generate a report that summarises the end-of-year totals your software is going to send through to the ATO.

In MYOB, for example, you find these figures under the EOFY Finalisation tab, and in Xero, you can click Export to CSV from the STP Finalisation menu found under End of Year reports.

 	
Compare the totals from the reports you generated in Steps 2 and 3. They should match!

[image: Tip] Employee allowances are the most common reason your totals may not balance — some allowances are meant to be included in gross payments, others are meant to be listed separately and a few kinds of allowances aren’t meant to be shown on payment summaries at all. If you’re at all unsure, check out the relevant pages at www.ato.gov.au or ask the company accountant for guidance.

 	
If any employees received a Reportable Fringe Benefit, add this amount to their end-of-year summary.

Your accountant is generally responsible for providing you with Reportable Fringe Benefit totals.

 	
Submit your data to the ATO.

And congratulate yourself on a tricky job done well.




Generating payment summaries

As I explain earlier, one of the neat things about Single Touch Payroll is that generally, you do away with the need to provide employees with payment summaries. However, you may still come across situations when payment summaries are required, including if: 

	You’re a family business with ‘closely held employees’ only (don’t you love that term?) and you’re exempt from Single Touch Payroll reporting.
 	You’ve made payments to an employee that weren’t included in your Single Touch Payroll. (Some types of termination or redundancy payments could fall into this category.)


Because almost all everyday business situations are now covered by Single Touch Payroll, you’re best to seek advice from your accountant if you think you need to generate payment summaries.

[image: Warning] Even if your accounting software has a button for generating payment summaries, don’t be tempted to supply your employees with payment summaries as well as finalising their data with Single Touch Payroll. If you do this, you run the risk of your employees ending up with their wages showing up twice in their tax returns.



Reporting for Taxable Payments (TPAR)

If the business you’re doing the books for includes building and construction, cleaning, couriers or road freight, IT services or security services, then each year you need to lodge a report called the Taxable Payments Annual Report (TPAR).

Although reporting for TPAR isn’t strictly part of payroll, I include this topic in this chapter because I like to complete my TPAR reporting at the same time as I finalise payroll. Also, although this shouldn’t be the case, some business owners get muddled between what they classify as a payment to a subcontractor, and what should actually be classified as wages.

When it comes to TPAR, it doesn’t matter whether the subcontractors you employ are sole traders, partnerships, companies or trusts. You have to declare payments you make to them, no matter what their business structure is. Exactly how you prepare this report depends on what accounting software you use, but here are a couple of tips to help you along the way: 
	
Identify which suppliers are subject to TPAR reporting.

The easiest way to do this is to print a list of suppliers who you have paid in the last 12 months and then highlight those that fall into the category of building and construction, cleaning, couriers, freight, IT or security services.

 	
If your software has this feature (most do), flag these suppliers so they will appear in your TPAR reports.

This usually involves ticking a box in the supplier’s card or contact record.

 	
When 1 July rolls around, generate a report listing all payments made to these suppliers in the last 12 months.

If your software doesn’t have TPAR features, you may need to generate a report for all supplier payments, sorted by supplier. Send this report into Excel, and then delete the suppliers who don’t fall into the TPAR category. Note you need to generate reports for TPAR on a cash basis, meaning you only report on actual payments made to subcontractors. If a subcontractor has supplied you with an invoice but you haven’t paid them as at June 30, you don’t include this invoice in your report.

 	
Review all transactions to look for any payments that were for goods only.

Strictly speaking, TPAR reports should only include payments to suppliers that are for labour only, or for a combination of goods and labour. TPAR reports shouldn’t include payments that are for goods only.


    

Chapter 12

Managing Inventory and Other Assets



IN THIS CHAPTER

[image: check] Recording the buying and selling of widgets, lingerie, haggis and much more

[image: check] Completing a head count of what’s in stock

[image: check] Balancing up your inventory account

[image: check] Buying and selling motor vehicles, new equipment and other assets

[image: check] Calculating depreciation and keeping tabs on asset values



When I was writing this chapter for the first edition, Finbar, my (then) 10-year-old son, was looking over my shoulder. ‘What’s depreciation?’ he asked curiously, reading my detailed explanations about assets and asset values, and different ways to calculate depreciation. ‘It’s when something gets old’, I replied somewhat distractedly, ‘and it isn’t worth so much anymore. Depreciation is how you account for the decline in value of something.’

‘Hmm’, replied Finbar. ‘Does that mean you’re depreciating?’ ‘No’, came my terse response. ‘I don’t depreciate. I appreciate, meaning I’m more valuable and more beautiful with every year that passes.’ ‘No need to be so sensitive’, he shrugged. ‘Doesn’t sound like you’re appreciating much at the moment.’

I do appreciate that getting your head around asset valuations and depreciation is tricky, and that’s why I devote over half this chapter to that very topic. I also flesh out a subject that gives many novice bookkeepers grief — namely, how to account for the buying and selling of inventory, how to manage stocktakes and how to get your inventory account to balance.



Buying In, Stocking Up and Selling Out

You can account for inventory in two different ways: The perpetual method and the periodic method. With the perpetual method, you record the cost of goods sold with every sales transaction, and keep track of the current balance of inventory throughout the year. With the periodic method, you don’t account for the cost of goods sold with every sale, and instead you keep the balance of your inventory account static throughout the year. At the end of the year (or at the end of each reporting period), you do a stocktake, and calculate your overall cost of goods sold.

If you use accounting software to track the sale and purchase of every inventory item, chances are you use a perpetual system, and your software calculates the cost and profit made with every sale. If you don’t track the sale and purchase of every inventory item (maybe you have a standalone point-of-sale system, or you sell second-hand goods, fresh produce or handmade products), chances are you use a periodic system, recording stock levels at the end of each accounting period. I explain both methods in the pages ahead.


Buying inventory to fill the shelves

Okay, so I’ve just received my first shipment of haggis (which, for the uninitiated, is a weird kind of Scottish sausage that in olden days was sewn up using the lining of a sheep’s stomach). The haggis is made by a local supplier, at a price of $5 per unit, plus GST, and I’ve purchased 50 units of this delicacy. I show the debits and credits behind this transaction in Figure 12-1. (In this example, I’m using a perpetual inventory system. If I were using a periodic inventory system, I would debit Purchases instead of Inventory.)

Of course, if you’re using accounting software, you don’t record a journal entry in this way. Instead, you record the supplier’s bill, simply increasing the number of items on hand. I show what this entry looks like in QuickBooks Online in Figure 12-2. Even though this entry looks completely different from Figure 12-1, the debits and credits behind this transaction are exactly the same.

[image: A transaction recording the debits and credits on the purchase of some inventory items.] 
FIGURE 12-1: Recording the purchase of inventory items.



[image: Screenshot of a purchases overview entry recording inventory purchases, the debits and credits behind a transaction.] 
FIGURE 12-2: When you use accounting software to record inventory purchases, the debits and credits are done for you.






Selling inventory to make a buck

Burns Night is approaching (that inebriated evening when the sentimentally inclined gather to remember Scotland’s national poet, Robbie Burns, who died some years ago in 1796), and I make my first sale of 10 haggis, at the grand price of $12 each plus GST. Och, this is a braw business.

Because I’m using accounting software to track inventory movements with every sale, I simply type in the name of the customer, the number of haggis sold and the price. Easy. But in the background, the debits and credits are doing their stuff, as per Figure 12-3. The increase in cost of sales is what it costs me to make the sale, which corresponds to a decrease in inventory (because I now have less stock). The increase in Accounts Receivable is because I’m now owed money, and this increase is represented by $120 in sales (which is the sell price before GST) and $12 in GST.

[image: Screenshot of a transaction recording the debits and credits behind the sale of 10 haggis.] 
FIGURE 12-3: The debits and credits behind the sale of 10 haggis.




If I didn’t account for the cost of each sale, and used a periodic inventory system instead, the journal would be more straightforward: I would simply debit Accounts Receivable, and credit Sales and GST Collected.

[image: Tip] By the way, even if you don’t physically enter debits and credits when recording inventory transactions in accounting software, that doesn’t mean you can’t view what’s going on. For example, if you’re using MYOB, simply type Ctrl-R (Windows) or Cmd-R (Mac) to view the debits and credits behind a transaction; in QuickBooks Online or Xero you can view a Journal Report.


Measuring the profits

Dusk is falling and it’s time for me to calculate how much profit I’ve made.

My accounting software uses a perpetual inventory system, and so I’m able to call up a quick Profit & Loss report. This report shows I’ve generated $120 in income (that’s 10 haggis at $12 each), with a cost of goods sold of $50 (10 haggis at $5 each), so I have a handsome gross profit of $70. I also still have 40 haggis left in my inventory, worth $200 in total.

If I were to use a periodic inventory system, my figures would initially be quite different. My report would show $120 in income, and purchases of $250, with a net loss of $130. But, as soon as I completed a stocktake, I’d increase inventory by $200 and decrease purchases by $200.

You can see how both reports look in Figure 12-4, where I show the two formats side by side. This report summarising sales, cost of goods sold and gross profit is sometimes called a Trading Statement.

[image: Two Trading Statements depicted side by side summarising the sales, cost of goods sold and gross profit in two different formats.] 
FIGURE 12-4: Trading Statements come in two possible formats.






Calculating the value of inventory

Accountants have about as many different methods of valuing inventory as you and I have had hot dinners. I could spend a whole chapter explaining different valuation methods, but instead I’m going to provide the briefest summary: 

	Average cost: Average cost is calculated by dividing the current inventory value by the number of units in inventory. It’s as simple as that! (Average cost is the method favoured by most small business accounting systems.)
 	First in/first out (FIFO): The first items you bring into inventory are the first ones you sell.
 	Last in/first out (LIFO): The last items you bring into inventory are the first you sell. (This method is not usually acceptable for tax purposes.)
 	Last cost: All inventory items are valued at whatever the last cost was for an item.


In Figure 12-5, I buy 5 kg of oats at $2 per kg, followed by 5 kg of oats at $2.50. I then sell 3 kg of oats, and calculate the value of stock remaining using four different methods. You can see how different the results are for each valuation method.

[image: A statement presenting the purchase of 5 kg of oats at $2 per kg, followed by 5 kg of oats at $2.50 and the selling of 3 kg of oats, to calculate the value of stock remaining using four different methods.] 
FIGURE 12-5: Different costing methods result in very different inventory valuations.




[image: Remember] I’m not suggesting you spend hours figuring out how to value stock using these different methods. However, because different valuation methods yield such different results, I do suggest that if you’re setting up accounting or point-of-sale software and you have a choice as to inventory valuation methods, you seek advice from the company accountant before proceeding.



Organising Stocktakes

I’ve done oodles of stocktakes over the years. The one I remember best was in a huge warehouse when the stocktake took about ten hours, with eight staff counting all day. Then the manager and I stayed up till 2 am, typing the counts into the computer one by one.

[image: Truestory] Things seemed fine until two days later when the computer crashed. Stay calm, I declared, we can restore the information from our backup. This we did, restoring the data from the day just before the stocktake. Never mind, I said, we’ll just type in the stock counts from the stocktake sheets one more time.

This is where the trouble hit. We looked high and low, far and wide, but the stocktake sheets had disappeared forever — through the shredder, I suspect. And so we completed the stocktake all over again. What a way to spend a weekend!

So with my hard-earned life experience in mind, here are a few tips to make sure things go swimmingly during stocktakes: 

	
[image: Tip] Avoid confusion: Before starting your stocktake, make sure you finalise all pending sales, and enter supplier bills for all goods that have already been received in the warehouse. Print a report showing stock at hand at this point in time, and then begin your stocktake. If possible, avoid recording any sales or receiving goods until the stocktake is complete.

 	Be clear about what you need to count: Make sure you allow for goods in transit, goods on consignment and goods in delivery vans or in other locations.
 	
[image: Remember] Get the date right: If you do a stocktake on 30 June, date the adjusting journal 30 June, even if you enter stock adjustments several days later.

 	Have a final check: After you record stocktake adjustments, your stock levels should be perfect, right? Make sure they are by printing a report showing final stock levels for every item and compare this against your stock count sheets.
 	Keep records in a safe place: In the final wash-up, file your original stock count sheets and final inventory reports together.
 	Make sure your inventory account balances: Skip to the following section to find out how.


[image: Tip] An alternative approach to organising mega stocktakes is to integrate stocktake procedures into daily business. For example, a client of mine runs a general store. She doesn’t do year-end stocktakes any more; rather, she organises her product into categories (ciggies, dairy, drinks, gourmet items and so on) and completes a quick spot-check of one product category every week or so. She uses a barcode scanner to zap the goods on the shelves, which then spits out a report showing stocktake differences. In addition, she runs a quick inventory quantity report every day and scans this report for negative inventory counts (an instant way to detect problems, because stuff like milk and bread just has to exist in the material world).




WHEN THE COST IS AS LONG AS A PIECE OF STRING
 
If you’re doing the books for a manufacturer, you may come across a whole load of chat about absorption costing. With absorption costing, you have to factor in not just the cost of raw materials when calculating unit costs, but also freight, the cost of labour, plus an allowance for factory overheads, such as electricity, insurance and rent.






My client likes this ‘perpetual stocktake’ method for a couple of reasons: First, her stock counts are now pretty accurate all the way through the year, which makes automatic re-ordering work a treat. Second, because she does stocktakes in bite-sized chunks, she has more time to figure out why stock levels are wrong, and fix the problem. Third: she can delegate the ‘zapping’ job to employees when the shop is quiet, making good use of staff downtime.
 


Balancing Your Inventory Account

In the perfect world, the total cost value of inventory in your inventory reports needs to balance with the value of your Inventory on Hand account in your Balance Sheet. For example, if you had only two items in stock — one tartan kilt at a cost of $200, plus one set of bagpipes at $2,000 — then the value of your Inventory on Hand account should be $2,200.

Of course, the world is not always perfect, and nor are you probably, and so every now and then you need to take the test. So, are you ready to give your inventory a quick health check? Grab the stethoscope and hold it to your heart. And then … 
	
Generate a report that shows the total value of inventory that you have in stock.

For example, in MYOB you generate an Inventory Value Reconciliation report; in Xero, you generate an Inventory Items List report. You get the idea.

 	
Now generate a Balance Sheet with the same date and look up the value of inventory on this report.

The inventory account is always an asset account and is usually called Inventory on Hand, Stock on Hand or something similar.

 	
Check your pulse. Then compare the bottom line of your inventory report against the balance of inventory in your Balance Sheet.

Is your heart still beating? I hope so.

 	If the two balances match one another, your fitness regime is serving you well, and your inventory balances.


If your inventory doesn’t balance, you need to take action. My usual strategy is to work backwards in time, comparing the balance of my inventory account against the total of inventory reports at the end of every month, going back as far as I can go. If the discrepancy belongs to a previous financial year, you’re usually best to seek advice from the company accountant. Otherwise, keep repeating the comparison process, narrowing down the date range each time.

If you can see that inventory has gone out of balance on a particular day (for example, maybe inventory was in balance on 1 June, but out by $85 on 2 June), then scan every transaction on that day, looking for the out-of-balance amount. You should be able to spot the culprit, which is usually a journal entry made directly to the inventory account or an inventory item set up incorrectly.



Accounting for Assets

Recording the purchase and sale of assets is one of the more confusing tasks that a bookkeeper confronts. Recording the purchase of a new asset is complicated by tricky questions such as ‘When is an asset really an asset?’ and ‘When is an asset really an expense?’ Recording the sale of an asset is also tricky. You have to not only account for the gain or loss on the sale of the asset, but also adjust the asset’s value to account for any depreciation that has been claimed since the purchase of this asset.

Note: When I talk about the purchase of assets here, I’m talking about the purchase of items such as new computers, tools or motor vehicles. I’m not talking about purchases of things like stock or raw materials, and nor am I talking about expenses such as advertising or telephone.


Figuring out if something is an asset or an expense

One of the weirder things about bookkeeping is what gets classified as an asset, and what gets classified as an expense. (This dilemma flows through to my personal life: I see those diamond earrings that I’d like for Christmas as an asset; my husband undoubtedly perceives them as an expense.) The distinction is pretty important. If something gets classed as an asset, you can’t claim a straight-out tax deduction. Instead, you have to depreciate the asset, claiming the cost bit-by-bit over several years.

So, what’s the dollar threshold when an asset becomes an expense? Keep the following in mind: 

	
[image: Gst] If the business has a turnover of $10 million or less per year, simplified depreciation rules apply: If something costs less than $1,000 (before GST), you treat this purchase as an expense. Note: This threshold is constantly subject to change, and although I’m correct at the time of writing, please do double-check with an accountant or with the ATO that this information is still accurate.

 	If the business has a turnover of more than $10 million, normal depreciation rules apply: If something costs less than $100 (before GST), you treat this purchase as an expense. (Again, this threshold is subject to change, so double-check this information on a regular basis.)


[image: Tip] When I talk about asset thresholds here, I’m talking about accounting for assets from a taxation perspective. However, remember that for management accounting purposes, you can choose to set any asset threshold that you like. Setting different asset thresholds for management versus tax purposes does add another layer of complexity, and is more a concern for the company accountant, rather than the bookkeeper.


Recording new asset purchases

Recording new asset purchases is pretty easy stuff. You simply record the transaction in the same way as you record any other payment, similar to how I do in Figure 12-6. But before you finalise this transaction, check the following: 

	Make sure you choose an asset account, not an expense account, to record new asset purchases.
 	Always include a detailed memo for asset purchases, including serial numbers if possible. The accountant needs a decent description in order to add this asset to the depreciation schedule. (Note, however, that if your accountant chooses to pool assets when calculating depreciation, a schedule isn’t required.)
 	If the business has a turnover of more than $10 million per year, you report capital acquisitions (the fancy term the Tax Office uses to describe new asset purchases) separately on the Business Activity Statement. This means you need to identify such transactions with a unique capital acquisitions tax code.
 	
[image: Remember] Also include associated costs such as accessories, installation and delivery as part of the cost of a new asset. However, remember to separate items that are clearly expenses, such as the registration expense you often pay in advance when purchasing a new vehicle.



[image: Screenshot of an expense report recording a new asset purchase - the purchase of a new vehicle.] 
FIGURE 12-6: Recording a new asset purchase.






Recording the sale of assets

Imagine that the business you’re doing the books for purchased a ute three years ago for $22,000 (including 10 per cent GST), and that this ute has just been sold for $9,900. You have a wad of 99 greenbacks in your hot, sticky hands. What next?

If your turnover is less than $10 million per year, your accountant may record assets in two different ways: The first way is to list each asset on a depreciation schedule (see ‘Depreciating Assets, One by One’ later in this chapter for more info). The second way is to combine assets into a single ‘asset pool’ and depreciate assets as a group.

If your accountant uses the pooling method of accounting for assets, you simply allocate the sale of the value to the relevant asset account in your Balance Sheet. Easy. Things get a little trickier, however, if your accountant maintains a schedule for all assets. Here’s what to do: 
	
Record the receipt of money from the sale, allocating the whole amount to an account called Gain or Loss on Sale of Assets.

If you don’t have an account by this name already, create one now. (I know that not every cent of this deposit is a gain or a loss, but you’re going to adjust this account later in this process.)

[image: Gst] If you’re registered for GST, remember you have to pay GST on the sale of any assets. So if you sell a motor vehicle for $9,900, $900 of this transaction goes to your GST liability account.

 	
Dig out the most recent Depreciation Schedule and look up the written-down value for this vehicle.

The written-down value is the original cost of an asset less how much has been claimed so far in depreciation. So if the ute cost $20,000 (less GST) and the business claimed $4,000 per year in depreciation for three years, the written-down value would be $8,000. (For more about depreciation, see ‘Depreciating Assets, One by One’ later in this chapter.)

 	
Calculate the difference between the written-down value for this vehicle and the sell price, excluding GST.

If the written-down value is less than the sell price (excluding GST), the business has made a gain on the sale. If the written-down value is more, the business has made a loss.

 	
Make a journal entry, and on the first line, credit the asset account with the original cost of the asset.

In my example in Figure 12-7, you can see I credit my Motor Vehicle asset account with the original cost of the ute, which was $20,000.

 	
On the second line of the journal entry, debit the accumulated depreciation account associated with this asset for the amount of depreciation claimed so far.

In Figure 12-7, I credit Motor Vehicles Accumulated Depreciation with $12,000 (having claimed $4,000 depreciation per year for three years).

 	
On the third line, debit the Gain or Loss on Sale of Assets account by the amount (excluding GST) you received on the sale.

I received $9,000 before GST for the ute, so I debit this account by $9,000.

 	
Calculate how much profit you made on the sale, and allocate this profit to your Gain or Loss on Sale of Assets account.

In my example, the ute was written down to $8,000 but I sold it for $9,000 (before GST), creating a profit of $1,000. I pop this amount in the credit column.

 	
Check that your debits match your credits, and record this transaction.

And pop the cork on the bottle of champagne, you clever thing.



[image: Screenshot of a recorded journal entry recording the gain or loss on the sale of an asset.] 
FIGURE 12-7: Recording the gain or loss on the sale of an asset.






Dealing with personal assets

What do you do if the owner of the business has already purchased an asset in his or her own name and is intending to use this asset for business purposes? (The most common example is a motor vehicle purchase.) Check out the following: 

	If the business has a sole trader structure, you don’t need to worry about introducing this asset into the Balance Sheet. However, you do need to alert the accountant about the use of this private asset for business purposes, so that the accountant can correctly claim depreciation.
 	If the business has a company structure and the owner requires to be reimbursed for this asset, you record the payment of the reimbursement in the same way as you’d record the purchase of an asset from any third party.
 	If the business has a company structure but the owner is happy for the company to make use of this asset, I suggest you seek advice from the accountant. You may need to set up a regular motor vehicle allowance reimbursing the company director for all out-of-pocket vehicle expenses.




Depreciating Assets, One by One

Purchases of assets such as land, buildings, tools, equipment and computers have lives that go beyond a single accounting period. For this reason, you don’t write off an asset as a business expense in the year that you buy it. Instead, you write off a portion of the cost every month or year for the life of the asset.

For example, if you just bought a new $20,000 forklift for your business and justified your purchase by mumbling as you paid the bill, ‘This is a great tax write-off’, prepare to be disappointed. Unless instant write-off incentives apply at the time you made the purchase (and such incentives do come and go with surprising regularity) you can’t claim the entire $20,000 as an expense this tax year — you can only claim the depreciation.

[image: Remember] Depreciation is the process whereby accountants argue, ‘This bit of gear has an average life of ten years. You can claim the cost bit-by-bit over this period’. Every time you claim a bit, this action is called depreciation.


Calculating depreciation

In real life, the job of calculating depreciation normally falls to the accountant, and not to the bookkeeper. However, I often find that bookkeepers make errors when accounting for assets, partly because they don’t understand how the whole depreciation thing works. And so, in the spirit of becoming a bookkeeper who’s truly ‘ahead of the pack’, read on.

Note: In this section, I’m talking about how to calculate depreciation if your accountant maintains a depreciation schedule for all assets, a method typically only employed for businesses turning over more than $10 million per year. If your accountant uses the pooling method of accounting for assets, skip ahead to ‘Depreciating using asset pools’.

[image: Tip] In order to calculate the depreciation of an asset, you need four pieces of information: 

	The original cost of the asset: Remember to include additional costs such as delivery and installation, but don’t include GST.
 	The method of depreciation: I’m going to focus on the two most common methods: Prime cost (also called straight-line) method, and diminishing value method.
 	The estimated useful life of the asset: The Australian Tax Office has a long schedule listing every asset imaginable, and how long they estimate the useful life of this asset to be.
 	How much has been written off this asset so far: If this asset has already been depreciated, you need to know how much depreciation has been claimed so far.



Depreciating using the prime cost method

With the prime cost depreciation method (also sometimes called straight-line depreciation), you spread the cost of the asset evenly over the number of years you estimate the life of the asset to be.

Imagine you purchase a new forklift truck for $30,000 and you estimate the life of this forklift to be five years. To calculate annual depreciation, you simply divide the cost of the asset by the estimated life. In other words, $30,000 divided by 5 equals $6,000, and so the annual amount of depreciation you can claim is $6,000 per year. (Alternatively, to calculate the depreciation rate, you divide 100 by the estimated useful life: 100 divided by 5 equals 20 per cent.) Table 12-1 shows the decline in value of this forklift over the course of five years using this method.
 
TABLE 12-1 Claiming Depreciation Using the Prime Cost (Straight-Line) Method
 	

	Year 1

	Year 2

	Year 3

	Year 4

	Year 5

	Cost price

	$30,000

	

	

	

	

	Opening written-down value

	

	$24,000

	$18,000

	$12,000

	$6,000

	Depreciation rate

	20%

	20%

	20%

	20%

	20%

	Depreciation expense

	$6,000

	$6,000

	$6,000

	$6,000

	$6,000

	Accumulated depreciation

	$6,000

	$12,000

	$18,000

	$24,000

	$30,000

	Written-down value

	$24,000

	$18,000

	$12,000

	$6,000

	$–





Depreciating using the diminishing value method

With the diminishing value depreciation method, you calculate depreciation each year on the written-down value of the asset (also sometimes called the adjusted tax value). With this method, you get more depreciation in the first years of life of an asset than you do later on.

If I use the same forklift truck example (where the forklift costs $30,000 and I estimate its life to be five years), then I calculate the depreciation rate simply by dividing 150 by the useful life. So, 150 divided by 5 equals 30, and 30 per cent is my diminishing value depreciation rate.

Table 12-2 shows the decline in value of this forklift over the course of five years using this method.
 
TABLE 12-2 Claiming Depreciation Using the Diminishing Value Method
 	

	Year 1

	Year 2

	Year 3

	Year 4

	Year 5

	Cost price

	$30,000

	

	

	

	

	Opening written-down value

	$30,000

	$21,000

	$13,700

	$10,290

	$7,203

	Depreciation rate

	30%

	30%

	30%

	30%

	30%

	Depreciation expense

	$9,000

	$6,300

	$4,410

	$3,087

	$2,161

	Accumulated depreciation

	$9,000

	$15,300

	$19,710

	$22,797

	$24,958

	Written-down value

	$21,000

	$13,700

	$10,290

	$7,203

	$5,042





Depreciating using asset pools

Rather than calculating depreciation on each asset individually (refer to preceding sections), the other method for depreciating assets is to pool assets together and depreciate the whole asset pool.

Asset pooling is allowed for small businesses turning over less than $10 million per year, and most accountants prefer to use this method for calculating depreciation.

Working with an asset pool is a four-step process: 
	
Calculate depreciation on the opening value of the pool.

At the time of writing, you calculate depreciation at a rate of 30 per cent.

 	Add the cost value of any assets acquired during the year to the value of the pool.
 	
Depreciate any assets acquired during the year.

At the time of writing, this depreciation rate is 15 per cent.

 	Deduct any proceeds from the sale of assets from the total value of the pool.


This method is pretty straightforward to work with. For you as a bookkeeper, all you need to know is that you allocate both the receipt of money from the sale of assets as well as the expenditure from the purchase of assets to an asset account called General Business Pool. (This account may also be called Asset Pool, Fixed Asset Pool or something similar.)


Recording depreciation

You record a journal for depreciation by debiting an expense account called Depreciation Expense and crediting an asset account called Accumulated Depreciation. (Alternatively, if your accountant pools assets when calculating depreciation, the journal may be to debit Depreciation Expense and credit an asset account called General Business Pool or something similar.) You can see what this journal looks like in Figure 12-8.

[image: Screenshot of a recorded journal entry to debit Depreciation Expense and credit an asset account called General Business Pool.] 
FIGURE 12-8: Recording a journal for depreciation.






Allowing for depreciation throughout the year

Usually, either the bookkeeper or the accountant makes a journal for depreciation at the end of each financial year. However, if depreciation is a significant expense, I prefer to make some allowance for this expense throughout the year. This way, I can see the ‘true’ profit for a business and make realistic budgets for tax. Here’s what to do: 
	Find out how much depreciation expense was claimed last financial year.
 	Divide this depreciation expense by 12 to arrive at a monthly estimate for the current financial year.
 	
Starting in the first month of the current financial year, create a monthly journal that debits depreciation expense, and credits accumulated depreciation.

Your journal is going to look just like Figure 12-8.

 	
At the end of the year, calculate the exact amount of depreciation expense for the year.

The accountant is probably responsible for this calculation, rather than yourself.

 	
Make one last journal adjustment, dated the last month of the financial year, for the difference in total depreciation.

For example, if you had claimed $10,500 in depreciation expense throughout the year, but the final calculation comes out at $10,000, then you make one last journal entry crediting depreciation expense for $500.



[image: Tip] Xero has great asset management and depreciation features that shortcut the journal process I describe in the preceding steps. You may find that you can manage depreciation accurately throughout the year without having to make end-of-year adjustments, especially if you ask your accountant to log onto your Xero company file from time to time and check your work.




WHEN COST DOESN’T REFLECT VALUE
 
When you look at a typical Balance Sheet, all assets are reported at cost. Although most of these assets are depreciated, some assets such as land and buildings aren’t. What this means is that no account is taken for either inflation or the changing value of these assets over time. As years pass by, the consequence is that some assets, particularly land and buildings, can become massively understated in value.

Does this confuse people who read financial statements, such as bank managers or prospective buyers of a business? Not really, because most people who understand financial statements know that a Balance Sheet shows assets at their historical cost, and if they want to know more about what a business is really worth, they can request current valuations of every asset.










Checking your schedule

I mention earlier in this chapter that your accountant calculates depreciation in one of two different ways: Either asset pooling, or listing each asset separately on a deprecation schedule. If your accountant uses a schedule, I recommend that you spend some time reviewing this document and checking its accuracy.

A depreciation schedule, by the way, is the list of fixed assets that a business owns (vehicles, tools, computers and so on), with columns for original cost, date of purchase, depreciation for the current year and written-down value. You can usually find a copy of this schedule attached to the most recent end-of-year accounts, but if you can’t locate the schedule in this spot, simply ask the company accountant to send you a copy. Accountants always complete a depreciation schedule as part of doing the tax returns for a business.

[image: Tip] A depreciation schedule usually groups assets into categories that correspond to the asset headings on your Balance Sheet. For example, if I look at the schedule for my own business, I can see one total for Computer Equipment and another for Motor Vehicles. These same headings exist on my Balance Sheet.

If I’m in a pernickety kind of mood (which I am, more often than not), I like to check that the values in my depreciation schedule match up with the assets in my Balance Sheet. I do the following: 

	I compare the original cost of every asset group in my schedule against the corresponding value in my Balance Sheet. For example, I compare the original cost column of computer equipment in my schedule against the account called Computer Equipment at Cost in my Balance Sheet.
 	I compare the written-down value of every asset group in my schedule against the corresponding value in my Balance Sheet. The written-down value is the value of an asset after depreciation. To arrive at this value from my Balance Sheet, I deduct the total of my Computer Equipment Accumulated Depreciation account from my Computer Equipment at Cost account.


The last thing I do when reading through a depreciation schedule is to make sure that the schedule doesn’t include any assets that have long since departed from this earth. You know the kind of thing: ancient computers, antiquated phone systems and the like. If I spot an asset on the schedule that I know doesn’t exist any more, I simply let the company accountant know in time for next year’s tax return.


[image: Truestory] ORGANISE THOSE ASSETS
 
One of my clients runs a cluster of group homes for adults with profound disabilities, and owns hundreds of assets including vehicles, furnishings and specialist equipment. For many years, their external accountant had maintained a depreciation schedule listing these assets, and provided depreciation calculations each year.

My client was concerned that this information wasn’t accurate enough and so together we organised a ‘stocktake’ of all the organisation’s assets. What a nightmare! Some assets on the list had long since disappeared (what did happen to that 1994 dot-matrix printer?), a lot of assets had shifted from one location to another, many assets had confusing descriptions and some assets were simply not listed at all.

My client decided to take control of their assets, and purchased asset-management software. However, asset-management software doesn’t just calculate depreciation, but also keeps a complete asset register: A list of assets, cost and date of purchase, current location, service dates, warranty expiry dates and serial numbers. At the time, it felt like a real mission getting all the info into the software, but after this first stage was complete, everything ran like a dream.







    

Chapter 13

Mastering Tricky Situations



IN THIS CHAPTER

[image: check] Making journal entries: If you have a debit, you must have a credit

[image: check] Recording new bank loans and loan repayments

[image: check] Supporting the consumer economy (and recording hire purchase debt)

[image: check] Tweaking the bottom line with expense adjustments

[image: check] Matching income against expenses



The line between what an accountant does and what a bookkeeper does is a grey one. Some bookkeepers only do the bare minimum and leave the accountant to do the rest. Other bookkeepers prepare accounts that are damned near perfect, and all the accountant does is double-check the entries and make a few final adjustments.

This chapter is for bookkeepers who fall into the damned near perfect category, or even the completely perfect category: Bookkeepers who are ahead of their game and who want to create a set of accounts that’s as clean as a whistle. I talk about the very trickiest transactions that a bookkeeper encounters, such as how to record new loans, figure out hire purchase entries, make adjustments for prepaid expenses, make journal provisions for employee leave and a lot more.

Keen to hone your skills to a razor-sharp edge? Then read on …



Recording Journal Entries

Most of the transactions I describe in this chapter don’t involve a bank account, and instead involve a general journal, which is a special kind of journal, typically an adjustment, that transfers amounts from one account to another.

Unlike most other bookkeeping transactions, when you record general journals you need to have an understanding of debits and credits. If you feel at all befuddled about debits and credits, have a quick read through Chapter 3 and then return to this chapter.

[image: Gst] Many journal entries don’t include GST, because they are an adjustment between accounts, rather than a payment or receipt. However, if you’re in doubt about whether or not a journal includes GST, always seek advice from your company accountant.



Plunging Into Debt

Part of growing any business usually means taking out loans of some kind. In the first part of this chapter, I explain how to record new loans and loan repayments, and reconcile loan accounts.


Going into the red

Imagine the business that you’re doing the books for receives a bank loan, with the funds deposited directly in the business banking account. Recording new loans can be daunting at first, but here’s how it’s done: 
	Create a new liability account called Bank Loan.
 	
Record a new deposit in your receipts journal, allocating this deposit to your new Bank Loan account.

Alternatively, when this transaction shows in your bank feed, choose your new Bank Loan account as the allocation account.

 	
[image: Gst] Make sure you don’t include any GST on this transaction.

Why? Because a loan itself doesn’t include any GST, even though you may plan to use the loan to purchase something that does have GST on it.



Now imagine that this business receives another bank loan, but this time the funds go straight to a third party, such as a car dealer or a retailer of equipment, without touching the business bank account along the way. You use a different tactic: 
	Create a new liability account called Bank Loan.
 	
Record a general journal entry that debits an appropriate asset account and credits the Bank Loan account.

In MYOB, you do this via Record Journal Entry. In QuickBooks Online, you go to Journal Entry. In Xero, you go to Manual Journal.

I show an example entry in Figure 13-1, where I purchase a motor vehicle for $24,200, including GST. In real life with a vehicle purchase, I would probably have on-road costs such as registration and insurance as well (I show this detail in Figure 13-4), but right now I’m keeping things nice and simple.


[image: Screenshot of a recorded journal entry that debits an appropriate asset account for purchasing a new vehicle via a bank loan.] 
FIGURE 13-1: Purchasing a new vehicle via a bank loan.




 	
[image: Gst] Make sure you account for any GST on this transaction.

Unless you buy an asset second-hand from a private individual, most new assets such as motor vehicles and equipment include GST as part of the sale price.


 


Aiming towards the black

An unhappy fact of life is that for every bank loan, you have loan repayments. So, how do you account for loan repayments in the books?

Easy. You record loan payments as a withdrawal from your bank account, and you allocate these withdrawals to the relevant liability account, usually called something like Bank Loan. (If you can’t see an account by this name, refer to the preceding section.) Loan repayments don’t have GST on them, so always code these transactions as non-reportable.

[image: Tip] See if your accounting software allows you to record loan repayments automatically. For example, you may be able to schedule transactions for loan repayments so that your accounting software automatically records this transaction on a certain day each month. Alternatively, if you use bank feeds and bank rules, set up a rule to automatically allocate loan repayments to the correct account.


Recording loan interest and fees

As a conscientious bookkeeper, you have to record not only loan repayments, but also loan interest and loan fees. Working from the loan statements, record a general journal for every interest entry or bank fee charged, dating this journal with the date that the interest or fee was charged.

[image: Gst] Think carefully about GST reporting when recording loan interest or fees. Almost all bank charges (with the exception of merchant fees) and interest expense are GST-free, which means you don’t claim GST on either expense. (For more about tax codes, refer to Chapter 6.)

You can see an example general journal in Figure 13-2. Note that I debit Interest Expense and I credit the Bank Loan account. Remember that bank loans are liabilities, so crediting a liability account increases the outstanding balance.

When you finish all the journals, confirm your work. Generate a Balance Sheet report for the month that you’ve recorded interest payments up to (for example, if you enter interest expense transactions for January to March, generate a Balance Sheet as at 31 March), and check that the balance of the loan as it appears on the Balance Sheet matches against the bank statement.

[image: Tip] If you find the loan on the Balance Sheet doesn’t match up against the bank statement, you’re best to try to reconcile this account in the same way as you reconcile any other bank account. Refer to Chapter 10 to find out everything you ever wanted to know, and more, about reconciliations.

[image: Screenshot of an example general journal statement recording the interest charged against bank loans.] 
FIGURE 13-2: Recording interest charged against bank loans.






Working with Hire Purchase, Leases and Chattel Mortgages

Fast cars, shadowy corridors and an untrustworthy femme fatale — whoops, I thought I was writing a film noir script for a minute. I’ll start again: Fast cars, shadowy corridors and … trade finance. Ah, to be a realist. In this section, I look at three additional kinds of finance options: Hire purchase, leases and chattel mortgages. All three forms of finance are common, and each one requires slightly different bookkeeping tactics.

[image: Tip] Your starting point is always to get hold of the original paperwork, and double-check exactly what type of finance you’re working with. This paperwork is sometimes a tad confusing, so if you’re at all unsure, contact the bank, finance company or company accountant and ask for assistance.


Taking on a new hire purchase debt

Hire purchase is a loan allowing you to buy goods, such as equipment, vehicles or other assets, on credit. You pay interest on this loan, and ownership transfers to you when the final loan payment is made.

In this section, I use the purchase of a new motor vehicle as an example for recording a hire purchase debt. I do this not only because motor vehicles are the most common thing that businesses buy on hire purchase, but also because this transaction is relatively complicated. In other words, if you can figure out how to record a hire purchase transaction for a motor vehicle, you can probably figure out any hire purchase transaction!

Your first step is always to get your hands on the original hire purchase agreement and make your way to where the figures are. The total amount of the debt typically has six elements: 

	The amount of principal being borrowed (from which a deposit has sometimes been paid)
 	Miscellaneous fees such as booking fees, dealer delivery fees, legal fees, valuation fees and stamp duty
 	Insurance and registration (new vehicles only)
 	Extras (roof racks, tow bars, window tinting and so on)
 	The total interest payable
 	GST (note that GST isn’t charged on either stamp duty or registration)


In Figure 13-3, I show a typical extract from a hire purchase document summarising the purchase of a motor vehicle.

[image: A typical extract from a hire purchase document summarising the transaction for the purchase of a motor vehicle.] 
FIGURE 13-3: A typical summary from a hire purchase document.




Figure 13-4 leaps straight into showing you what the journal for this transaction is. Here are a few tips explaining how this journal works: 

	
[image: Gst] Be aware that special rules for GST apply for cars with a value exceeding the luxury car tax threshold. The ATO reviews this limit every year, so seek advice from the accountant if you’re not sure whether this applies to the vehicle being purchased.

 	With any new purchase, try to separate out capital costs (such as delivery and stamp duty) and expenses (such as registration and insurance).
 	You allocate the total amount of the hire purchase debt to a liability account called Hire Purchase plus a description of whatever it is you’re purchasing. (You’ll probably have to create a new account by this name.)
 	Look up the total interest that is charged on this loan, and allocate this total to a liability account called Less: HP Interest Charges. (You’ll probably have to create a new account by this name.)


[image: Screenshot of a recorded journal entry presenting the purchase of an asset using hire purchase.] 
FIGURE 13-4: A journal entry showing the purchase of an asset using hire purchase.






Recording hire purchase payments

Most bookkeepers allocate hire purchase payments to an account called Hire Purchase Liability, and code this transaction as non-reportable. This treatment is correct from an accountant’s perspective. The accountant then journals the total interest payable on the hire purchase once a year, debiting Interest Expense and crediting Hire Purchase Liability.

However, some business owners prefer to allocate hire purchase payments to an expense account called Motor Vehicle Hire Purchase. Although this treatment isn’t strictly correct — the payments are a repayment against a loan, and only the interest on this loan is an expense — you do get a more accurate reflection of month-to-month profitability with this method, especially in the earlier years of a hire purchase obligation, when both the interest and depreciation on the hire purchase asset are relatively high.

Of course, the most accurate method is to refer to the payments schedule provided by the finance company and split each payment between principal and interest expense. In practice, few accountants expect bookkeepers to go into this level of detail, and are fine to make an adjustment once a year to tweak the accounts.


Living it up with a new lease of life

A lease is a particular form of finance where a finance company buys an asset (such as a motor vehicle or new piece of equipment) on behalf of a business and then rents it back to the business. The business pays rent every month for an agreed amount of time, and then, if it chooses, at the end of this period buys the asset from the finance company for a reduced price.

Recording leases is usually pretty simple: You record the payment coming out of the business bank account, and allocate this payment to Lease Expense. You only have a couple of technicalities to bear in mind: 

	
[image: Gst] Some leases have a small amount of stamp duty included. Stamp duty doesn’t attract GST, so you need to split every lease payment transaction into two allocations: One for the taxable component, and another for the non-taxable component.

 	In some scenarios, such as a relatively short-term lease on an asset with a long life expectancy, accountants choose to show leased assets in the Balance Sheet. If this applies to the business you’re doing the books for, the accountant will provide you with a journal to record this asset in the books.
 	
[image: Tip] The first instalment of a lease sometimes includes additional amounts for registration and insurance. Find out what this first instalment includes and split it up correctly across the appropriate expense accounts.

 	Leases often involve a residual — a lump-sum payment payable at the end of the lease term that roughly equates to the value of the asset. If a business chooses to pay this residual, the asset transfers into its name. When (and if) this residual is paid, you allocate the whole amount to an asset account such as Motor Vehicles or Plant & Equipment — remembering, of course, that this residual payment almost certainly includes GST.



Signing up with a chattel mortgage

A chattel mortgage is a form of finance where ownership transfers to the purchaser right from the start. (With hire purchase, ownership only transfers to the purchaser at the point that the final payment is made, and with leases, ownership only transfers to the purchaser if the purchaser chooses to pay the lump sum residual at the end of the lease term.)

You use the same method to record a chattel mortgage transaction as you do a hire purchase transaction (refer to ‘Taking on a new hire purchase debt’, earlier in this chapter) but with two important differences: 

	First, when you record a chattel mortgage, you don’t record future interest charges, as I do in the last line of Figure 13-4.
 	
[image: Gst] Second, you deal with GST differently. With a hire purchase debt, GST is charged on the interest component of purchase. With a chattel mortgage debt, interest is not charged on interest. (Note: Regardless of whether you report for GST on a cash or an accrual/invoice basis, you claim back all the GST in one big lump in the first Business Activity Statement following both hire purchase and chattel mortgage agreements.)





Adjusting the Bottom Line

Three accountants are being interviewed for a job. They’re all experienced, well-presented and amply qualified. So the HR officer poses the question (one that he personally, being a touchy-feely type, finds difficult to answer): ‘What is two plus two?’

‘Four’, replies the first candidate, quick as a flash. ‘Statistically anything between 3.9 and 4.1’, replies the second, with a nerdy twitch of the eyebrows. ‘Two plus two?’ counters the third, ‘I must ask a question in return — what would you like the answer to be?’

[image: Remember] Accounting is not a science, rather an art form. I’m not talking tax evasion here — rather, I’m describing how the job of an accountant is often to adjust figures, not only to get the best result from a tax perspective, but also to match expenses against income and come up with financial statements that make sense. As a bookkeeper who’s on top of their game, it pays to understand the nature of these adjustments and also, in some situations, be able to make the journals yourself. So in the next few pages, I explain some of the most common types of adjustments that accountants (and bookkeepers) make.


Reallocating prepaid expenses

Prepayments are expenses that a business pays for in one lump sum (such as annual insurance or commercial bill interest), but which are really expenses paid in advance for months or even years ahead. The problem for you is this: If you record prepayments as an expense in the month when they’re paid, you understate the profit for that month but overstate it for the following months.

Don’t sweat. You can keep things sweet by using a series of simple journal entries to spread expenses evenly over the months or year ahead. Here’s your battle tactic: 
	
Create a new asset account called Prepayments.

This account is always a current asset account.

 	
[image: Gst] Allocate the payment of the expense to this prepayment account.

For example, if you’re paying $12,000 (plus GST) for an insurance premium, you don’t allocate this expense to Insurance Expense, rather you allocate it to Prepayments. And remember, even though you’re allocating this payment to an asset account, you also need to claim the GST.

 	
Divide the amount of the prepayment by the number of months it covers.

For example, if I pay $12,000 in advance for an insurance premium for the next 12 months, I divide $12,000 by 12 to arrive at $1,000 per month.

 	
At the end of that month, record a journal entry that debits the expense account and credits the prepayment account for the monthly amount.

In Figure 13-5, I record a journal entry that debits Insurance Expense for $1,000 and credits Prepayments for $1,000.

[image: Gst] Make sure you don’t claim any GST with this journal entry. You already claimed GST when you recorded the original payment (if in doubt, check back to Step 2), so you can’t double-dip.

 	
If possible, set this journal up as a repeating journal so that it happens automatically at the end of each month.

Whether or not you can do this depends on what accounting software you’re using.


 


Accruing future expenses

An expense accrual is an adjustment for expenses that you haven’t received a bill for yet, but which the business has incurred. Many smaller businesses that report on a cash basis don’t bother with accruals. However, most larger businesses make accruals for expenses at the end of each financial year, and sometimes more often than that, so that they can accurately match expenses to the period in which they’re incurred. (For an explanation about cash versus accrual accounting, refer to Chapter 3.)

[image: Screenshot of a New Manual Journal adjusting for expenses that have been paid in advance.] 
FIGURE 13-5: Adjusting for expenses that have been paid in advance.




(By the way, a provision is pretty much the same as an accrual — being an adjustment for expenses or income not yet billed — but with the difference that the exact amount or the exact timing is uncertain. I talk more about provisions in the section ‘Figuring out leave provisions’.)

Here are some examples of accruals that accountants, or bookkeepers, often make: 

	Accounting and tax agent fees: Accountants sometimes make a journal entry on the last day of the financial year for the accounting fees that the business is going to incur for the year just gone.
 	Bills not yet received: Accountants sometimes make an accrual for bills expected from suppliers for work done in one financial year, but not received until the next.
 	Commission payable: Maybe the business pays commission to agents monthly, 20 days after the end of each month. In this case, the accountant may make an accrual at the end of each month for the commission payable.
 	Franchise fees payable: Typically, a franchisee pays the franchisor in the month or quarter after each reporting period. However, the accountant needs to make an accrual for franchise fees at the end of each month, so that the franchise expense belongs to the correct period.
 	Wages payable: If a business has a large payroll and pays employees fortnightly, and the financial year ends just before payday, accountants sometimes do a journal to recognise the expense of unpaid wages.


[image: Remember] The reason accountants and bookkeepers make accruals is to meet the matching principle of accrual accounting, which aims to bundle together income and associated expenses into the same period. For example, by making an accrual for commission at the end of each month, you match the commission to the same month as the sales to which it belongs.

Enough of all this theory: If you want to do an accrual, how do you go about it? Just follow my lead: 
	
Create a new liability account that describes the accrual that you’re about to make.

I like to be specific when describing accrual accounts, using names like ‘Accrual for Bills Not Yet Received’ or ‘Accrued Commission’, rather than vague descriptions such as ‘Accrued Expenses’.

 	
At the end of each period (this can be weekly, monthly or quarterly), record a journal entry that debits the expense account and credits the liability account for the amount owing.

For example, if you pay sales commissions every month, you calculate at the end of each month how much commission is due, and then you make a journal entry debiting Commission Expense and crediting Accrued Commission. You can see how this journal looks in Figure 13-6.

[image: Gst] Don’t claim any GST with this journal entry. You can’t claim GST until you either receive a bill or make a payment.

 	
When you pay this expense, allocate this payment to the relevant liability account, not the expense account.

For example, when you pay commission at some point during the following month, you allocate this payment to Accrued Commission, not Commission Expense. (And at this point, you can claim the GST if applicable.)

 	
Check that the balance of your accrual account returns to zero and, if not, make an adjusting journal entry.

Sometimes when you finalise accounts, you realise that your accrual wasn’t completely accurate. For example, maybe you calculate commission to be $1,000 for a particular month, but the payment ends up being for $990. You need to make a final adjusting journal that debits the Accrued Commission account and credits Commission Expense for the remaining $10.



[image: Screenshot of a recorded journal entry for debiting Commission Expense and crediting Accrued
Commission.] 
FIGURE 13-6: Making an accrual for expenses.




[image: Tip] An alternative approach, and one that many accountants who only make journals once a year prefer, is to reverse accruals on the first day of the following month, recording a journal entry that debits the accrual and credits the expense. Then, when the expense occurs, this payment gets allocated to the relevant expense account.


Figuring out leave provisions

A leave provision is an entry in your accounts that allows for leave entitlements owing to employees. For example, if I have an employee who currently earns $52,000 per year, and she’s got four weeks of annual leave and two weeks of sick leave up her sleeve, making six weeks altogether, then I have a potential liability of approximately $6,000.

If you’re lucky, you may find that the responsibility for calculating and recording leave provisions falls to the company accountant, rather than you as a bookkeeper. But if you’re not so lucky — a likely scenario for a bookkeeper working in not-for-profit organisations — you’re going to have to get your head around this whole messy business. So here goes: 
	
Generate a Balance Sheet for the last day of your financial year and highlight the balances of all the leave provision accounts.

Look for liability accounts called Provision for Long Service Leave, Provision for Holiday Leave and so on. Oh yes, and if your organisation makes journals for leave on a monthly basis, rather than an annual basis, then you print up a Balance Sheet for the month just gone, rather than for the year just gone.

 	
Generate a report that shows how much leave employees are due.

Most organisations make provisions for annual leave and long service leave, but some organisations also make provisions for a whole swag of other entitlements such as sick leave, time-in-lieu owing and accrued rostered days off.

For more info about calculating employee entitlements, scoot back to Chapter 9.

 	
Chat to the company accountant about whether you need to adjust the leave figures at all.

Some accountants like to adjust leave figures, adding leave loading to annual leave, or adjusting long service leave accruals by calculating the probability of how many employees are going to stick around long enough to be eligible.

 	
For each leave provision, calculate the difference between the Balance Sheet and the value of leave owing.

For example, if the leave report shows $5,000 outstanding in annual leave and the Balance Sheet shows $4,000, the difference is $1,000. (Of course, if nobody has recorded leave provisions before now, the difference is $5,000.)

 	
Record a journal entry to adjust every provision account.

To increase the balance of a provision account, debit an expense account called Wages Leave Provision Expense (create an expense account by this name if you don’t already have one) and credit the provision account. To decrease the balance of a provision account, debit the provision account and credit Wages Leave Provision Expense. You can see how this works in Figure 13-7, where I increase the Provision for Annual Leave account by $1,000.

 	
Check that the balances of your provision accounts are correct.

Even after a mind-numbing number of years doing this journal entry caper, I still sometimes have a brain freeze and muddle my debits and credits. That’s why I always check the Balance Sheet to see if the new balances of my provision accounts now match up with the leave reports.



[image: Tip] By the way, most small businesses don’t worry about leave provisions; not only are the journal entries somewhat tricky, but also you can’t claim unpaid leave as a tax deduction. Generally, only larger businesses that hire out staff and have a large payroll, as well as community and not-for-profit organisations, go to the trouble of recording leave provisions.

[image: Screenshot of a recorded journal entry decreasing the balance of a provision account, debiting the provision account and crediting Wages Leave Provision Expense.] 
FIGURE 13-7: Making journals for leave provisions.





Separating private expenses from business ones

Many businesses, especially businesses that have a home office, end up with a bit of a jumble of business and personal transactions. Your job is to make sure that all legitimate business expenses get claimed, and that no personal expenses end up in the mix.

I’m going to give some examples from my own clients, where the bookkeeper needs to adjust for personal usage: 

	One client of mine claims 100 per cent of his motor vehicle expenses throughout the year. However, his log book shows that he can only claim 85 per cent of motor vehicle expenses, meaning that his bookkeeper needs to adjust for the non-claimable 15 per cent.
 	The same client runs his business from a home office and claims all electricity bills as a business expense. The bookkeeper later makes an adjustment, only claiming 20 per cent of electricity as a business deduction.
 	Another client of mine pays a cleaner every week from her own pocket for cleaning both her home and the office. She doesn’t claim any of this expense during the year, so her bookkeeper makes an adjustment once a year for 25 per cent of the total cleaning bill.


Adjusting expenses is easy. To adjust for an expense that has been overclaimed (such as a business claiming 100 per cent of a motor vehicle when it can only claim 85 per cent), do a journal that debits Owner’s Drawings and credits the relevant expense account for the amount that was overclaimed. For example, in Figure 13-8, the business owner has claimed $8,000 of motor vehicle expenses, claiming 100 per cent each time. I need to adjust for 15 per cent personal use, so I debit Owner’s Drawings (an equity account) for $1,200 and credit Motor Vehicle Expense for $1,200. You can also see that because GST was claimed against these vehicle expenses in the first place, I’m also careful to include GST in my adjustment.

[image: Screenshot of a journal draft that debits Owner’s Drawings and credits the relevant
expense account for the amount that was overclaimed.] 
FIGURE 13-8: Adjusting expenses to allow for personal usage.




To adjust for an expense that has been underclaimed, do a journal that debits the relevant expense account and credits Owner’s Drawings for the amount that was overclaimed.

[image: Tip] Small businesses are allowed to make GST adjustments once a year for personal expenses in the final Business Activity Statement for that year. Although this method is quick and easy, I prefer to account correctly for GST throughout the year. Firstly, because I don’t like hidden surprises and, secondly, because my month-to-month Profit & Loss reports are more accurate if I adjust for GST on an ongoing basis.

[image: Remember] Note: I’m assuming in the examples in this section that you’re doing the books for a sole trader, because this is the kind of business where personal and business expenses most often become intertwined. However, if you’re doing the books for a partnership, you adjust Partners’ Drawings instead of Owner’s Drawings or, if you’re doing the books for a company, you make adjustments against the Directors’/Shareholders’ Loan account.



Bringing Income into Line

Although tidying up accounts usually involves making adjustments to expenses, you get some situations where you need to adjust income also. To close off this chapter, I talk about two situations where you may need to make income adjustments: The first is matching income to the correct period if you receive payment in advance; the second is recording dividend income correctly.


Shifting income received in advance

Occasionally businesses receive money in advance from customers. For example, I can think of two of my clients who tend to get a flurry of advance payments just before the end of the financial year, with many clients paying thousands of dollars upfront for work that hasn’t even started yet. Another client, a not-for-profit organisation, survives on large government grants that are always paid six or twelve months in advance.

The name of the game, from an accounting perspective, is matching the income to the period in which it is earned. Here’s how: 
	Create a new liability account called Unearned Income or Income in Advance.
 	
Figure out when the work that belongs to this income is going to take place, and when you want the income to show up in the accounts.

So, if you receive a government grant of $12,000 in advance for 12 months, you want to show $1,000 of grant income every month for the next 12 months. Or, if a customer pays $5,000 in June for a website design that you’re going to do in July and August, you want to show $2,500 as income in July, and $2,500 in August.

 	Allocate the whole amount of payment to Unearned Income.
 	
At the end of each month, make a journal entry that debits Unearned Income and credits the relevant income account for the amount earned.

See Figure 13-9 for how the deed is done.

 	
At the end of the job, project, contract or whatever, check that the balance of Unearned Income returns to zero.

Make sure that when the income is earned and the deed is done, your Unearned Income liability account clears back to zero. Too often I go to check the accounts for a client and find amounts sitting in Unearned Income that have sat there for so long that nobody can even remember what they were for.



[image: Screenshot of a recorded journal entry that debits Unearned
Income and credits the relevant income account for the amount earned.] 
FIGURE 13-9: Matching income to the period when it is earned.




In this example, I show a ‘traditional’ approach for recording unearned income. However, if you use accounting software and the unearned income only spans one period — maybe you receive the money in June and then do the job in July — an easier approach is to generate a sales order to the customer, and apply customer prepayments against this order. Most accounting software is intelligent enough to realise that order prepayments automatically go to a liability account. When you later convert this sales order to an invoice, the software automatically transfers the deposit from a liability account to income.


Grossing up dividends

At first, recording dividend income seems easy (by dividend income, I mean dividends you receive from shares such as Woolworths Group or Telstra or whatever). You simply allocate the moolah against an income account called Dividend Income or something similar, and you’re done.

But here’s the rub: You actually get two kinds of dividends: Franked dividends, which are company dividends that include an imputation credit, and unfranked dividends, which are company dividends that don’t include an imputation credit (franked dividends are the more common of the two). Imputation credit is just a fancy word meaning tax credit, currently paid at a rate of 30 per cent in Australia.

Occasionally, dividends may also include a credit for Withholding Tax. How you allocate this tax depends on whether the dividend is paid to an individual or a business entity — check with the company accountant if you’re not sure.

Almost all dividend statements show how much the imputation credit is worth, but if you’re not sure, you can usually calculate this amount yourself. For example, if you know that the company tax rate is 30 per cent, the maths works out so that every 70 cents dividend paid includes a 30 cent tax credit. So if you receive a dividend for $70, you automatically receive an invisible tax credit of $30. (I say ‘invisible’, because you have nothing to show for this tax credit until tax return time.) Note: In some situations, you may receive a partly franked dividend, so I recommend that you always double-check the dividend remittance advice for the value of the tax credit.

[image: Tip] Being the truly brilliant bookkeeper that you are, your job is to gross up dividends when you record them in the books, meaning that you allocate the gross value of the dividend to Dividend Income, and allocate tax credit to an asset account called Imputation Credits. The gross value equals the net amount you receive, plus the value of the tax credit.

Maybe an example will help explain what I mean. In Figure 13-10, I receive a franked dividend from Woolworths. The amount of the payment from Woolies is $140, and the paperwork that comes with the dividend says I have a tax credit of $60. I do the following: 
	I enter the value of the payment as the amount received (that’s $140).
 	I gross up the dividend by adding $140 and $60 together, making $200.

[image: Screenshot of the New Receive Money draft for recording a dividend and imputation credits.] 
FIGURE 13-10: Recording a dividend and imputation credits.




 	I allocate $200 to Dividend Income as a positive amount.
 	I allocate the tax credit (that’s $60) to Imputation Credits as a negative amount.


Voilà. My debits match my credits, and I have the feeling that the world is set to rights.

[image: Remember] You really only need to record dividend income as income if shares are owned by the business itself. You don’t need to record income if the shares are in the name of an individual. For example, if a business has a sole trader structure and the owner of that business has shares in his or her own name, this dividend income isn’t really part of the trading results for that business. Even if the owner chooses to deposit dividend income into the business bank account, you’re best to allocate this income against an equity account called Personal Contributions or Dividend Income, and make a note to tell the accountant about these transactions at the end of the tax year.
     

Chapter 14

Checking Your Work



IN THIS CHAPTER

[image: check] Sweeping through the bank accounts with a stiff broom

[image: check] Getting debtors and creditors spick and span

[image: check] Ensuring your tax codes are as clean as a whistle

[image: check] Mopping up control accounts

[image: check] Digging for dirt



One of the services I offer as part of my consultancy business is a 12-step bookkeeping health check, where I go through a client’s set of accounts from top to bottom, identifying possible problems.

Clients sometimes wonder how I can sit down in front of a set of seemingly perfect accounts containing many thousands of transactions and, in a few minutes, uncover a whole list of mistakes. Contrary to popular opinion, I don’t have any psychic gifts or special powers, just a bag of tricks that I’ve honed over many years.

I’ve guarded these techniques carefully over the years, but in this chapter, I share the whole kit and caboodle with you. Best of all (and unlike other kinds of health checks that I’d rather not think about right now), no physical exercise, diets or grisly confessions are involved.



Starting with the Bank Accounts

The first three steps of my 12-step health check involve verifying bank balances. Not only do I check that every account is reconciled, but I also check for stale transactions and strange-looking dates.

[image: Tip] Bank accounts are a great starting point when you’re checking accounts; if a bank account balance isn’t correct, you can be sure the accounts themselves aren’t correct.


Step 1: Checking that everything reconciles

Earlier in this tome, I devote an entire chapter (Chapter 10, to be precise) to the scintillating topic of bank reconciliations. Bank reconciliations form the guts of the whole accounting business, because until you’re sure that all bank accounts balance, you can’t rely on a single report.

Ask yourself the following: 

	Is every business bank account reconciled, including savings accounts and credit cards?
 	Is every loan account reconciled?
 	Does every clearing account, such as Undeposited Funds, Electronic Clearing or Payroll Clearing, return to zero at the end of the period?


Is your answer yes to every question? Then well done, Step 1 of your health check is complete.

[image: Warning] Xero refers to the process of reviewing and allocating transactions as reconciling your bank account. However, even if you have clicked off every transaction and the dashboard says your bank account is reconciled, this doesn’t mean that your work is complete. To be confident that your bank account really does reconcile (and because bank feeds aren’t 100 per cent accurate), you still have to double-check that the closing balance in Xero matches with the closing balance on your bank statement.

[image: Tip] If you’re doing this health check at the end of a financial year, you may want to photocopy or scan the bank statement page that includes the balance as at the last day of the financial year (typically 30 June), and attach this to your bank reconciliation for that period, proving that each account is properly reconciled.


Step 2: Hunting for stale transactions

As I wrote this chapter for the first edition, the languorous summer holidays were drawing to a close. Before sitting down to write, I thought I’d be a good mum and spring clean my son’s bedroom before term began. As soon as I fished Finbar’s school bag out from under his bed, I regretted my maternal zeal. Sure enough, still at the bottom of the bag from six weeks ago was an entire packed lunch, complete with a banana (what was I thinking?) and a ready-to-explode fermenting juice bottle.

Truth is, if you leave anything lying around for long enough, it begins to stink. And accounts are no exception. Step 2 of the bookkeeping health check involves hunting for trouble, making sure that no bank accounts show any unreconciled transactions more than a couple of months old.

Here’s how: 
	
Go to your bank reconciliation reports and highlight all unreconciled transactions that are more than eight weeks old.

Transactions that are more than eight weeks old and still haven’t cleared through the bank account are called stale transactions.

 	
[image: Tip] Investigate every stale transaction and figure out why it hasn’t cleared.

Possible causes include 

	Duplicate entries — if you enter something twice, the duplicate shows as uncleared
 	A cheque that got lost in the post or a supplier who has a cheque from you but hasn’t yet gone to the bank
 	A mistake — maybe this transaction never occurred, or you allocated this transaction to the wrong bank account
 	An error with a bank feed — possibly a double-up with a date, or a transaction that came through twice
 	A customer payment received in cash, and the cash was never banked
 	An end-of-year adjustment entry to the bank made by your accountant


 	
Fix the problem! Delete duplicate transactions, reverse stale cheques or contact suppliers for cheques not yet banked.

All done? When you’re confident you have no stale transactions hiding in your accounts, and no stale toast hiding in the cracks of your sofa, Step 2 of your bank account health check is complete.




Step 3: Drilling down on dates

The third step of your bookkeeping health check is to track down any transactions with dates that have gone astray. This step is only relevant if you’re using accounting software, which sorts transactions automatically according to date.


Future-dated transactions

So the new (calendar) year starts and you stagger into work in a kind of haze (being at the beach would be so much more fun), and you start doing the books. Trouble is, the dates are an unholy mixture of the old year and the new and, before you know it (well, you don’t know it, actually, because you’re in that delicious haze), you end up dating a transaction for the December not just gone, but the December that’s still 11 months away.

[image: Warning] Future-dated transactions, especially if you date a transaction completely the wrong year, can be costly, because for every wrongly dated transaction, you potentially get a missed tax deduction.

One way to spot a future-dated transaction is to generate a transaction report for all accounts starting with tomorrow’s date. Alternatively, if this report proves tricky to create, you can generate a Profit & Loss report for the next 12 months, starting with the current date. This report should come up blank, with no income and no expenses. If not, chances are any figures on this report are caused by future-dated transactions.


Prepaid transactions (payment date before invoice date)

The other kind of dating error (that expression ‘dating error’ elicits a few quirky memories) that causes problems is if you get a customer or a supplier payment that’s dated earlier than the invoice or bill to which this payment belongs.

[image: Tip] For example, imagine I record a customer payment dated 29 June for an invoice dated 2 July, and my financial year ends on 30 June. From an accounting perspective, a customer can’t pay for a sale that hasn’t happened yet. The customer payment affects my debtors balance at year end, but the income doesn’t hit the accounts until the following financial year. Ugly.

If you’re lucky, your accounting software may have a prepaid transaction report. If this report doesn’t exist in the software you’re using, the easiest way to spot prepaid transactions is to check your debtors and creditors control accounts, a process I cover in Step 8 of this health check.



Spring Cleaning Your Debts

Do you use your accounting software or bookkeeping system to keep track of how much customers owe you, or what you owe to suppliers? If so, it pays to make sure that the information about your debts is completely spot-on.

[image: Tip] The report showing how much customers owe is usually called an Aged Receivables report or an Aged Debtors report, and the report showing how much you owe to suppliers is usually called an Aged Payables report or an Aged Creditors report. The terminology doesn’t matter, so long as the report itself is right.


Step 4: Getting debtors spick and span

Step 4 of your bookkeeping health check involves getting a debtor listing that’s 100 per cent perfect. In other words, if a customer name appears on your Aged Receivables report, you — or anyone else for that matter — want to be completely sure that this customer owes exactly that amount.

Take action now: 

	Tidy up amounts that you know are wrong: If a customer shows in your Aged Receivables report but you know they don’t really owe money, fix the account now. (This problem is often caused by customers paying in cash and then the owner pocketing the cash, sweet cash, without banking a single cent. In this situation, the solution is to credit the customer’s account, allocating this credit to Owner’s Drawings.)
 	Write off piddly amounts: Get rid of any pesky accounts where only a few cents are owing. You’re never going to phone a customer and chase ’em for five cents, are you? (Refer to Chapter 8 for how to write off bad debts, but for small balances, simply create a credit note, and code this note back to sales.)
 	
[image: Remember] Check the dates of all customer deposits: Customer deposits normally show as a liability in an account called something like Customer Deposits Held. Any customer deposits that are more than a few weeks old usually indicate that a deposit has been received and the job completed, but nobody has remembered to convert the sales order to a final invoice.

 	Investigate any old amounts over 90 days: If accounts are genuinely overdue, chase the money now (for money-chasing tips, skip to Chapter 20). Or, if an account shows as overdue because of a dispute or possibly a bookkeeping error, spend the time trying to resolve the problem.



Step 5: Sweeping through the creditors

Just like the clutter that piles up on the kitchen bench, you quickly get clutter building up in your Aged Payables report. By clutter, I mean amounts that show as owing but which you know are really odd unallocated credits, duplicate bills and other similar rubbish.

Step 5 of your bookkeeping health check means showing no mercy. In Figure 14-1, I show an Aged Payables report that’s looking a bit sad, and I’ve circled all the transactions that I reckon need a bit of attention.

[image: Screenshot of the summary of an Aged Payables report with some transactions circled that need a bit of attention.] 
FIGURE 14-1: Engage the brain and look through Aged Payables reports with a critical eye.




Keep in mind the following: 

	Get rid of bills that you know you don’t owe: If a bill shows as owing in your Aged Payables report but you’re sure you’ve paid the bill, check that you haven’t entered the bill twice (and, if so, delete or reverse the duplicate). Or, if you recorded this bill payment in the cash journal, rather than matching the payment against the bill, either reverse the cash journal payment, or reverse the bill.
 	Write off small amounts: If you have old amounts where you only owe a few cents and the supplier isn’t chasing you for the money, raise a credit to write off the balance, allocating this credit to the same account used originally.
 	Enter credit notes: If you didn’t pay a bill because of a dispute, and the supplier has agreed you don’t have to pay, record a credit note to bring the account to zero.
 	
[image: Tip] Investigate all minus amounts: Sure, you may have a credit outstanding with a supplier, but any minus amounts in your Aged Payables report warrant investigation.

 	Deal with cash payments correctly: If a bill shows as owing but was actually paid for in cash by the owner, raise a credit for the bill, allocating the credit to Owner’s Drawings or to Directors’/Shareholders’ Loan.
 	Look into amounts over 90 days old: Investigate every single bill that’s more than 90 days outstanding. Unless the business you do the books for is a woeful payer, any bill that’s more than 90 days old is likely to be an error.


All done? Now why don’t you make your way over to my house and deal with all my clutter …



Putting GST under the Griller

Steps 6 and 7 of your bookkeeping health check involve checking GST. Step 6 focuses on whether transactions have been coded correctly and is usually a fairly straightforward process, particularly if you already have your head around what gets taxed, and what doesn’t. (For more info about this topic, refer to Chapter 6.)

[image: Gst] The seventh step of the health check from hell is probably the most technical of all the checks in this chapter, and involves reconciling the GST liability account or accounts in the Balance Sheet. If you find yourself quailing when you arrive at this topic, you may prefer to ask the company accountant to give you a hand.


Step 6: Hunting for coding mistakes

The sixth step of the bookkeeping health check involves verifying whether you’ve shown the correct amount of GST on every transaction. If you use accounting software, check that all transactions have the correct tax code; if you do books using a spreadsheet, check that all transactions show the correct amount of tax in the GST column.

[image: Gst] In MYOB, I find the quickest way to spot tax code errors is to generate a Tax Code Exceptions report from the Company Data Auditor menu; in Xero, I make my way to the General Ledger report and click the Exceptions tab.

Just because a transaction appears on an exceptions report doesn’t necessarily mean you’ve made a mistake. For example, Figure 14-2 shows three possible reasons transactions appear as tax exceptions: 

	On the first line, the transaction for electricity is genuinely an error — the tax code should be GST, but the bookkeeper has entered FRE as the code.
 	On the second line, the transaction is correct, but the default code for Stationery Expense account is wrong. The bookkeeper needs to edit the default tax code settings for this account.

[image: A Tax Exceptions report for a Private Limited company, to review the GST codings for every transaction done during a month.] 
FIGURE 14-2: Review GST codings for every transaction.




 	On the third line, both the transaction and the default code are correct. The software was purchased from overseas, and so FRE really is the correct tax code. However, usually transactions allocated to Software Expense have GST on them, so the default tax code is also correct.


[image: Tip] If you use a spreadsheet, the easiest way to check your GST amounts is to look for inconsistencies. For example, take a month’s transactions, total all the expenses you know attract GST (such as advertising, computer gear and telephone), and then multiply this total by 10 per cent to arrive at how much the total GST should be for that month. Check this figure against the actual GST total.




[image: Gst] GST PAYMENTS AND REFUNDS
 
Recording GST payments and refunds is a tricky business.

Your Business Activity Statement is usually a combination of GST collected, GST paid and PAYG withholding tax, and may also include fringe benefits tax, PAYG instalment tax and other oddball taxes such as wine equalisation tax or luxury car tax.

When you record a transaction for a GST payment or refund, you first have to work out what taxes are involved, and you then have to split the transaction across the various related tax accounts.

For example, this month I made a payment for GST which was for $4,000 in total. When I look up the paperwork, I can see that this payment was made up of $3,000 in GST collected, a $1,200 credit for GST paid, $500 in PAYG withholding tax and $1,700 in PAYG instalment tax. I split this single payment across the four associated accounts, entering GST collected and PAYG taxes as positive amounts, and GST paid as a minus amount. (Most accounting software solutions combine GST collected and GST paid into a single account called GST, GST Payable or Tax Payable; MYOB tends to differ from the rest in that it has one account for GST Collected and another for GST Paid.)






When you’re sure you have the amount of GST correct on every transaction, you can progress to balancing your GST accounts. Are you having an unbelievable amount of fun? I hope so.
 


Step 7: Balancing GST liability accounts

If you’re working with accounting software, making sure that the balance of your GST liability accounts is correct is a vital part of your bookkeeping health check. On the other hand, if you do books using a spreadsheet, and you don’t generate your own Balance Sheet reports, you can safely skip this step.

[image: Gst] The theory behind this step in the health check is this: Every time you record a transaction that includes GST, this transaction impacts on your GST liability account(s). When you pay GST, this payment makes the balance of your GST liability account or accounts go down. In other words, the balance of your GST liability account or accounts is a running balance of how much you owe.

The mechanics of your health check depend on whether you report for GST on an accrual or a cash basis.

If you report for GST on an accrual basis, here’s what to do: 
	
Generate a Balance Sheet for the last day of the reporting period on your most recent Business Activity Statement.

For example, if your most recent Business Activity Statement was for the month of June, generate a Balance Sheet dated 30 June.

 	
On your Balance Sheet, look at the balance of your GST Collected and GST Paid accounts, or your GST Payable account.

You may have two liability accounts — one called GST Collected and another called GST Paid — or you may have a single GST liability account called GST Liabilities Payable or simply GST.

 	
Look up the amounts you declared for GST Collected and GST Paid in your most recent Business Activity Statement.

You’re looking at boxes 1A and 1B on your activity statement.

 	
Compare the figures from Step 2 against the figures from Step 3. Guess what? They should match.

If you only have one combined liability account for GST, you compare this balance against the net balance of GST Collected less GST Paid.

[image: Tip] If the two figures don’t match and the difference is more than $100 or so, take further action. I suggest you go right back to the beginning of the financial year, and do this health check for each GST period — you should be able to pinpoint where the rot set in. If the problem relates back to before the beginning of the financial year, your best approach is usually to talk to the company accountant.



[image: Remember] If you report for GST on a cash basis, things take a much trickier turn, because you have to allow for the GST that you haven’t paid yet (because you haven’t received payments from customers for outstanding invoices or you haven’t paid suppliers for outstanding accounts). I’m a little hesitant sharing this procedure with you, because the whole deal is unashamedly tricky, but if you can master reconciling GST on a cash basis, you know that you’re truly ahead of the pack.

Here’s what to do: 
	
Look up the amounts you declared for GST Collected and GST Paid in your most recent Business Activity Statement.

You’re looking at boxes 1A and 1B on your activity statement. Of course, if you’re doing this reconciliation before lodging your Business Activity Statement — which is, of course, always a good idea — you’re probably looking at the draft report generated by your accounting software.

 	
Generate an Aged Receivables report and an Aged Payables report, and calculate how much GST is included in the totals of each of these reports.

For example, if I’m owed $11,000 and I charge GST at a rate of 10 per cent and I charge GST on all my sales, then I can calculate that my receivables include $1,000 in GST.

If you’re using MYOB, two neat reports that help pave the way are the Receivables with Tax report and the Payables with Tax report.

 	
[image: Tip] Add the amount of tax on receivables (see Step 2) to GST Collected (see Step 1), and add the amount of tax on payables (see Step 2) to GST Paid (see Step 1).

Or, if you only have one combined liability account for GST, add the net tax from receivables and payables to the net balance of GST Collected less GST Paid.

Figures 14-3 and 14-4 show how this whole drama works. Figure 14-3 shows how to reconcile GST if you have two separate GST liability accounts (probably MYOB is the only accounting software where this applies); Figure 14-4 shows how to reconcile GST if you have a combined GST liability account (most other accounting packages).

 	
Generate a Balance Sheet for the same period, and look at the balance of your GST Collected and GST Paid accounts, or your GST Payable account.

For example, if your most recent Business Activity Statement was for the month of June, generate a Balance Sheet dated 30 June.

 	
Compare the figures from Step 4 against the figures from Step 3. If the stars are in your favour, these figures should match.

[image: Tip] If the two figures don’t match and the difference is more than $100 or so, take further action. I suggest you go right back to the beginning of the financial year, and do this health check for each GST period. This way you can hopefully see where the problem began. If the problem relates back to before the beginning of the financial year, your best approach is usually to talk to the company accountant.



[image: A spreadsheet depicting the steps for reconciling GST on a cash basis for separate GST liability accounts.] 
FIGURE 14-3: Reconciling GST on a cash basis when you have separate GST liability accounts.



[image: A spreadsheet depicting the steps for reconciling GST on a cash basis for combined GST liability accounts.] 
FIGURE 14-4: Reconciling GST on a cash basis when you have combined GST liability accounts.






Understanding Control Accounts

In a perfect world, if you look at your Aged Receivables report and the total amount owing from customers is $33,000, then the corresponding balance of Accounts Receivable in your Balance Sheet should also be $33,000. (Note: Some accountants use the term Trade Debtors rather than Accounts Receivable.) This is because your Aged Receivables report shows the detail of how much customers owe you, and your Accounts Receivable account tracks the total amount that customers owe you.

In accountant-speak, your Accounts Receivable account is called a control account. A control account is a general ledger account where the balance reflects the total of balances in other related accounts. In this example, Accounts Receivable is the general ledger control account, and the individual customer balances are the related accounts. Accounts Payable is another common control account, where the individual supplier balances are the related accounts.

In this section, I explain how to play the matching game of four key control accounts: 

	Accounts Receivable: I match the total of individual customer balances against the balance of my Accounts Receivable account. (See the following section for details.)
 	Accounts Payable: I match the total of individual supplier balances against the balance of my Accounts Payable account. (See the following section for details.)
 	Inventory: I match the total value of individual stock item balances against the balance of my Inventory account. (See ‘Step 9: Giving inventory the once over’ for details.)
 	Payroll Liabilities: I match the individual amounts owing in wages tax and super for each employee against the total outstanding in the corresponding payroll liability accounts. (See ‘Step 10: Priming the payroll’ for details.)



Step 8: Balancing debtors and creditors

Step 8 of your bookkeeping health check involves checking that your debtor and creditor control accounts balance. Here’s how: 
	
Generate an Aged Receivables or Aged Payables report dated the last day of the month just gone.

The name of this report varies, depending on what software you use. For example, in MYOB, you’re looking for the Receivables or Payables Reconciliation Summary report; in other programs you’re looking for the Accounts Receivable Summary or Accounts Payable Summary, or something similar.

 	
Generate a Balance Sheet for the last day of the month just gone, and circle the balance of Accounts Receivable and Accounts Payable.

These accounts are also sometimes called Trade Debtors or Trade Creditors.

 	
[image: Tip] Compare the grand total of the report from Step 1 with the balance of your control account in Step 2.

In other words, compare the grand total of your Aged Receivables report against the balance of Accounts Receivable in the Balance Sheet, and compare the grand total of your Aged Payables report against the balance of Accounts Payable in the Balance Sheet.

In Figure 14-5, you can see how the Reconciliation Summary report in MYOB does this comparison for you.

 	If the two balances are the same, you can sleep easy tonight.


[image: A Reconciliation Summary report in MYOB that compares receivables against the Balance Sheet and shows the difference.] 
FIGURE 14-5: The Reconciliation Summary report in MYOB compares receivables against the Balance Sheet and shows the difference.




And, I can almost hear you ask breathlessly, what if the two balances aren’t the same? Then things get a little tougher: 
	
If the two balances differ, start at the beginning of the financial year and move forward month by month, generating the two reports for the end of each month. After you find the month in which the difference arose, see whether you can pinpoint the exact day when it happened.

You’re working on a process of elimination here. After you narrow down an out-of-balance amount to within a certain month, repeat the process for the days of that month (say, the 7th, 14th and so on), working towards identifying the first day that this out-of-balance amount appeared.

 	
Look at the transactions in the corresponding general ledger account for that date. The offending transaction will probably leap out at you.

For example, if your Accounts Receivable control account went out of balance by $140 on 28 February, look for a transaction for that amount on that date in this account.

 	
Fix the transaction.

Exactly how you fix this transaction depends on the cause of the problem — refer to the sidebar ‘A rotten potato spoils the barrel’ for more details. Ask the company accountant for advice if you’re still not sure.

 	
Move forward through the months again, checking that no other transactions are incorrect.

Remember, the aim of the game is to get the grand total of individual balances in the Aged Receivables or Aged Payables report to match the total of Accounts Receivable or Accounts Payable in the Balance Sheet. Don’t rest until you succeed!






A ROTTEN POTATO SPOILS THE BARREL
 
In Step 8 of the bookkeeping health check, I talk about balancing debtors and creditors. Like the seven deadly sins, the possible mistakes that can cause these accounts to go out of kilter are many and various: 

	Setting up opening balances for customers or suppliers incorrectly, meaning that the problem dates right back to the previous financial year, or even earlier.
 	Allocating a sales invoice directly to Accounts Receivable, rather than to an income account.
 	Allocating a supplier bill directly to Accounts Payable, rather than to an expense account.
 	Allocating a general journal directly to Accounts Receivable or Accounts Payable (end-of-year accountant’s journals are frequently guilty of this crime).
 	Entering a customer or a supplier payment with an earlier date than the date of the customer invoice or supplier bill itself.











Step 9: Giving inventory the once over

Sometimes inventory can be the very messiest part of the whole bookkeeping game. I talk about inventory transactions in Chapter 12 but, in this chapter, I focus on how to make sure that your inventory is clean as a whistle.


Checking your inventory account

First things first: Check that the total value of all the individual stock items matches up with the value of the inventory account in your Balance Sheet, as follows: 
	
Generate an inventory valuation report dated the last day of the month just gone.

The name of this report varies, depending on what software you use, but what you’re looking for is a report that shows each item, the quantity of that item, the item cost and the total value. (For more detail about the different ways of costing inventory, skip back to Chapter 12.)

 	
Scan the report for weird stuff.

Open your eyes wide and you usually spot all kinds of sinister stuff. Look out for items with negative quantities (unless you’re operating on some metaphysical plane, stock existing in the negative usually indicates a problem). Also, scan the report for costs that defy common sense, such as a bunch of spinach having a cost value of $300, or a new washing machine having a cost value of two bucks.

 	
[image: Tip] Generate a Balance Sheet for the last day of the month just gone, and circle the balance of Stock on Hand.

This account is also sometimes simply called Inventory.

 	
Compare the grand total of the report from Step 1 with the balance of your control account in Step 3.

In other words, compare the grand total of your inventory valuation report against the balance of Stock on Hand in the Balance Sheet.

 	
If the two balances are the same, congratulations. If the two balances differ, proceed to my troubleshooting tactics.

No need to tremble in your books. Read on, and all shall be revealed …




Troubleshooting your inventory account

Okay, so the total value of individual stock items isn’t matching up with the value of your inventory account. Time to pull on some of the more deadly tactics from my bag of tricks: 
	
If the two balances differ, start at the beginning of the financial year and move forward month by month, generating the two reports for the end of each month. After you find the month in which the difference arose, see whether you can pinpoint the exact day when it happened.

You’re working on a process of elimination here. After you narrow down an out-of-balance amount to within a certain month, repeat the process for the days of that month (say, the 7th, 14th and so on), working towards identifying the first day that this out-of-balance amount appeared.

 	
Look at the transactions in your inventory account for that date. The offending transaction will probably leap out at you.

Transactions that cause trouble are usually transactions that have been allocated directly to your Inventory asset account. Look for an inventory adjustment, or a cheque, supplier bill or general journal coded to the inventory account. If the transaction is an item purchase, double-check what accounts this item links to.

 	
[image: Tip] Fix the transaction.

Exactly how you fix this transaction depends on the cause of the problem. If you’re not sure how to reallocate a transaction, ask the company accountant for advice or allocate the transaction to a suspense account.

 	
Move forward through the months again, checking that no other incorrect transactions exist.

The aim of the game is to get the total cost of individual stock items in your inventory valuation report to match the total of Stock on Hand in the Balance Sheet. Don’t rest until you succeed!




Step 10: Priming the payroll

Up to Step 10 in your bookkeeping health check? You’re a champion. Maybe now is the time to put your feet up, pour yourself a mellow glass of red and have a snooze. Oops, maybe that’s just what I feel like doing. No, keep going. What you need to do next is the following: 

	Check that your PAYG Withholding Tax Payable account reconciles. For the fine details, refer to Chapter 11.
 	Check that your Superannuation Payable account reconciles. Again, for the lowdown, refer to Chapter 11.




Doing a Mini-Audit

Auditing a set of books is more of a mindset, rather than a skill. I suggest you get into the mood by imagining that you’re actually an auditor. Ladies: Tie back your hair, remove any jewellery and strip your face of make-up. Gentlemen: You can probably just get away with not brushing your teeth.

Change into some tight black clothes (synthetic fibres preferred), and don your most severe expression. Lovely. You look like a real auditor now.


Step 11: Scanning transaction reports

Over the years, I’ve developed a sniffer-dog instinct for trouble. I can go through a set of books, scanning pages of transactions at a time, and hit on mistakes the same way that the beagle found my chocolate cookies at Sydney airport the other week.

The eleventh step of your health check involves scanning every single account for errors. If I’m working with accounting software, I usually display a General Ledger detail report, or something similar, and scroll down through the report on screen. A General Ledger report typically lists transactions in date order, sorted by account name.

I explain the tricks of the trade so that you can spot errors like a pro: 

	
[image: Tip] Look for debits or credits appearing in the wrong column: Income always appears in the credit column in transaction reports and, if you see an amount in the debit column, chances are this is a mistake. Similarly, if you see an amount appearing in the credit column for an expense account, this amount is also likely to be a mistake.

 	Count the number of transactions for regular payments such as leases or rent: For example, if you’re checking a year’s work in one hit and you know that rent gets paid monthly, you should have 12 rent transactions. If you see more or fewer, go looking for blood.
 	Drill down on inconsistent amounts: Expense accounts tend to have similar amounts in each one. Maybe bank charges are normally less than $20, but electricity expense is usually at least a couple of hundred bucks a time. So if you see an amount in an expense account that’s significantly higher or lower than the other amounts around it, drill down to see what’s cooking.
 	Keep human nature in mind: Keep your eyes open for stuff that’s obviously personal but has been allocated to a business account. Likely suspects are travel and accommodation (the usual spot to allocate private meals and holidays); staff training (also known as private school fees); security expenses (dog food for dear Fido) and home office expenses (you name it, I’ve seen everything allocated to this account, from contraception to whisky).
 	Read the names of who received payments: Sometimes you can pick up account misallocations just by looking at the payee’s name. For example, if you see a payment made to Telstra sitting in the Electricity Expense account, chances are you’ve spotted a mistake.
 	Double-check anything to do with the buying or selling of new assets, or the taking out of loans: For more on these tricky kinds of transactions, head back to Chapter 13.


[image: Tip] Xero has a great little report designed purely to spot errors. Go to your reports menu, ask for a General Ledger report, and then click the General Ledger Exceptions tab. This report displays all transactions that are a debit when you usually expect a credit (or vice versa), any transactions with odd tax codes, or any transactions with unusually high or low values when compared to other transactions in the same account. Brilliant.


Step 12: Analysing summary results

I talk more about understanding Profit & Loss reports in Chapter 15, but for now, I’m going to focus on looking at a Profit & Loss report with a view to spotting problems.

Here’s what to look out for: 

	
[image: Tip] Compare this year’s results against last year’s results. If something is notably different between the two years, investigate why.

 	Check the gross profit margin is relatively constant between this year and last year’s, and from month to month. (I explain more about gross margins in Chapter 15.)
 	Look for negative balances. If an income or expense account shows up as a minus, investigate why.
 	Look at the bottom line. Are you rolling in money? If not, why not?

    

Chapter 15

Understanding Financial Reports



IN THIS CHAPTER

[image: check] Loving the kudos with income, not loss

[image: check] Feeling the heat? Read your Balance Sheet

[image: check] Wallowing in profit with not a bean in your pocket

[image: check] Plotting trends to see what the future intends



In this chapter, I don’t explain how to generate financial reports, but instead focus on how to understand financial reports. I address key questions such as, ‘Why does this report show a profit yet the business has no cash in the bank?’, ‘Why don’t tax payments show up as an expense?’ and ‘How can I compare one year against another?’

Most business owners don’t expect bookkeepers to understand financial reports, and many accountants are concerned that bookkeepers aren’t sufficiently qualified to provide advice in this area. However, understanding the basic format of a Profit & Loss or Balance Sheet report is quite different from providing financial planning or taxation advice.

A bookkeeper who isn’t afraid to produce financial reports, read them and consider the results is going to be a much better bookkeeper than someone who just does data entry and never considers the consequences. By lifting your skills this extra notch, you can be a great asset to any business (even if your value isn’t listed on the Balance Sheet).



Telling the Story with Profit & Loss

A Profit & Loss report is a story, telling you how your business has fared over the past few days, months or even years. It lists sales at the top, purchases and expenses in the middle and a final profit (or loss) figure at the bottom, giving a quick and simple indication of whether a business is blooming with health or is as sick as a dog. You can see a typical Profit & Loss report in Figure 15-1.

[image: Remember] Although most Profit & Loss reports are pretty easy to understand, don’t be tempted into thinking that a profit is cause for partying and a loss is reason for a maudlin drinking bout. The important thing is to understand not only what the bottom line is, but also why the business made a profit (or loss!) in the first place.


Putting income under the microscope

When you look at income in a Profit & Loss report, bear the following in mind: 

	
[image: Gst] Income figures on a Profit & Loss report don’t include GST. For this reason, the income figures on your Profit & Loss report may not match with the income figures on your sales and GST reports.

 	Unless you specifically request a cash-based Profit & Loss report, the income on a standard Profit & Loss report shows income that the business earns, and not cash that the business receives. For example, imagine I make a single sale during March for $10,000, and no sales in the month of April, but I receive payment for my March sale on 1 April. In this scenario, my Profit & Loss reports show $10,000 income in March and zilch in April, even though April is when I received the cash.
 	Some accountants like to separate non-trading income, such as interest or investment income, into a heading called Other Income that sits at the bottom of a Profit & Loss report.


[image: Tip] When you look at the income on a Profit & Loss report, ask yourself whether the income section of this report provides enough information. For example, do you also want to see how much income is generated from different business divisions, locations, jobs or projects?

I like to group income into at least four or five categories (something I talk about in Chapter 2), but within these categories, I often like to track the income from individual cost centres. This kind of detailed tracking is usually only practical if you use accounting software. In MYOB, the jobs and categories features provide a way to get more detail about income sources; in QuickBooks Online, the best approach is to use Class/Location features; in Xero, you use category tracking.

[image: A typical Profit and Loss report that lists sales at the top, purchases and expenses in the middle and a final profit (or loss) figure at the bottom.] 
FIGURE 15-1: A typical Profit & Loss report.






Weighing up gross profit

Cost of sales accounts are variable expenses that relate directly to sales (for more on the topic, refer to Chapter 2). Cost of sales accounts appear below the income accounts in a Profit & Loss report; the total of these accounts is called cost of goods sold.




[image: Gst] TRAPS FOR THE UNWARY
 
All financial reports, such as Profit & Loss and Balance Sheet reports, show figures excluding GST. That’s because GST isn’t really income or an expense; rather, GST is something that you owe to the government (when you collect GST on sales) or something you are owed from the government (when you pay GST on expenses).

Seems easy, but do keep your wits about you when comparing one report against another. For example, although a Profit & Loss report doesn’t include GST, some sales reports may, depending on the software. Similarly, a budget doesn’t include GST, but a cashflow report usually does.






If you deduct total cost of goods sold from total income, you arrive at a figure called gross profit. For example, in Figure 15-1, the total income is $521,100, the total cost of goods sold is $350,200 and the gross profit is $170,900. The percentage of gross profit against sales — 32.8 per cent in Figure 15-1 — is called the gross profit margin.




[image: Warning] BE WARY OF MISCELLANEOUS ACCOUNTS
 
One of my pet hates is seeing any amount on a Profit & Loss report called Miscellaneous Income, Miscellaneous Expense or General Expenses. These accounts are invariably dumping grounds for all the transactions that the bookkeeper can’t find a home for.

If any of your reports include a total for Miscellaneous Income, Miscellaneous Expense or General Expenses, go do a transaction report for that account. Weed through every transaction and, for each one, find a better home for it to live (and, if you’re not sure where, ask the company accountant for assistance). If you can’t find a suitable account, don’t hesitate to create a new one.

Oh yes, and if you’re the culprit who has been dumping transactions into these accounts, stop right now! Instead, create an expense account called Suspense and allocate anything that you’re not sure about into this account. At the end of every month, email a transaction report for this account to the company accountant, and ask for help allocating these transactions correctly.






[image: Remember] Make sure you report gross profit correctly, and that the Profit & Loss report includes all variable expenses in the cost of goods sold section of the report. In the perfect world, even if total sales fluctuate and total cost of goods sold fluctuate, so long as the general mix of products and services doesn’t change, the gross profit margin itself should always remain relatively constant.
 


Watching expenses, dollar for dollar

You may be wondering what there is to understand when looking at expenses on a Profit & Loss report. After all, an expense is just an expense, isn’t it? Well, not quite. Keep two things in mind: 

	Expenses are different from expenditure. Expenditure includes not just regular expenses, but also money spent on capital equipment. (You allocate capital expenditure to an asset account in the Balance Sheet, and not to an expense account in the Profit & Loss.) Therefore, while a Profit & Loss report shows all business expenses, it doesn’t show all business expenditure.
 	Unless you specifically request a cash-based Profit & Loss report, expenses show up in the Profit & Loss as soon as you record the bill, regardless of when you pay the supplier.


Nothing is worse than a Profit & Loss report that lists pages of expenses in no particular order, so, in addition to understanding how expenses appear on a Profit & Loss report, take action if the report itself looks like a dog’s breakfast: 

	If a business has a lot of expenses, group them into headings. Refer to Figure 15-1, where I break expenses into Administration Expenses, Occupancy Expenses and Payroll Expenses.
 	Within each heading, keep expenses in alphabetical order. If you’re using accounting software, you may need to renumber your expense accounts so they display in order.
 	If you have an expense account with a piddly amount in it at the end of 12 months (less than $100 or so), get rid of it by combining this account with another similar expense account. The less clutter, the better.
 	Calculating depreciation is usually a task that falls to the company accountant, and not the bookkeeper. If you’re generating a draft Profit & Loss report for management to review, you may want to add a note that depreciation isn’t included, and the profit may be overstated.




Painting a Picture with the Balance Sheet

A Profit & Loss report tells a story about what’s going on in a business over any period of time. In contrast, a Balance Sheet shows a candid snapshot of how much a business owns and how much it owes at any point in time.

In Figure 15-2, my sample Balance Sheet starts by listing assets (such as the bank account, stock on hand, furniture and computer equipment), and then moves to liabilities (credit cards, supplier accounts, loans and the like). The bottom line finishes with a flourish, calculating the difference between assets and liabilities. This figure represents the equity — the owner’s or shareholders’ stake in the business.

[image: A typical Balance Sheet that provides a snapshot of the assets and liabilities of a business done in a particular month.] 
FIGURE 15-2: A Balance Sheet provides a snapshot showing the assets and liabilities of a business.




[image: Remember] If an auditor wants to check a set of accounts, their main tactic is usually to verify the balance of every single account in the Balance Sheet. (Why? Because if both the opening and the closing Balance Sheets for any given period are correct, the auditor can be sure the report that connects the two, namely the Profit & Loss report, is also correct.) As a bookkeeper, feel free to take a leaf out of the auditor’s book and aim to not only understand every account on the Balance Sheet, but also be confident that the balance of every account is correct.


Sketching assets, black as ink

At first glance, understanding the assets section of a Balance Sheet is simple. Assets are just a list of what the business owns, right? Sure. But in order to make sure you fully understand the assets section of a Balance Sheet, you may want to dig a little deeper: 

	A standard Balance Sheet starts by listing all bank accounts and cash balances. Easy to understand; however, you want to make sure that every single one of these balances is correct, up to date and matches with bank statements for the same period.
 	Next on a Balance Sheet, also included in current assets (for definitions of current, non-current and intangible assets, refer to Chapter 2), you get Accounts Receivable and Stock on Hand. Your job is to check that Accounts Receivable matches against the Aged Receivables report, and that Stock on Hand matches against your inventory valuation report for that period. (I explain this process in much more detail in Chapter 14.)
 	
[image: Warning] Non-current assets are next on the scene, shown at historical cost (in other words, the original cost of the asset) less depreciation. Beware that historical cost isn’t necessarily a good indicator of what an asset is worth. Land and buildings in particular tend to increase in value over time, and historical cost doesn’t reflect this. (For more about asset values and depreciation, refer to Chapter 12.)

 	
[image: Tip] If you’re doing a super-conscientious job, don’t forget to compare the value of fixed assets on your Balance Sheet against the values on your depreciation schedule. (After all, isn’t this a worthier task than updating your Facebook status?) For more details, refer to Chapter 12.

 	Intangible assets come last, and include assets such as company formation expenses, franchise purchase fees, goodwill, intellectual property and trademarks. With intangible assets, bear in mind that the value shown on the Balance Sheet doesn’t necessarily reflect an asset’s real worth. Goodwill in particular may be overstated or understated, because the value in the Balance Sheet usually only shows the amount a business paid for goodwill, and this payment could have been many years ago.





OPENING BALANCES AND OTHER HEADACHES
 
You may find that the Balance Sheet you generate for a specific date doesn’t match up with the Balance Sheet from your accountant for that same date. This discrepancy has two likely causes: Either you didn’t set up opening balances correctly when you first set up your accounting software, or you haven’t adjusted your Balance Sheet to match the accountant’s at year end (or maybe both!).

The best approach for setting up opening balances depends on the software you’re using. Usually, you can’t set up every opening balance straightaway, because the company accountant takes a few months to finalise accounts for the previous year. No worries — even if many months go by until you receive a Balance Sheet for the year just gone, you can still go back and complete your opening balances.

If the cause of your problem is that the accountant has made adjustments to your previous year’s figures, and you haven’t yet brought the Balance Sheet into line with the accountant’s, you need to take a different tack. I talk more about year-end procedures in Chapter 16.










Drawing liabilities, red as blood

Liabilities include everything that a business owes to others, such as credit card accounts, supplier bills, GST owing and bank loans. Make sure that you give the liabilities in your Balance Sheet the love they deserve: 

	Make sure the balances of any credit cards equal credit card statements for the same period.
 	Check out the balance of Accounts Payable and make sure this balance is the same as the Aged Payables report for the same period. (If not, Chapter 14 can come to the rescue.)
 	Make sure any loans that appear in the Balance Sheet match with bank loan statements for the same period. You may also want to double-check the balances of any hire purchase accounts.



Sculpting equity, cast in gold

The equity section of a Balance Sheet represents the interest that shareholders or an owner has in the business, including both capital contributed and the profit or loss built up over time. And, as I explain in Chapter 3, because debits always equal credits, total equity always equals the difference between assets and liabilities.

If you’re looking for a more intuitive understanding of equity, maybe a real-life example will help. Imagine you pitch up in the desert with two mates, Bruce and Wayne. You have $10 in your pocket when you arrive. The state of play is 

[image: math]



After a fabulous game of poker, you still have $10 but you owe Bruce two dollars and Wayne owes you three dollars. You’re one dollar ahead! The state of play now is 

[image: math]



In other words, you still only have $10 in your pocket, but the equity in your noble poker business has increased. To calculate equity, you add up all the assets (including things such as cash, customer accounts owing and motor vehicles), and then subtract all the liabilities (stuff like credit cards, supplier accounts outstanding and loans).

The equity section of your Balance Sheet always equals the difference between assets and liabilities. If total equity is a positive figure, the business has made a profit over time and some of this profit has been left in the business (either that, or the business owner/shareholders have put their own capital into the business). If total equity is a minus figure, the business has made a loss over time or business owners/shareholders have taken out more than they have put in (or a combination of both).



Understanding the Relationship between Profit and Cash

I can’t believe how often clients ask, ‘Veechi, my reports say I’m making heaps of profit, but how come there’s nothing in the bank?’ Similarly, I occasionally witness clients who are wallowing in cash and living the high life, even though their Profit & Loss reports are decidedly gloomy.

[image: Remember] The long and short of it all? Profit doesn’t equal cash and cash doesn’t equal profit.


Why there’s profit but no cash

Why is it that sometimes a Profit & Loss report shows that a business is doing well but there’s no cash anywhere to be seen? I set out a few possible explanations here: 

	The tax hounds have got in on the act: The sad truth of the matter is that as soon as a business makes any profit, it has to pay tax. Tax payments chew up cash, but usually don’t show on Profit & Loss reports (see the sidebar ‘Where tax fits in’ for more details).
 	The cash has gone towards buying new equipment: Any new gear that costs more than a certain amount (refer to Chapter 12 for details) isn’t immediately tax deductible and so doesn’t show up as an expense on the Profit & Loss report, but gets listed as an asset instead.
 	The business has repaid loans: Loan repayments don’t usually show up as expenses, meaning that loan repayments gobble up cash but don’t affect the profit.
 	Customers owe heaps of money: If a business bills a customer in April, the Profit & Loss report shows this income in April, even though the business may not receive the cash until weeks or months later. If you look at the Profit & Loss report for the whole year and customers owe more at the end of the year than they did at the beginning, the difference is a direct drain on cash.
 	You have increased inventory levels: If you buy or manufacture goods for resale, as your business grows, your stock levels will increase, quickly using up cash.





[image: Gst] WHERE TAX FITS IN
 
Business owners and bookkeepers often get confused about where income tax payments appear in a Profit & Loss report.

If a business has a sole trader or partnership structure, any income tax payments are of a personal nature, and don’t show up as an expense in the Profit & Loss. Instead, they get allocated to Owner’s Drawings or Partner’s Drawings. (If only I could claim my tax payments as a tax deduction, life would be that much sweeter … )

If a business has a company structure, income tax payments show at the very bottom of the Profit & Loss report, so that you have a total called Net Profit before Company Tax, followed by a total for Company Tax Expense, followed by a final total called Net Profit after Company Tax.










Why there’s cash but no profit

It may be easy to grasp why a business may not have any cash even though the business is turning a profit. However, what about the opposite scenario, where a business is rolling in cash but the Profit & Loss reports look decidedly gloomy? In many ways, this situation is even worse, because the business owner can all too easily get lulled into a false sense of security, spending beyond their means.

Here are some reasons cash may be rosy but profit grim: 

	Your business has received a loan: Loans are both a blessing and a curse. When a business receives a loan, the sudden influx of cash can burn a hole in the thickest of pockets.
 	Creditors have built up: A business can get by for quite a while making a loss but staying afloat, simply by running up outstanding accounts. If a business starts to stretch out suppliers to 60, 90 or even 120 days, it not only generates a fair amount of bad feeling, but wads of cash also.
 	Stock levels are lower: If stock levels go down, the business has more cash available. Simple as that.
 	Customers owe you less money than before: If customers owe you less at the end of a reporting period than they did at the beginning, this will be a source of cash.
 	
[image: Gst] You haven’t paid taxes to the government yet: Your Profit & Loss report shows income and expenses not including GST. However, if you haven’t lodged your BAS yet, you’re likely to end up with additional funds in your bank account as the due date for lodging this return approaches.




Reporting where cash came from, and where it went

When looking at cashflow, accountants sometimes refer to a Statement of Cashflow, a special report that examines the cashflows in and out of a business, and goes a long way towards explaining the mystery of why a business has a handsome profit but no cash, or vice versa. Although fairly complex to assemble by hand, many accounting software packages offer this report as standard.

In Figure 15-3, I show a Statement of Cashflow report that connects the Profit & Loss report in Figure 15-1 with the Balance Sheet in Figure 15-2. The Difference column in the Balance Sheet shows how I arrive at the figures on this report. Cash outflows (cash going out of the business) show as negative amounts; cash inflows (cash coming in to the business) show as positive amounts.

The top section of my Statement of Cashflow report shows business operating activities used up $8,735 of overall cash, with $14,800 going to an increase in stock holdings. Investment activities show that new shop fittings chewed up $1,250 in cash, and financing activities show that the owner’s personal drawings sucked up $49,060. The fact that the business had more cash in the bank at the end of the period than it did at the beginning is mainly attributable to the $15,000 bank loan it received.

[image: Remember] Many people think that a cash-based Profit & Loss report does the same job as a Statement of Cashflow report. Not true. As you can see from Figure 15-3, a Statement of Cashflow includes a lot of information that you don’t get on a cash-based Profit & Loss, such as details about bank loans, owner’s drawings and new equipment purchases.

[image: A Statement of Cashflow explaining the difference between profitability and cash in the bank.] 
FIGURE 15-3: A Statement of Cashflow explains the difference between profitability and cash in the bank.





THE TRUE NATURE OF THE BEASTIE
 
Some businesses — especially small businesses — prefer to report on a cash basis. (In Chapter 3, I explain the difference between accrual and cash-based accounting.)

When you’re looking at a Profit & Loss report, make sure you know what it is that you’re dealing with. Is this a cash or an accrual report? Remember, with accrual accounting, you recognise income at the time the sale occurs, regardless of when you receive cash from a customer. With cash accounting, you recognise income only when you receive cash in your sticky hand. The same principle applies to expenses.

If you’re looking at a Profit & Loss report on a cash basis, remember that this report may not reflect the true profitability of this business, especially if the business carries a lot of stock, owes significant amounts to suppliers or is owed heaps from customers.










Putting Results under the Microscope

Sometimes a set of financial statements doesn’t provide quite enough information, especially if you want to look at the stability of a business.

If I’m doing a detailed analysis into the health of a business, I like to get hold of at least three years’ worth of financials, so that I can graph sales and expenses and examine the overall trends. This level of scrutiny often yields a surprising amount of information.

[image: Tip] As a bookkeeper for a business, you can provide extra insights for management by doing this extra level of financial analysis. In this section of the chapter, I explain how to compare one year’s results against another’s, and how to do some simple ratio calculations.


Comparing this year against last year

If a business has been operating for more than a couple of years, you can learn a great deal about how it’s tracking by comparing the results of the current year against the results of the previous year. I like to go through both the Balance Sheet and the Profit & Loss reports and compare last year’s result against the current year’s result for every single account.

[image: Tip] In particular, I like to calculate the difference between the years on both a dollar basis and a percentage basis, as I do in Figure 15-4 (if the accounting software doesn’t provide this information as standard, I send the report into Excel and create a custom report myself).

I can’t tell you exactly what to look out for, because every business is different, but all you need is an eye for detail and a decent dose of common sense. For example, check out Figure 15-4, which compares a Profit & Loss report from one year to the next. Here are just some of the questions a report like this would make me ask: 

	On a positive note, sales are up by 5.5 per cent. Looks healthy, but how do other businesses in the same industry compare? Also, what was the inflation rate for that year?
 	On a gloomy note, gross profit hasn’t quite increased by the same percentage. Unless a business changes pricing policies, the gross profit percentage normally increases at the same rate as sales. Is there a mistake in the accounts or is the business genuinely making a tad less profit on every sale?
 	Expenses are all pretty consistent, with the notable exception of a whopping increase of 18 per cent in wages, which represents over $8,000 in additional costs. Why did wages go up so much? Was this change warranted?
 	The final net profit result is disappointing: Despite a solid increase in sales, the net profit is actually less than the previous year, primarily due to an increase in wages that far exceeds the increase in sales, and a decline in the gross profit margin. Does management realise this has occurred, and what steps do they intend to take to turn this trend around?


This process isn’t rocket science, is it? I suggest you waste not a moment longer: Chuck this book unceremoniously on the floor and go compare a current year’s Profit & Loss report against a previous year’s. I bet you can spot at least ten things worth investigating before the day is done.


Calculating ratios

Open any accounting theory book and you soon find a chapter chock-a-block full of ratios: Calculations that look at the relationship between one financial figure and another and, from the result, arrive at conclusions about the health of a business. You can work out ratios for accounts receivable, asset usage, liquidity, profitability, rate of return, working capital and much more.

I’m going to keep things simple right now — after all, you’re probably not responsible for analysing the financial results of BHP — and concentrate on three important ratios: Your accounts receivable ratio, your stock turnover ratio, and your quick ratio.

[image: A comparison statement of this year against last year's Profit and Loss account details.] 
FIGURE 15-4: Compare this year against last year as part of checking your work.






Accounts receivable ratio

Your accounts receivable ratio is a ratio that calculates how many days, on average, it takes between you invoicing a customer and getting paid.

To calculate this ratio, simply divide total sales for the past 12 months by the current value of accounts receivable. For example, if total sales for the last 12 months were $250,000 and the business is currently owed $50,000, the accounts receivable ratio is: 

[image: math]



 

If you get really excited by this calculation, go one step further and divide the number of days in a year by this ratio: 

[image: math]



This ratio means that it takes an average of 73 days for customers to pay up, which incidentally would be a pretty pitiful average in anyone’s book.


Stock turnover ratio

Your stock turnover ratio is an important measure of how well a business manages stock levels. To calculate this ratio, you first divide total cost of sales by average stock on hand (valued at cost) for the past 12 months, and then you divide 365 (the number of days in the year) by this result.

For example, in Figure 15-2, the inventory on hand was $50,800, and the total cost of sales for the same period (shown in Figure 15-4) was $350,200, so the stock turnover is: 

[image: math]



This means that stock turns over about seven times per year. To calculate the ratio, you divide the number of days in the year by this result. 

[image: math]



This stock turnover ratio of 53 means that stock turns over, on average, every 53 days. Of course, some stock probably turns over much more frequently, and other stock sits on the shelf for months getting dusty, but this ratio provides an average.

[image: Tip] The higher the stock turnover ratio, the less money (relatively speaking) a business has tied up in stock, which means higher sales for the same amount of space. The lower the stock turnover ratio, the more likely it is that a business is carrying dud stock or buying more than it needs at one time.

In order to assess whether a stock turnover ratio is reasonable or not, you need to compare this business against other businesses of a similar kind. For example, a retailer selling fresh food is going to have a really high stock turnover ratio, but a retailer selling furniture is going to have a much lower stock turnover ratio.


Quick ratio (acid test)

The acid test ratio (also known as the liquid ratio or the quick ratio) measures the liquidity of a business by looking at the relationship between current assets and current liabilities. This ratio is particularly brutal in that it specifically excludes the value of stock from current assets, with the justification being that stock is sometimes a problem to sell in a hurry, and isn’t always readily convertible to instant cash.

For example, total current assets in Figure 15-2 equal $80,122, but if I deduct stock from that figure, I arrive at a figure of only $29,322. Current liabilities equal $18,744.

To calculate my acid test ratio: 

[image: math]



A ratio greater than 1 (where current assets less inventory are worth more than current liabilities) is a healthy sign, because this indicates that the business can pay its current liabilities without being dependent on the sale of inventory. A ratio less than 1 is supposedly a warning sign, at least as far as banks are concerned. Having said this, the weight a bank puts on the acid test ratio depends very much on the kind of business concerned.
   

Chapter 16

Starting a New Financial Year



IN THIS CHAPTER

[image: check] Finishing the old year in style

[image: check] Getting data to your accountant if you don’t work in the cloud

[image: check] Playing spot the difference

[image: check] Communing with the company accountant

[image: check] Starting a new year (if you have to) and archiving data



The end of one financial year and the beginning of another can be a big deal for bookkeepers. Not only do you have to get a whole year’s books in order, ready for the company accountant to do their stuff, but in some situations, you also need to make journal entries so you can match your accounts with those from the accountant.

In this chapter, I talk about what’s required to get the old year’s accounts in order, including important details such as whether you can record transactions in the new year before the old has been finished, and what you need to get ready at the end of each financial year. I also dwell on that most delicate of relationships — the one between a bookkeeper and an accountant — and provide a few tips for a long and happy marriage.

Finally, I describe what happens at the end of the accounting cycle. I delve into the topic of final year-end adjustments (exciting stuff indeed) and how to close off your accounts once everything is complete.



Finalising the Old Year

Here’s my failsafe prescription for seeing out the year: Start about three hours before midnight with an ample supply of single malt whisky and a bunch of convivial friends. Head off to see the fireworks — you can usually find some, somewhere or other — and afterwards lie on the grass looking up at the stars. As midnight strikes, break into song with ‘Auld Lang Syne’ and declare your love for everybody in that drunken, slightly maudlin way.

Whoops, I went off on a bit of a tangent there. Unfortunately, seeing out the financial year isn’t nearly as fun as seeing out the calendar year. Even worse, a fair bit of preparation is vital before you can do any wild carousing.


Out with the old year … in with the new

When you finish off the books for the year and you’re ready to tell the company accountant that they can get on and do their stuff, you want to be confident that you’ve done the best job possible, right? Then follow my step-by-step guide and don’t miss a beat: 
	
Complete every transaction up to the last day of the financial year (usually 30 June).

[image: Tip] You can record transactions in the new year without having to finish recording transactions in the old. You’re fine to keep recording sales, customer payments and other everyday stuff in the new year, and take a few weeks to make sure that all transactions are spot on in the old year.

 	
Check your work for the previous 12 months.

Not sure where to begin? Chapter 14 provides the 12-step health check from hell.

 	
Check that your Profit & Loss and Balance Sheet reports for the last 12 months make sense.

Again, Chapter 14 explains how.

 	
Generate all end-of-year reports that you require for your own records.

For more about end-of-year reports, see the following section.

 	
If you’re working in a desktop-based accounting system (as opposed to working in the cloud), make a backup.

Don’t know how? Refer to Chapter 5.

 	
Supply the company accountant with all the information they need.

Different accountants want different stuff, so ask for a list of what’s required (see also the following section). If you’re using desktop-based accounting software, the accountant will definitely need a copy of your company file. Alternatively, if you’re working with browser-based software, simply provide your accountant with a logon ID and password (if they don’t already have one) so they can work directly in your file.

 	
Protect last year’s data so that you can’t inadvertently make any changes to the year just gone.

For this exercise in prudence, make your way to ‘Protecting against accidents’, later in this chapter. (Fear not, no contraceptive devices are involved.)

 	
Wait a few weeks … la di da. When your accountant sends completed financial reports, figure out what adjustments you need to make, if any, to your current data.

Skip to ‘Matching the Accountant’s Figures Against Your Own’ for details. (Note: If you’re working in the cloud and your accountant does his or her adjustments directly in your company file, you can skip this step.)

 	
Do a final backup and label it Final End of Year.

The only difference between end-of-year backups and regular backups is that you store end-of-year backups separately, never to be used again. For more about backups, see ‘Archiving data — just one more time’, later in this chapter. Again, if you’re working in the cloud, you don’t need to worry about this step.

 	
If your accounting software requires it, initiate the new year process.

Some software, such as the non-cloud-based versions of MYOB, requires that you execute a command closing one year and starting another. Other software, such as QuickBooks Online and Xero, doesn’t require you to lift a finger — you can keep as many years ‘open’ as you like.

[image: Warning] If your software doesn’t require that you close the old year, do ensure that you’ve ‘locked’ last year’s dates. See ‘Protecting against accidents’, later in this chapter, for details.

 	Pop the champagne bottle — you’re done!



Generating end-of-year reports

Theoretically, if you keep organised backups of your company file or you’re working in the cloud, you don’t need to generate any reports at all when preparing for year end. However, I like to save reports in PDF format as a final reference and supply these to the company accountant as part of the year-end process. (Not all accountants are familiar with all accounting software packages, so you may save the accountant time by providing them with all the reports they need, ready to go.)

[image: Tip] When you work with browser-based software (such as MYOB Essentials, QuickBooks Online or Xero), you can’t take a point-in-time backup. A point-in-time backup is a copy of your data at a specific time, and can be useful if you want to compare what your data is now against what your data was before your accountant made his or her end-of-year adjustments. For this reason, I strongly recommend you generate a set of end-of-year reports before asking your accountant to review your accounts.

Here’s a list of end-of-year reports that provide a fairly complete reference of your financial position: 

	A Profit & Loss report for the financial year
 	A Balance Sheet for the last month of your financial year
 	A summary GST report, either for the whole year or for each GST reporting period
 	An Aged Receivables and Aged Payables report for the last day of the financial year (note that the exact name of this report depends on what software you’re using)
 	All end-of-year payroll reports, including year-end payroll reconciliations
 	A report showing the cost value of inventory as at the last day of the financial year, along with any stocktake reports for that date
 	Bank reconciliation reports for each bank account for the last day of the financial year
 	A transaction report listing every single transaction for the year, sorted by account (this is definitely a report you’ll want to save as a PDF, rather than printing out on paper)


[image: Tip] Xero has a neat feature that allows you to ‘publish’ reports, saving a PDF of any report within Xero itself. This means that your accountant (or anyone else for that matter) can simply go to the Published tab within the Reports menu to view all key reports.


Protecting against accidents

At Step 10 in the section ‘Out with the old year … in with the new’ earlier in this chapter, I mention protecting your data for the year that you have just completed. Exactly how you do this depends on what software you’re using: If you’re working in MYOB, you lock the periods; in Reckon, QuickBooks Online or Xero you set a closing or lock date.

When you protect data in this way, what you’re doing is preventing anyone from accidentally creating or editing transactions in the period that you’ve just completed. Here’s why: 

	
[image: Warning] Imagine if you tell the accountant that the books are ready for them to prepare your tax return. Your accountant starts finalising everything, but in the meantime you come across a credit card for that year that you’ve missed and you start adding transactions. Chances are that this moving feast of information will only serve to confuse your poor accountant, a scenario which will probably end up costing time and money.

 	In another scenario, imagine that your tax is already finalised for one year, but you inadvertently date a transaction with the wrong date, maybe dating an expense as January 2021 rather than January 2022. Unless your accountant is completely on the ball checking opening balances, you’re likely to miss out on this tax deduction completely.


Note that protecting data at the end of a financial year is different from executing a command that formally ‘starts a new year’ — a process that some accounting software packages require (see ‘Starting a New Year’, later in this chapter, for more details). Protecting data simply prevents anyone from changing data from a prior year, whereas starting a new year often involves purging data from a prior year.

[image: Tip] Incidentally, I don’t reserve these data protection features for financial year-ends only. I often suggest clients protect data each time they lodge their Business Activity Statement so that they can’t inadvertently make changes to an accounting period that has already been finalised.



Sending Data to Your Accountant

If you’re sending data to the company accountant on a flash drive, via email or via a service such as Dropbox (as opposed to providing your accountant with a login to your cloud-based company file), bear the following in mind: 

	
[image: Remember] Add passwords to your data: Before sending confidential company information off into the ether, add password protection. (Just don’t forget to let the accountant know the password.)

 	Ask your accountant about file formats: If you use a Mac (lucky you), do check that your accountant can read your file. You may need to contact the software company to ask if it’s possible to transfer data from one platform to another, because most accountants work only with PCs.
 	Beware of file size if emailing data: Most mail servers bounce back emails if attachments exceed 10 MB or so. If your data is larger than this limit, don’t even try to send it by email, but instead copy your data onto a flash drive or use a file mail service such as Dropbox or Google Drive (see www.dropbox.com or www.google.com/drive for details).
 	
[image: Tip] Let the accountant know what you’ve done: I like to send a simple covering email or letter where I explain in bullet point form everything that I’ve completed (bank reconciliations, debtor reconciliations and so on). I also list everything that I know needs completing, such as depreciation journals, hire purchase journals or intercompany transactions.

 	Make a copy of your data first: When you make a copy of your file for your accountant, make an additional copy for yourself. This copy can be a useful reference if you’re trying to understand later on what the accountant has done in their adjustments, or if you end up in the tricky situation that someone else in the business inadvertently makes changes to the data for the period that you’ve already submitted to the accountant. (Refer to ‘Protecting against accidents’, earlier in this chapter, for more info.)
 	Send a copy of the data, rather than a backup: Most accounting software compresses data in some way as part of a backup routine, and decompressing data can be confusing for the accountant if they don’t use exactly the same version of software. You’re best to go to My Computer (on a PC) or the Finder (on a Mac) and simply make a copy of your company file.


Of course, if you’re using browser-based software, you don’t need to send any data to your accountant. All you have to do is set up your accountant as a financial advisor, and provide them with a login and password. Easy as pie.

[image: Warning] If you’re a contract bookkeeper, you require specific permission from your client before making information available to their accountant. (The Professional Code of Conduct, a topic I cover in detail in Chapter 18, requires that you always get permission to release client information to a third party and, in this scenario, the external accountant counts as a third party.)



Matching the Accountant’s Figures Against Your Own

So, the months are ticking by and the company accountant finally finishes the accounts for the previous financial year, and delivers a shiny set of accounts complete with tax returns. What happens next?

If you’re working in the cloud and your accountant has made adjustments directly into your company file, you probably don’t need to do a thing. Simply double-check that the Balance Sheet in the final set of accounts from your accountant matches with the Balance Sheet for the same date in your cloud-based accounts. (I still occasionally come across accountants who diligently log in to their clients’ cloud-based accounts, print out key reports, then rekey this information into their own practice software, and then make adjusting journals there. Sad, but true.)

[image: Remember] If you work with desktop-based accounting and you’ve been working on your accounts at the same time as your accountant has been working in a copy of your company file, then the first thing to remember is that the accountant will have made adjustments to the set of books that you provided. In order for you to bring your accounts into line, matching up your records with those of the accountant, you need to make adjustments that mirror those of your accountant’s.

In the ideal world, the accountant sends you a sweet note with a list of the journal entries that they would like you to make in order to bring your accounts in line with theirs. I explain how to record these journal entries in the following section.

In the real world, many accountants don’t bother to keep track of the journal entries they make, leaving the bookkeeper to figure out these adjustments themselves. (Many accountants feel that their clients don’t really need to be able to generate their own Balance Sheets. For some simple businesses, this may be the case, but for many other businesses, maintaining an accurate Balance Sheet is critical.) I explain how to get around this tricky situation later in this chapter in the section ‘Getting creative when the accountant gives you nothing’.


Recording year-end journals

Providing the accountant provides you with a halfway decent list of journals, recording year-end journals is as easy as pie: 
	
Record your journal entries one by one.

Be careful to select exactly the same accounts as the accountant does on their journals and, unless the accountant specifically instructs otherwise, make sure that GST is zero on all of the transactions. Date these journals to be the last day of the financial year.

 	
After recording these journal entries, reprint your Profit & Loss and Balance Sheet reports for the year, and check that your reports match with the accountant’s final reports.

So long as the net profit figure is the same, don’t worry too much if the Profit & Loss report shows slight differences in the way the accountant categorises transactions. However, do make sure that your Balance Sheet matches the accountant’s Balance Sheet, line for line.




Dealing with adjustments that only make things worse

In Chapter 14, I explain how to reconcile control accounts, such as Accounts Receivable, Accounts Payable and Stock on Hand, and I mention that allocating journals or general transactions to control accounts is a no-no. So what’s the solution when the company accountant makes year-end adjustments that record control accounts willy-nilly?

[image: Tip] The answer is to give the accountant some of their own medicine. If an end-of-year adjustment affects either a control account such as Trade Debtors, Trade Creditors or Inventory, or a bank account that’s already reconciled and you know is perfectly balanced, then create a new equity account called ‘Accountant’s Adjustments That I Don’t Understand’. Allocate all mysterious adjustments to this account and leave them for the accountant to sort out.


Getting creative when the accountant gives you nothing

One of the trickier scenarios that a bookkeeper faces is when the accountant finalises the books at year’s end, but doesn’t provide the bookkeeper with a list of adjustments. You can tell that some adjustments are required, because your accountant’s closing Balance Sheet is clearly different from your closing Balance Sheet, but you’re not sure what these adjustments are.

The simplest approach is to ask the accountant for a list of journal entries. However, if your accountant proves recalcitrant in this regard — and, sadly, this often proves to be the case — there’s nothing for it but to do the job yourself. Here goes: 
	Print your own Balance Sheet for the last day of the year that the accountant has just completed.
 	
Place this Balance Sheet alongside your accountant’s final Balance Sheet and play spot the difference.

Highlight all account balances where the accountant has a figure different from your own. Also, if your accountant has an account listed that you don’t have in your Accounts List, create it now.

 	
Record a journal entry in your accounts, and for every account with a difference, record a journal that sets the balance to zero.

For example, if your Motor Vehicles asset account shows a value of $30,000 but your accountant’s shows a value of $12,500, credit this account by $30,000 to set the balance to zero.

Use a single journal entry to debit and credit all the accounts with a difference and, on the last line, allocate the difference between your debits and credits to Retained Earnings.

If you’re not sure whether you should enter the difference in the debit or the credit column, just make your best guess at this point.

 	
[image: Tip] Redisplay your Balance Sheet report, and check that all accounts where there was a difference between your figures and the accountant’s figures now have a zero balance.

If not, return to Step 3 and figure out where you went wrong.

 	
Record a second journal entry in your accounts and, for every account where there was a difference, record a journal entry that makes the balance match whatever the accountant had.

For example, if your accountant showed a value of $12,500 in your Motor Vehicles asset account, debit this account by $12,500. Like Step 3, use a single journal entry to debit and credit all the accounts with a difference and, on the last line, allocate the difference between your debits and credits to Retained Earnings.

You can see how a typical journal looks in Figure 16-1.

 	
Redisplay your Balance Sheet report, and check that your Balance Sheet now matches with the accountant’s.

If not, return to Step 5 and figure out where you went wrong. With patience and logic, you should be able to get the two reports to match perfectly.



[image: Tip] By the way, if an accountant doesn’t supply journal entries, I usually only focus on bringing the Balance Sheet into line, and I don’t try to match up the Profit & Loss report. My justification for this approach? I don’t put as much weight on reconciling Profit & Loss accounts because the balances all return to zero at the end of a financial year, whereas the balances of your Balance Sheet accounts all carry forward into the following year.

[image: Screenshot for recording a journal entry to align your Balance Sheet details with your accountant’s.] 
FIGURE 16-1: Recording a journal entry to align your Balance Sheet with your accountant’s.




One last thing: When completing tax returns for smaller businesses, some accountants don’t generate Balance Sheets for their clients. If you’re okay with this, then you don’t need to worry about processing end-of-year journal entries to make your accounts match with theirs.



Bridging the Communication Gap

The biggest key to any relationship, whether it’s with your accountant, your lover or your cat, is communication.

When working with your accountant, keep the following in mind: 

	
[image: Remember] Ask for advice instead of bookkeeping: Have you ever heard of an accountant who lowered annual fees? No, me neither. So, if the accountant used to provide bookkeeping services but now you’re doing 90 per cent of the work, harbour no illusions that these labours will save the business money. Instead, be realistic and get your pound of flesh by asking for business advice, in place of the bookkeeping services the accountant used to provide.

 	Ask for criticism: Don’t be too laissez-faire about your accounts, relying on your accountant to fix up all your mistakes every time your tax falls due. It’s a waste to pay good money for your accountant to fix the same mistakes, year in, year out! A much healthier scenario is the one where you ask your accountant to explain what you’re doing wrong and get them to teach you something new every time they work with your file.
 	Become more informed: With most accounting software, you can produce your own Profit & Loss and Balance Sheet reports whenever you want, at the click of a button. Ask your accountant to look through these statements with you, explain what they mean and analyse what the business could be doing better.
 	Plan ahead: Don’t wait until the financial year end has come and gone before worrying about tax. Get your accountant to give your company file the once-over a couple of months beforehand and ask whether you should do anything before the financial year comes to a close.




Starting a New Year

Even after you finish the last year’s books as best you can and you send this information to the accountant, and even after you get the stuff back from the accountant and journal all those pesky year-end adjustments, your work is still not done.

Depending on what software you use, you may need to complete the year-end process by instructing the software to start a new year, clearing one year’s balances ready for the next. You also need to mark this auspicious occasion by backing up and archiving your data. (Note: The only mainstream software that requires you to start a new year is the non-cloud-based versions of MYOB. QuickBooks Online, Reckon and Xero don’t require this procedure.)


Understanding what happens when you start a new year

Are you trying to get a handle on why starting a new year is such a hullabaloo? The reason is this: When you start a new financial year, all the balances in your Profit & Loss accounts return to zero, but the balances in your Balance Sheet accounts stay constant, carrying forward from one year to the next. (Note: Profit & Loss accounts include all income, cost of sales and expense accounts; Balance Sheet accounts include all asset, liability and equity accounts.)

For example, when you start a new year in MYOB software, three things occur: 

	You replace last year’s historical totals with the totals of the year just completed.
 	Depending on your selections during the process, you either end up purging all transactions dated the previous year, or you end up locking these transactions so that they can never be changed, and can only be viewed.
 	You move the balance of current year earnings into retained earnings and set all income, cost of sales and expense accounts to zero.





CHOOSING BETWEEN BACKING UP OR A SLOW DEATH
 
A few years ago, I remember dropping by a friend’s house for a cup of tea on the first day of the financial year. Replying to my comment about what a busy time of year it was, my friend answered that she didn’t get what all the fuss was about. She’d started a new financial year in her MYOB company file that morning, simply by clicking the ‘Start a New Financial Year’ button and then carrying on as normal.

I felt rather anxious as I asked her if she’d backed up first.

‘No’, she replied. ‘I must back up soon, though. I’ve been meaning to do so for weeks.’

Her sunny demeanour rapidly faded as I explained that by starting a new financial year, she had just purged every single transaction from the previous year.

‘Do you mean nothing’s left?’ she asked me.

‘Nothing, nix, nada, zilch’, I replied.

‘What can I do?’ she cried.

I shrugged my shoulders.










Archiving data — just one more time

If you’re working in the cloud, you don’t require end-of-year backups because your data is never purged at year’s end. However, do remember that if you ever close your business or unsubscribe from your accounting software, then a final backup is vital. I talk more about how to archive data when unsubscribing from accounting software in Chapter 5.

On the other hand, if you’re not working in the cloud, you’re probably already familiar with the importance of backing up. But for how long do you need to keep these backups?

The exact length of time depends on your business structure and whether you have employees or not, but in order to play it safe, a good general rule is to store backups in a safe place for at least seven years.

Hopefully, you already create a special backup at the end of each year and you store these backups separately in a safe place. (If not, it’s time to start, now!.) However, if you change your password from time to time, can you guarantee that you’ll be able to remember what your password was five, six or even seven years earlier? Probably not.

[image: Tip] Save yourself from such dramas by writing your password or a password clue on the front of your end-of-year backups (if you have physical backups) or by adding a password clue to the filename (if you store your backups online).

[image: Tip] Even if you don’t work in the cloud on an everyday basis, storing your end-of-year data in a secure cloud location makes good sense. Storing backups off-site is the only way to protect valuable business data from fire and theft, and the cloud provides the perfect safe location.
     

Part 5

Running Your Own Bookkeeping Business



IN THIS PART …

Work out whether you’re ready to take the plunge and start out on your own.

Run through some of the basics before launching your business, such as creating a business plan, deciding what to charge, and finding clients.

Set goals to help you build a successful business.

Stay on the right side of the law — know your obligations, get accredited and know the limits of your advice.


Chapter 17

Starting Up On Your Own



IN THIS CHAPTER

[image: check] Figuring out whether you want to take the plunge

[image: check] Getting your paperwork and qualifications in place

[image: check] Setting up a new bookkeeping business and making some key decisions

[image: check] Creating a business that’s successful, and everything you want it to be



Are you someone who values independence, loves the idea of small business and possibly needs more flexibility than a regular job allows? Then starting up your own bookkeeping business may be the answer.

The challenges of running a good bookkeeping business are quite different from the challenges of learning how to be a good bookkeeper. You need to create a business plan, figure out how much to charge, craft a marketing strategy and look at ways to differentiate yourself from others.

In this chapter, I explore the good — and the bad — things about being a contract bookkeeper. I also talk about the qualifications and skills you’ll need before you start trading, and share some down-to-earth advice about building a successful business.



Deciding Whether You’re Ready

I love being self-employed. I’ve been a freelancer or small business owner almost all my adult life, and find it hard to think of living any other way. However, not everyone is suited to such a precarious existence. In an attempt to be even-handed, I’m going to list five pros and five cons of starting your own bookkeeping business.


Five good things about starting your own bookkeeping business

I’m often asked by people whether they should consider going into business by themselves as a bookkeeper. Here are five good things I can say on the topic: 

	Flexibility: Being self-employed, especially with a job such as bookkeeping where you tend to work small chunks of hours for numerous different people, is about as flexible as work can be. I raised three kids while running a bookkeeping business, and this flexibility made life so much easier than if I had had a regular day job.
 	Higher earning potential: As a contract bookkeeper, not only can you charge more per hour, but you can also potentially subcontract out some work and make additional profits.
 	Independence: Any self-employed option provides more independence than that of a day job. If you get a client who gives you the pips, you can politely terminate your services. If you find a particular job really boring and dull, you can hand it to someone else.
 	Professional development: I’ve been doing bookkeeping and accounting software consultancy for more than 25 years, and I’m still learning. The range of people and different work environments is challenging and fascinating, and keeps me constantly on my toes.
 	Security: You may wonder how I could possibly say that being self-employed is secure. Yet it is, in a way. A typical bookkeeper has 30 clients or more. If one of those clients goes bust or terminates your services, you still have many others. This isn’t the case when you have a day job, and you’re reliant on one employer only. (See the following section for the flip side of this.)



Five not-so-good things about starting your own bookkeeping business

In the preceding section, I cover the good things about starting your own bookkeeping business. So, do I feel obliged to continue? Sure thing. Here are some of the potential not-so-good things: 

	Constant pressure to stay up to date: The bookkeeping industry is changing very rapidly, and you’ll need to invest a fair amount of time in staying up to date, not just in regards to tax and GST legislation, but with software and technology also.
 	Insecurity: Beady-eyed readers may howl with complaint at this point — after all, I list security as one of the good things about being a contract bookkeeper in just the previous section — however, the flip side of the coin is certainly that when you’re self-employed, your income is bound to fluctuate, especially when your business is relatively new. For some people, this level of insecurity can be tricky to live with.
 	Legal liability: You’re much more exposed legally as a contract bookkeeper than you are as an employee. Having said this, if you behave ethically, take out insurance and understand your legal obligations, the risk is very low. I talk more about codes of conduct and professional standards in Chapter 18.
 	Lower income: Despite the fact that you can charge more per hour, you also have more expenses as a contract bookkeeper. You may not have enough clients to work a 40-hour week — especially at first — and nobody is going to pay you holiday or sick leave. Unless you manage your business well, you can easily end up with a lower income than you would if you got a regular job.
 	
[image: Warning] Stress: While the wrong kind of day job can definitely be stressful, being self-employed is generally more stressful than being an employee. Difficult clients, technically demanding work, unreliable income and balancing peak workloads (particularly when Business Activity Statements are all due at the same time) can all contribute.






AGED 45 AND FEMALE — THE TYPICAL BOOKKEEPER?
 
So what do you reckon the average bookkeeper looks like? A guy in a white shirt with a blue tie? A ‘Miss Marple’ figure with horn-rimmed spectacles and a hand-knitted cardigan?

Turns out the Miss Marple stereotype isn’t so far off the mark. According to ICB’s annual Bookkeepers’ Survey, 60 per cent of bookkeepers are between 41 and 60 years of age and more than 85 per cent are female. Only a very modest percentage (4 per cent) are aged 30 or under.










Thinking through the Practicalities

Being a contract bookkeeper involves a much greater depth of skills than working as a bookkeeper on an employee basis. You need to be able to think on your feet and adapt to the needs of many different kinds of businesses. You may also need to do some extra study and gain additional qualifications.


Getting qualifications in order

If you want to charge clients for any activities relating to Business Activity Statements (BAS), you need to be registered as a BAS Agent. Registering as a BAS Agent means that you need to have a minimum of a Certificate IV in Accounting and Bookkeeping, and, if you received this qualification before GST was introduced into Australia, you will also need to complete an approved course in basic GST and BAS principles. You also need a minimum of 1,400 hours of relevant experience, or 1,000 hours if you’re a member of a recognised BAS Agent or tax agent association. (For more detail regarding registration requirements, skip to Chapter 18.)

[image: Warning] Are you thinking that you can’t be bothered first registering as a BAS Agent and you’re going to provide bookkeeping services regardless? Think again. Without going into all the detail of what you can and can’t do without registering (for more on this topic, see Chapter 18), what I can say is that you won’t get very far as a contract bookkeeper unless you do register. The range of services you’ll be able to supply will be too limited, and clients are likely to feel uncomfortable if they become aware that you are not authorised to assist with a whole range of different transactions.


Updating your skills (and choosing software)

In the same way as a carpenter needs to build things in real life — rather than just learn theory about construction and different types of timber — a bookkeeper also needs to practise bookkeeping on an everyday basis. Qualifications aren’t enough; to succeed, you must gain a high level of familiarity with the mechanics of recording transactions, which in turn inevitably requires that you become familiar with accounting software.

I suggest that you pick two different products to support in the first year or two of trading. (Having only one product limits your client base; more than two products and you’re likely to stretch your knowledge a bit thin.) For example, you may choose to learn how to use MYOB and Xero, MYOB and QuickBooks Online, or QuickBooks Online and Xero.

[image: Tip] As well as choosing the accounting software you support, I also advise you register as a partner with your chosen products. Although you usually have to cough up a fee to do so, you’ll get your money’s worth, especially in the first year or two of trading. Being a registered software partner normally means you receive free support and the opportunity to attend partner conferences — with lots of great networking opportunities.



Launching Your New Business

I don’t have a hope in hell of explaining how to create a business plan in just a few pages, but nonetheless I’m going to try to give the quickest of summaries in this chapter. For a much more in-depth treatment of the topic, refer to Creating a Business Plan For Dummies (also written by yours truly and published by Wiley).


Creating a plan — no excuses

Are you one of those people who knows you should create a business plan but somehow the doing of it never makes it to the top of your To-Do List? Please don’t put off your plan any longer. Set aside a day or two, and get started.

To provide you with a bit of inspiration and structure, I’m going to outline the different parts of a typical business plan, with bookkeeping specifically in mind. Here’s what your plan needs to include (in the order they usually appear): 
	
An overview of your business and its strategy.

[image: Tip] Don’t just write some random blurb that you copy from the internet. Instead, think carefully about what you can do differently from other bookkeeping businesses. This differentiation is going to be more important to your business success than any other single factor. (See ‘Identify what makes you different’, later in this chapter, for more details.)

 	
A complete summary of financials.

Start with a Profit & Loss projection for the next 12 months. As part of this projection, make an estimate of how many hours you’re going to bill each week (and at what rate), and what your costs are going to be.

 	
A people plan.

Remember that employing others is the only sure-fire method to build capacity in your business and make above-average profits. For this reason, if you intend to employ others at some point in the future, make this transition a definite part of your plan. Otherwise, you’ll end up being so busy doing bookkeeping yourself that you won’t have time to hire and train new employees.

 	
A marketing plan.

Initially, the most important part of your marketing plan is the competitor analysis, where you list your competitors and objectively compare prices and services. Other important parts of your marketing plan include deciding what kind of clients you want to target, and setting sales targets with marketing strategies to match.

 	
An analysis of industry trends, as well as a summary of what you perceive to be opportunities or threats.

This part of your plan looks at factors outside of your control, such as industry or economic trends. For more about trends, see ‘Look to the future’ at the end of this chapter.

 	
A summary of goals.

Share your dreams, neatly compartmentalised into monthly, six-monthly and yearly goals.



Feeling inspired? I hope so! A business plan is hard work, but in many ways this planning is the best time you’ll ever spend.


Deciding what to charge

When deciding how much you’re going to charge for your services, I suggest you start off by checking out the immediate competitors in your local area. If you can, ask a local accountant what bookkeepers are charging, or get a friend or family member to ring around other bookkeeping services and enquire about rates.

Don’t fall foul of the temptation to be cheaper than everyone else. Unless you have a system that enables you to provide your services cheaper than your competitors (maybe you plan to offshore data entry, for example), setting your prices lower than everyone else is likely to lead to poor profitability and a risky business model.

[image: Tip] Vary your rates depending on the situation. Here are some ideas to get you started (not all of these suggestions may work for you, but hopefully they may spark some new ideas): 

	Consider a flat monthly fee. Whether this can work depends on the client, but some clients do like the idea of paying a single monthly fee regardless of how many hours the job takes.



A QUICK SNAPSHOT
 
According to the Institute of Certified Bookkeeper’s annual Bookkeepers’ Survey, 23 per cent of contract bookkeepers charged between $51 and $60 per hour for bookkeeping services, 25 per cent charged $61 to $70 per hour, and 18 per cent charged $71 to $80 per hour. (A further 21 per cent charged less than $51 per hour, 11 per cent charged more than $80 per hour, and the rest were on a salary or didn’t answer the question.)

Overall, 64 per cent of bookkeepers were happy with the financial return of their business.






 	Create a package. Consider the possibility of combining your services with that of your local accountant and providing a fixed price for all bookkeeping and accounting services for the year.
 	Include software subscriptions in your rate. Note that you can usually get a discount for accounting software if you’re a registered partner.
 	
[image: Tip] Incorporate discounts into your rates for jobs with lots of hours. When you have to travel between jobs, three two-hour jobs are way less productive than one six-hour job. Adjust your rates accordingly.

 	Offer a premium service. Some clients already have bookkeepers but are looking for someone to do the really tricky stuff each month or quarter. Unless you’re careful, these clients can be painful, wanting only an hour or two of your services at a time and seeking high-level email and phone support. Charge premium rates for this kind of service and turn the job into a win–win situation.
 	Vary your rates according to how far you have to travel. Consider charging a bit less for jobs close to home and more for jobs where you spend an hour or more in the car. Less time in the car means more profit for you.


[image: Remember] Competing on price alone is always a dangerous strategy. How you position and sell your services should be based on a combination of many different factors, such as quality of service, location, availability and expertise, and never just price alone.
 


Calculating billable hours

After you’ve figured out what rate or rates you’ll charge, I suggest you make an estimate of how much income this rate equates to when spread over the course of a year. In order to make this estimate, you need to calculate your billable hours. Here’s how: 
	
Estimate how many days you’re going to work each week, and how many hours you can realistically charge for each day to arrive at your average number of billable hours per week.

When doing this calculation, remember to include billable hours only. Don’t include travel time between locations, non-billable time due to administration or paperwork, professional development time at networking meetings or conferences, or time spent running your business (customer phone calls, marketing, paperwork and so on).

[image: Remember] If you have lots of clients and tend to work in small chunks of time (maybe two or three hours per visit), you may find it hard to get your billable hours up to more than five or six hours per day.

 	
Estimate how much holiday you’re going to take (or be forced to take) each year.

Don’t think in terms of lying on the beach watching the surf, but include both holidays where you go away and breaks where you may be available to work, but you can’t because no work is available. (For example, January is often a very quiet time for bookkeepers, with many businesses owners away or working only part of the time.)

 	
Make an allowance for public holidays.

Public holidays of ten days a year equates to an equivalent of two weeks per year when you may not be able to work.

 	
Think of what will happen if you get sick.

Most people do get sick from time to time, and it’s realistic to make an allowance for this.

 	
Calculate how many weeks per year you will be able to charge for.

For example, if you have 6 weeks of holiday per year, 2 weeks of public holidays and allow for 2 weeks of sick leave, you’re only able to work 42 weeks per year.

 	
Multiply the number of working weeks per year by the number of weekly billable hours, to arrive at your maximum billable hours per year.

I show how this sum works in Table 17-1, where a bookkeeper bills for 30 hours a week for 42 weeks a year, making a total of 1,260 hours.

 	
Multiply your maximum billable hours per year by your hourly rate.

In Table 17-1, you can see how a rate of $60 per hour equates to a maximum gross income of $75,600 per year.


 
TABLE 17-1 Calculating Maximum Billable Hours per Year
 	Number of days per week

	5

	Average number of billable hours per day

	6

	Total billable hours per week

	30

	Number of holiday weeks per year

	4

	Number of public holidays per year, expressed in weeks

	2

	Number of sick days per year, expressed in weeks

	2

	Total weeks where no work available per year

	2

	Total working weeks per year

	42

	Maximum possible billable hours per year

	1,260

	Hourly rate

	$60

	Maximum possible income per year

	$75,600


 
Note: The method shown in Table 17-1 only gives you the maximum billable hours per year. If you’re still getting your business established, it may be some time before you can build your business up to this point.



Thinking about your rate of return

As a final cold-and-beastly reality check, take a moment to think about how maximum gross income (which I talk about in the preceding section) translates to actual profit.

For example, in Table 17-1, I arrive at a maximum gross income figure for the year of $75,600. Looks good, but from this I almost certainly need to deduct GST, as well as business expenses including computer expenses, home office expenses, insurance, motor vehicle, professional development and travel expenses. Chances are my net income is going to be closer to $60,000, even with fairly modest expenses, and that this net income doesn’t include the regular superannuation you’d normally receive in a day job.

I’m not presenting an argument against being self-employed here — all I’m saying is be realistic about how much you need to charge and what profits you’re likely to end up with.


Looking for clients

A bookkeeping business is one of the harder kinds of businesses to grow. Most business people are pretty cagey about their finances, and you can’t just set up a stall at the local markets and sell stuff from day one. Instead, most bookkeepers gain new business via word-of-mouth referrals and networking. Indeed, according to the Institute of Certified Bookkeepers annual Bookkeepers’ Survey, word-of-mouth referrals provide over 75 per cent of new business for bookkeepers.

However, just because most work comes through word of mouth doesn’t mean you should just sit back and do nothing. I can think of a heap of ways you can inspire these word-of-mouth recommendations: 

	Ask existing clients to spread the word: Don’t be shy. Tell clients you’re trying to build your business and ask if they can recommend you to others.
 	Create a website: A website may not bring in much business from complete strangers, but helps add credibility if a possible client decides to check out your online profile.
 	Get social. Yep, the greatest time drain in the universe has arrived on your doorstep. Do get active on Facebook, LinkedIn, Twitter and so on but remember: Spend more time posting to professional network groups and less time watching very silly cat videos. (However, if you do end up watching cat videos, can I recommend you look up cats riding robot vacuums? Hilarious.)
 	Go visit every single accountant in your area: I’m not talking about sending emails here. In fact, I specifically suggest you don’t send emails. Instead, put on your smartest clothes, grab your business cards and a personal portfolio, and knock on the doors of every single accountant within an hour’s travel.
 	
[image: Tip] Join your local business networking group (or groups): I can think of no better way to get to know a bunch of businesspeople than your local business group or chamber of commerce.

 	Offer free software advice: If a business is hunting around to change bookkeepers, chances are they may want to switch systems also. Offer free advice regarding what accounting software is going to work best, taking care to be impartial of course, and you may catch some extra work.
 	Register as a software partner: If you sign up as partner with MYOB, Reckon, QuickBooks Online or Xero, you’ll almost certainly receive enquiries from people seeking assistance and bookkeeping services.
 	Sign up for Toastmasters: If you’re shy, Toastmasters is a great way to build confidence and learn to present yourself (skills that will be very useful at all those business meetings you’re about to attend). Chances are you’ll meet a few businesspeople there too.




Building a Successful Business

I remember going to a conference once for Jim’s Bookkeeping (a very successful bookkeeping franchise). One of the things that made such a positive impression on me was how seriously the franchisees took their business. Almost all of the franchisees either had employees or were planning to hire employees in the near future, and a substantial number were turning over significant dollars in their business. (I haven’t mentioned franchising as an option yet in this chapter, but certainly a franchise is a great way to get marketing and business support, especially if you’re new to business in general.)

In the last section of this chapter, I talk about some of the ingredients I believe are essential in order to create a successful and thriving bookkeeping business.


Identify what makes you different

I mention early in this chapter (refer to ‘Creating a plan — no excuses’) the importance of finding something that differentiates your business from your competitors. I believe that the essence of what makes your business special, or more likely to succeed than others, is the single most important ingredient for ongoing business success.

[image: Tip] You may be wondering what on earth you can do to make your bookkeeping services different from the next person’s. After all, you can only approach data entry and bank reconciliations in so many ways, right? Not quite. Here are some possible ideas for how you may be able to stand out from the crowd: 

	Can you build a strategic alliance with another business that has complementary skills? Consider creating a business partnership with someone who can complement your skills. For bookkeepers, the most obvious synergy is with accountants, but keep your mind open to other possibilities too. Maybe you could partner with a business consulting firm, with a local IT company or with an office services business.
 	Can you figure out a way to provide some services at a lower cost? For clients with lots of data entry, delegating work to an offshore service may make sense.
 	
[image: Tip] Do you have a particular niche in which you have a lot of experience? Maybe you’ve got an intricate understanding of the construction industry; maybe you’ve got a background in non-profit organisations; or maybe you understand retail inside out.

 	Do you have a really good name or brand? A good brand probably requires that you sign up with a franchise. However, you can also differentiate yourself by thinking up a really clever business name, with a smart logo and web address to match.
 	Do you have an innovative way of doing things that significantly improves business processes? The accounting and bookkeeping firms that were early adopters of bank feeds and cloud accounting are a good example of innovation that improved day-to-day processes.
 	Have you chosen a good location? I know most bookkeepers seek work in the area where they live, but be prepared to think left-field, especially if you’re near a city. Look at census figures and identify suburbs with the highest growth in new businesses, and focus your marketing efforts in these areas.
 	Can you offer something that other bookkeepers don’t? Can you offer a quality of service that’s beyond what other bookkeepers offer, or a higher level of expertise?



Join a professional association

As a contract bookkeeper, I think joining a professional bookkeeping association is pretty much essential. I really can’t think of any other practical means for staying up to date with relevant changes in software, tax legislation and professional requirements.

The other big benefit is that you become part of a community of bookkeepers, so that you can chat online in forum boards and meet at networking events and conferences. Networking in this manner is the ideal way to get new ideas for your business, and to acquire new skills.

The two main associations are the Institute of Certified Bookkeepers (www.icb.org.au) and the Australian Bookkeepers Network (www.austbook.net).


Set goals, and reach them too

Setting goals for your business is really crucial to creating a road map for success. Here are just a handful of goals I reckon any bookkeeping business should be able to define: 

	Goals for how much gross income you want to generate this month, next month, next year, and for the year after that.
 	Goals for employees — how many people you intend to hire, and what services these employees will provide.
 	Goals for the number and mix of clients you aim to have in 12 months’ time.
 	A goal for where you want this business — and your life — to be in ten years’ time.


Goals are meant to make you feel inspired, not afraid. One way to ensure goals help you feel motivated is to split your goals into activities rather than outcomes. For example, instead of setting a goal to increase turnover to $100,000, you could set a series of mini-goals: Contact one accounting firm per week for the next month to tell them about your services; sign up for a fortnightly webinar regarding new software developments; get your website up and running by April.

[image: Tip] By setting goals according to what you plan to do, rather than what you plan to gain, you can be much more confident that you’ll achieve what you set out to do.


Look to the future

Part of your job as a businessperson is to stay abreast of industry changes. Here are some possible trends that may have an impact on the bookkeeping industry in the coming years: 

	Increased use of offshore companies to provide bookkeeping services
 	Increased integration between accounting software and government agencies such as the Australian Tax Office
 	Continued shifts in perceptions regarding the ‘professionalisation’ of the bookkeeping industry, as more and more bookkeepers gain BAS Agent accreditation
 	More bookkeepers providing remote services (as opposed to onsite services) facilitated by high-speed internet
 	Possible downward pressure on hourly rates due to changes in workplace legislation and pressure from overseas providers
 	Rapid changes in accounting software and continued increase in automation and ‘clever’ coding
 	Increasing number of bookkeepers and accountants specialising in particular industries
 	Rapid development of add-ons to accounting software
 	Expansion in smartphone accounting apps capabilities


I’m not saying that all these trends will occur and undoubtedly I’ve failed to mention some others. However, any of these trends — including ones that haven’t happened yet! — has the potential to affect your bookkeeping business. The best way to stay up to date with changes is to subscribe to a professional membership association (refer to ‘Join a professional association’ for details), and commit to continuing professional development.
   

Chapter 18

Staying on the Right Side of the Law



IN THIS CHAPTER

[image: check] Registering as a BAS Agent — what’s involved and why it’s such a big deal

[image: check] Being honest as a mirror, straight as an arrow

[image: check] Ensuring that any information you submit is up to scratch

[image: check] Putting systems in place to look after yourself, and your clients too



If you have your own bookkeeping business, or you’re thinking about starting your own bookkeeping business, you must first ensure you have all the necessary qualifications, experience, registrations and insurance in place.

Only bookkeepers who register with the Tax Practitioners Board (TPB) — and have the experience and qualifications to do so — are able to provide ‘BAS services’ for their clients. The definition of BAS services is very broad, and includes relatively mundane activities, such as selecting default tax codes for accounts, as well as more complex tasks, such as generating employee payment summaries.

In this chapter, I provide a rundown of the legal framework for bookkeepers, including training requirements and professional standards of behaviour. I also touch on issues that all contract bookkeepers need to consider, such as codes of conduct, professional indemnity insurance and client confidentiality.



Becoming a BAS Agent

So, do you need to worry about this whole BAS Agent hullabaloo, or not? If you plan to work as a contract bookkeeper (as opposed to working as a bookkeeper on an employee basis), you almost certainly need to register as a BAS Agent, so the answer is yes. I explain the details in the following pages.


Figuring out whether you have to register

If you’re planning to work on your own as a contract bookkeeper, take a few moments to familiarise yourself with the delights of the Tax Agent Services Act. Here’s the deal: 

	
[image: Warning] You have to register as a BAS Agent if clients rely on your expertise and you assist clients with BAS services. Note: A BAS service doesn’t just mean completing activity statements, but includes anything to do with GST or PAYG, including configuring tax codes in accounting software, coding tax invoices and calculating complex payroll transactions such as redundancy payments.

 	You don’t have to register as a BAS Agent if you’re an employee receiving wages or you only do basic bookkeeping data entry based on explicit instructions provided by a client or by another registered agent. Bookkeeping activities that don’t count as BAS services include coding transactions based on specific instructions, processing payments to suppliers and bank reconciliations.
 	You also don’t have to register as a BAS Agent if your work is directly supervised by another BAS or tax agent. (For more details about the nature of supervision, skip ahead to ‘Supervising others’ work’, later in this chapter.)


In my opinion, the upshot of these regulations is that if you’re serious about being a contract bookkeeper (as opposed to being an employee), you need to have BAS Agent registration.

For more details about whether you need to register, check out the BAS Agent page at the Tax Practitioners Board website (www.tpb.gov.au).

[image: Warning] If you’re not registered as a BAS Agent, don’t even think about providing any kind of BAS or tax advice to a client. At the time of writing, the penalty for providing BAS services without registering ranges from a not insignificant $52,500 for an individual to a whopping $262,500 for a company.




[image: True story] IF YOU DON’T SIGN, DOES IT MATTER?
 
I was chatting to someone at a business networking meeting recently who asked me about BAS Agent registration. She commented that she was bookkeeping on a contract basis for a friend of hers, and that her work included coding all transactions and generating Business Activity Statement reports. I asked if anybody was supervising her work and she said ‘no’. However, she thought she was still acting within the law because her client was the one who always copied the figures from her reports onto the final Business Activity Statement form, and was also the person who signed these forms every time.

Unfortunately, this bookkeeper was operating under a misapprehension. Because she had entered all the transactions, checked tax codes and prepared GST reports, she had in effect been providing a BAS service. The fact that she was both charging her friend for this service and that she didn’t have anybody supervising her work means that she was breaching BAS Agent legislation.

So remember: Just because your client signs off on your work, or fills out the final forms to lodge to the tax office, you can’t argue that you aren’t providing BAS services.










Checking out what skills and qualifications you need

Sadly, registering as a BAS Agent isn’t quite as simple as signing up for karaoke night at the bar or getting a new Facebook account. Before you can register, you have to make the grade as far as the Tax Practitioners Board is concerned.

Aside from the rather pompously expressed requirement that you’re a ‘fit and proper person’ — that you haven’t been an undischarged bankrupt, served time in jail, or been convicted of fraud, tax or otherwise, within the last five years — the main hurdle is the qualification and experience requirements.

You must have a qualification equivalent to or better than Certificate IV in Accounting and Bookkeeping. If you received this qualification before GST was introduced into Australia, then you will also need to complete an approved course in basic GST and BAS principles.




PIGGYBACK ON SOMEONE ELSE
 
An alternative way to avoid having to register as a BAS Agent is to work under the supervision and control of another BAS Agent or tax agent. Whether or not this works for you very much depends on how many clients you have, and what kind of relationship you maintain with your clients’ accountants or tax agents.

If you decide to work under the supervision of a tax or BAS Agent, ensure your client is aware of this arrangement and of who the supervisor is. This method may be okay in the short term, but in the long term, most clients aren’t going to want to pay both a bookkeeper and a BAS Agent for the same service.

A different approach — and one that helps build a ‘statement of relevant experience’ for your BAS Agent application — is to join the Australian Bookkeepers Network (ABN). For a relatively modest fee, ABN will review your transactions and lodge Business Activity Statements on your behalf. This option is a good ‘in-between’ strategy while you study to gain BAS Agent registration in your own right. For more info, visit the ABN website at www.austbook.net.






In terms of experience, you must also have undertaken at least 1,400 hours of relevant experience in the preceding four years. Alternatively, you can apply to become a BAS Agent if you’re a member of a recognised BAS Agent or tax agent association and you meet the qualification requirements and you’ve undertaken at least 1,000 hours of relevant experience in the last four years.

[image: Tip] If you already have experience as a bookkeeper, you may be able to get some recognition for prior learning (RPL), which in turn may enable you to receive credits for some of the units that form part of the Certificate IV in Accounting and Bookkeeping.

For more of the fine print on these requirements, visit the Tax Practitioners Board website at www.tpb.gov.au.


Covering yourself with insurance

Professional indemnity insurance protects you against claims for professional negligence if you make a mistake or fail to exercise a sufficient level of skill. All BAS Agents must have this insurance.

[image: Tip] When weighing up different policies and premiums, make sure that the policy covers all aspects of the kind of bookkeeping work that you perform. For example, find out whether the policy covers you for setting up and installing accounting software, managing payroll, generating financial reports and preparing Business Activity Statements. If you have employees or contractors working for you, make sure that the policy covers them also, and that the policy covers you for wherever you work, not just from your home office.

Lastly, don’t forget to be specific about what costs the policy covers you for. Will the insurance company pay for legal costs and defending any claim against you? Will the payout include any penalties, interest or damages claims?

[image: Tip] You may be able to save a few dollars by subscribing to a policy organised in conjunction with a bookkeeping association. Both the Institute of Certified Bookkeepers (www.icb.org.au) and the Australian Bookkeepers Network (www.austbook.net) offer special deals on professional indemnity insurance.



Acting Honestly and Independently

A code of conduct is a set of expectations and responsibilities that bind any person who is a member of a particular group. If you belong to a professional accounting or bookkeeping association, you’re almost certainly bound by a particular code of conduct.

The Tax Practitioners Board oversees the code of conduct for BAS Agents that is prescribed by the Tax Agents Act. In the next few pages of this chapter, I attempt to distil the essence of this code, explaining key points in as straightforward a manner as possible. However, the fine print in this code is so detailed that I can’t cover every point, and I suggest you take some time to read through the full Code of Professional Conduct yourself (go to www.tpb.gov.au and head for the Code of Professional Conduct page, under the BAS Agents tab).


Staying squeaky clean

The first part of the Code of Professional Conduct includes the following requirements: 

	You must act honestly and with integrity. In this context, integrity means a commitment to ethical values and principles, as well as consistency in the way you conduct your business and treat your clients.
 	You must comply with tax laws in regard to your own tax affairs, including any business partnerships with which you’re involved. The definition of ‘tax affairs’ includes income tax returns, payment of superannuation guarantee contributions, Activity Statements and fringe benefits tax, and the definition of ‘complying with tax laws’ includes lodging all of your returns on time and paying your tax bills on time. Serious stuff.
 	You must properly account for money held on behalf of a client. In practice, few BAS Agents or bookkeepers hold funds on behalf of clients in their own bank account. However, if you ever hold any client money in your own bank account, you must not use this money for your own benefit and you must report to the client about that money.



WHEN ACTING LAWFULLY CAN SEEM A LITTLE TRICKY
 
Sometimes, ‘acting lawfully’ isn’t as simple as you think it could be, especially if a client asks you to turn a blind eye to something. Maybe the amount in question is very minor, maybe you feel awkward because the client has become a friend, or maybe you feel sympathy because you know the client is struggling to make ends meet.

For example, imagine that a client marks a whole swag of transactions on their credit card statement as fuel, but when you come across the receipts, you see that there’s often $50 or so for fuel, plus another couple of dollars for snacks. You mention this to the client, and they tell you simply to code everything to fuel and not to waste time double-checking receipts.

Or what about if you’re doing the books for a cafe that’s struggling to break even? The client can’t afford double time and a half on public holidays, so she pays employees only time and a half instead, but does it cash in hand. The client is happy because she can afford to open the cafe and the employees seem happy enough because they get cash in hand. You, however, are left wondering how to show the adjustment in the till for the shortage at the end of the day.

These kinds of tricky situations can often be avoided by providing all clients with a letter of engagement. (See ‘Writing an engagement letter’, later in this chapter, for more details.) If a client persists in asking you to bend the rules, you’re best to say something like, ‘I’m sorry, but as a bookkeeper, I’m not able to compromise my professional standards, even if you instruct me to do so’.

Then stick to your guns. And, if a client persists in asking you to record transactions that you know aren’t a true representation of their accounts, you’re best to gracefully terminate your services.






 	You must act lawfully in the best interests of your client. You have a duty to fulfil your work with the client’s best interests in mind, using your expertise and judgement. The words ‘acting lawfully’ clarify any possible conflict between acting in a client’s best interests and following the law. For example, a client could argue that it is in their best interests to claim their kids’ school fees as a tax deduction. (After all, this deduction would lower their tax bill.) However, because you know that school fees aren’t a legitimate tax deduction, you’re obliged to allocate these transactions correctly.

 


Avoiding conflicts of interest

Item 5 of the TPB’s Code of Professional Conduct states that agents must have adequate arrangements in place for managing conflicts of interest.

Following are some examples of possible conflicts of interest. Have a think about each one — what do you think you’d do if you found yourself in one of these situations?

Examples of possible conflicts of interest include 

	You’ve done the bookkeeping for a husband-and-wife team for many years. The couple have just had a messy divorce and both have continued with their own business interests, and both want you to continue working for them. Can you continue doing the bookkeeping for both individuals, or do you need to choose between one and the other?
 	You do the bookkeeping for a local hardware store. Another hardware store that is in direct competition with your current client has just approached you to do their books too. Can you agree to do so?
 	A landscape gardening company has asked you to do their books. The owner doesn’t know who you are, but you know that he is currently having a (somewhat clandestine) relationship with your sister.
 	You own an investment property in a busy retail precinct, but in the name of your family trust. The tenant of this property doesn’t realise that you have ownership interests in the property, and approaches you to help with their bookkeeping.
 	A client has asked you for advice about what accounting software to choose. You have a preference for a specific solution, but if the client chooses to purchase this software you will receive a commission. Should you still recommend this software?


According to the Code of Professional Conduct, you have three possible courses of action when faced with a conflict of interest: You can control the conflict, avoid the conflict or disclose the conflict. (Note: Conflicts of interest can be actual conflicts or potential conflicts.)

For example, if I return to the scenario of a hardware store asking you to do their books when you already do the books for one of their competitors, you would have three courses of action: 

	If you choose to control your conflict of interest, you would take on the second client, but be vigilant to behave ethically at all times. In particular, you would be super-careful never to disclose any confidential information and not to give advice to one client that could have been influenced by your knowledge of the other client.
 	If you choose to avoid the conflict of interest, you would simply decline to take on the second client.
 	If you choose to disclose the conflict of interest, you would tell both clients about your situation. Then each client could choose whether they wished to use your services, or not.


Can you see that there’s no simple right or wrong course of action in many situations of a conflict of interest? Personally, I usually choose to avoid or disclose (rather than control) conflicts of interest, because I believe that these two strategies present the least likelihood of causing problems in the future. (I have enough stress in my life without voluntarily signing up for more!)

[image: Tip] If you choose to disclose a conflict of interest, endeavour to do so at the earliest opportunity. For example, if you recommend a product to a client and you know you’ll receive commission, a good strategy is to disclose the amount of commission you receive to the client. However, you need to make this disclosure right from the start — you can’t wait until the client has already committed to purchasing this product.


Keeping stuff confidential

Item 6 of the TPB’s Code of Professional Conduct states that ‘unless you have a legal duty to do so, you must not disclose any information relating to a client’s affairs to a third party’. This limit applies indefinitely, so that even if you worked for a client over ten years ago and their business is long since gone, you can never say anything about that client or their business to anybody else. (The only exception to this rule is if you receive a notice to provide information about this client from a court, tribunal or the Tax Practitioners Board.)

[image: Remember] Remember that ‘not disclosing any information’ is much more complex than not blabbing at a party about how much profit a certain client is making. ‘Not disclosing any information’ means that as soon as you leave a client’s premises, it’s as if you were never there.

For example, imagine you do the books for a local builder. One day, a friend mentions that they’re thinking of hiring this builder to build an extension. You mustn’t say, ‘Ah, Steve, he’s a great guy. I’ve been doing his books for years’. Respecting confidentiality means that you simply don’t make any comment about your clients to other people, or about what work you do for them.

Note: You may wonder if I’m being inconsistent here, because my books include many anecdotes about clients. However, I always either adapt the anecdotes so that my clients can’t be recognised, or I specifically ask the client for permission to refer to their story.

One more tip. If you come across a client socially, by all means nod and say ‘hello’. However, unless the client specifically initiates the topic, never ask the client how business is going, or whether a deal came through or not. Instead, keep things strictly social. (You’ll find some benefits in taking this approach. After all, what can possibly be worse than someone picking your brains for tax advice when you’ve already had two glasses of champagne?)

Lastly, remember that ‘not disclosing any information’ also covers the potential inadvertent disclosure of client information. See ‘Protecting client data’, later in this chapter, for more details.



Making Sure Information Is Correct

So far in this chapter, I’ve talked about the kind of ethical behaviour the TPB’s Code of Professional Conduct expects bookkeepers to display. However, the code of conduct also covers technical matters such as ensuring any information you supply on behalf of your client is accurate, and that the services you provide are up to scratch.

[image: Tip] I do my best to explain these concepts in plain English in this part of the chapter, but you may find it challenging to translate the theory into everyday practical actions. For a different take on the same topic, and for more detail about how to establish processes that ensure you comply with the code, head to the Resources page of the Institute of Certified Bookkeepers website (for ICB members only) (www.icb.org.au).


Providing competent services

Item number 7 of the Code of Professional Conduct states that ‘you must ensure that BAS services that you provide, or that are provided on your behalf, are provided competently’.

The code defines ‘competence’ as ‘a state of being capable, fitting, suitable or sufficient to provide a tax agent service’. The code notes that the definition of competence varies from bookkeeper to bookkeeper. You may have a particular expertise in the building and construction industry while another bookkeeper may have a high level of skills in payroll and employee awards.

The code also elaborates to say that you are required ‘to act diligently in accordance with applicable technical and professional standards when providing a tax agent service’ and proceeds to define the word diligent as being ‘constant and persistent in an effort to accomplish something’ and ‘pursued with persevering attention’.

[image: Tip] If a client poses questions that are outside of your expertise but within the scope of your letter of engagement, part of the key to being competent is to seek expert advice and assistance. On the other hand, if a client poses questions that are outside the scope of your letter of engagement, such as seeking advice on income tax matters, you should refer your client to their tax agent. See ‘Understanding the limits of your advice’ and ‘Writing an engagement letter’, later in this chapter, for more details.

Note also that Item 8 of the Code of Professional Conduct states that you must ‘maintain knowledge and skills relevant to the BAS Agent services you provide’. Specifically, Item 8 suggests a minimum of 45 hours of continuing professional education (CPE) over each three-year registration period. These activities will vary from person to person, but may include attending courses, webinars, conferences or distance learning.

You need to keep a diary of your CPE and the TPB can ask for proof of your professional development hours at any time, including when your BAS renewal time falls due.


Supervising others’ work

Providing ‘competent services’ (see the preceding section for details) doesn’t just include the services that you provide, but also the services of your employees and subcontractors.

You must ensure that any employees or subcontractors have appropriate skills and experience and that you provide adequate supervision. The level of supervision depends on a range of factors, including 

	The qualifications and experience of the person you’re supervising
 	The nature of the work that this person is doing
 	Any checklists or processes that you have in place
 	The physical proximity of this person
 	The frequency that you supervise this person’s work


In short, you need to be confident that the work performed by people under your supervision is ‘competent’. You need to provide a much higher degree of supervision for an employee with little experience and who works offsite with no checklists in place than you would for an experienced employee who works in the same office as yourself, and who follows a series of strict procedures.


Taking reasonable care

Item 9 of the Code of Professional Conduct states that ‘you must take reasonable care in ascertaining a client’s state of affairs’.

[image: Remember] The essence of this part of the code is about whether or not you can rely on the information that the client gives you. This part of the code may not be that relevant if you’re the one doing all the bookkeeping, because you check everything yourself when you record transactions. However, if you only see the client once very few months and the client does the bulk of the bookkeeping themselves, you need to take ‘reasonable care’ to ascertain that the information the client provides is accurate.

‘Reasonable care’ is a tricky term to define, but depends on a range of factors including 

	The scope of the services you are providing. Hopefully you’ve already defined what you’re responsible for doing in your engagement letter (if not, see the section ‘Writing an engagement letter’, later in this chapter).
 	Whether this client is new or established. You need to take a higher level of care with new clients, reviewing the systems they have in place.
 	The client’s level of professional knowledge and experience. For example, if a client is new to business and has little understanding of tax, you need to check their information much more closely than you would a client who has been in business for years.
 	The kind of systems that the client has in the place. A client with a clutter of shoebox receipts and some dog-eared bank statements needs a more vigilant eye than a client who uses accounting software and has a superb filing system.
 	The complexity of the business. If a client has a complex business, such as primary production or manufacturing, you need to take more care than if a client has a simple business with few expenses.
 	Any recent changes in the law. If the law has recently changed — an increase in superannuation, for example — you should double-check that the client is aware of this change.


In order to be sure that you meet the standards of reasonable care, I suggest you follow these four steps with each and every client: 
	Take care to advise a client of their obligations under the law. For example, ensure your client is aware of deadlines for lodging reports and paying employee superannuation.
 	If you’re not sure about something, ask questions. Never second-guess. If you encounter a tricky situation you haven’t met before, whether this be foreign currency gains, withholding tax or import duty, ask questions (either of your client, of their tax agent or of an independent expert) until you’re sure you’ve got the correct answers.
 	
[image: Remember] Establish the level of engagement the client requires. Part of taking reasonable care involves having a measure of what the client expects you to do. Some clients expect their bookkeeper to do only simple tasks, such as reconciling bank accounts and paying employees. Other clients may expect a much higher level of knowledge, maybe monitoring retentions, creating cashflow reports or implementing new software systems. The more complex the level of engagement, the higher the standard required in terms of reasonable care.

 	Take reasonable care to understand the client’s situation and with this understanding, apply the law correctly. For more about applying the law, skip ahead to the next section.


[image: Warning] If you have any grounds to doubt the information that a client provides, you must make enquiries to satisfy yourself as to the completeness and accuracy of that information. On the other hand, if the information from the client seems plausible and consistent with previous records, and you have no basis on which to doubt your client, you’re okay to accept the information provided by the client without further checking.


Ensuring tax laws are applied correctly

Item 10 of the Code of Professional Conduct states that ‘you must take reasonable care to ensure that taxation laws are applied correctly to the circumstances in relation to which you are providing advice to a client’. (What a mouthful!)

[image: gst] The last part of this sentence is crucial for you, and relates to the services that you’ve agreed you’ll provide. For example, if your letter of engagement says that you’ll be responsible for monthly bookkeeping, including GST and employee super, you must take reasonable care to apply taxation law correctly in this regard. However, if the client’s external tax agent is responsible for all other taxation matters, such as income tax returns and FBT returns, ensuring that tax laws are applied correctly in this regard is not your responsibility.


Understanding the limits of your advice

If a client seeks advice, ask yourself first whether you’re qualified to respond. Remember that as a BAS Agent (as opposed to being a tax agent), you’re not qualified to advise on income tax matters, fringe benefits or the tax deductibility of certain expenses.

Even if you’re 100 per cent confident that you know the correct information on something, don’t go beyond the limit of your scope as a BAS Agent. If you think a client is doing something wrong, or could structure their tax affairs in a more beneficial way, suggest that your client seeks some additional advice from their accountant.



Setting Up Systems

In the last section of this chapter I provide some tips about creating a letter of engagement, and also give some advice about looking after your client’s data.


Writing an engagement letter

As part of a strategy to avoid compromising or difficult situations, the Tax Practitioners Board suggests that you provide clients with a formal letter of engagement. While I’m sure you recognise that this is a good idea in theory, you may feel quite reserved about the idea of such a letter. Maybe you’re worried about putting the client off by being overly formal, or maybe you’re worried about how to phrase such a letter.

Probably your best starting point is to hunt down a template. (The Institute of Certified Bookkeepers, for example, provides a template for members to use. This template is a bit too wordy for my liking, but provides a good reference for something you can adapt and personalise.)

For the record, here’s what I believe an engagement letter should include: 

	A warm and friendly opening sentence in which you say that you’re looking forward to working with the client.
 	A description of the services you have agreed you’ll supply, how often you intend to visit the business, how many hours you estimate the work will take, and what your hourly/daily/monthly fee will be (and whether or not this fee includes GST).
 	A description of the extent to which you intend to check the work of others. For example, if someone else in the business is going to be responsible for entering supplier bills, you may want to state that you don’t intend to double-check each supplier invoice for its validity, but that you will spot-check bills from time to time to check they are allocated correctly.
 	Where your work begins and ends. For example, if you’re not a tax agent, you won’t be preparing tax returns for this client. So you may want to say something like ‘My bookkeeping services include reconciling bank accounts, processing and reconciling payroll, lodging quarterly Business Activity Statements, preparing draft financial reports and liaising with the accountant to provide the information necessary to complete tax returns’.
 	
[image: gst] If you’re not a tax agent, clarification that you can offer advice regarding everyday transactions and GST coding, but that you can’t offer advice regarding income tax matters, including FBT and the deductibility of expenses.

 	A reassurance that you value the client’s business and that you will treat any information you learn about the business (whether bookkeeping-related or not) in strict confidence.


Other information you may want to include (but then again you may feel isn’t relevant): 

	A confirmation that you are a registered BAS Agent (alternatively, you could include your BAS Agent registration details on the header or footer of the engagement letter).
 	Your payment terms. (This information is displayed on your invoice anyway, so is arguably not a necessary part of this letter.)
 	If you’re doing the books from home or on your own computer, a clarification of where you’re storing their financial data, what format it is in (MYOB, QuickBooks or whatever) and what backup systems you have in place.
 	If you’re doing the books on the client’s premises and you’re not working in the cloud, a clarification of what backup systems you will put in place (if, indeed, you intend to take responsibility for backing up the accounting data), and where backups will be stored.


Finally, don’t forget to close your letter with something warm and friendly, such as, ‘Please don’t hesitate to call me on my mobile on 0400 000 000 if you have any questions at all.’


Protecting client data

If a client trusts you with their precious data, you have a big responsibility to look after this data in an even more conscientious manner than if it were your own. By protecting data, I mean both protecting client data from loss or corruption, and protecting client data from the prying eyes of unwelcome stickybeaks.

Some words of advice: 

	If you store client data on your own computer system, ensure you have superb backup systems in place. You must be confident that if your office (or home office) burns to the ground tomorrow, your client won’t lose a single bit of information.
 	If you pay the monthly subscription for a client’s accounting software, you must explain that in the event this client terminates your services, closes their business or doesn’t pay your fees, they also lose access to their business records. Your client will need to initiate their own software subscription or, in the event that their business has closed down, ensure they archive all essential financial reports for previous years.
 	
[image: Tip] If you store your client data in the cloud, I suggest you generate PDFs of key financial reports each quarter (a minimum of a transaction report plus a Profit & Loss report) and store these in a safe location.

 	If you store client data on your own computer system, password-protect both your computer and the client’s company files so that if your computer is stolen, nobody can access your client’s data. (Incidentally, the Privacy Act also sets out a number of principles that govern the collection and storage of personal information, particularly in regards to employee details and taxation information.)
 	If you take any printed information away from the client’s premises, look after this information with great care. (Leaving a bunch of confidential financial statements in the back of your car simply isn’t good enough.) In fact, I suggest you try to minimise any information you take offsite, and either work electronically or make scans of key documents.

    

Part 6

The Part of Tens



IN THIS PART …

If you’re working in a not-for-profit organisation, gather ten tips for making your bookkeeping life easier — concentrating on the weighty topics of accountability, reporting requirements and budget management.

Take advantage of my basket of tricks for getting customers to pay on time — without ever having to resort to martial arts, blackmail or enforced babysitting duties of triplet boys.

Have time for the more important things in life by using my tips to do your books in the shortest possible time.


Chapter 19

Ten Tips for Not-for-Profit Organisations



IN THIS CHAPTER

[image: check] Being a budget dragon and keeping the organisation on track

[image: check] Blinding the board of directors with your brilliance

[image: check] Delivering grant acquittals that ensure you get another round

[image: check] Surviving an audit in flying style

[image: check] Doing the right thing with other people’s money



Not-for-profit organisations provide some of the most complex bookkeeping environments ever. Even if an organisation is relatively modest in size, the bookkeeper often has to cope with convoluted cost centre reporting, intricate budgets, rigorous monthly reporting, meticulous audits and much more.

The difficulty is compounded by the fact that not-for-profit organisations are usually run on the smell of an oily rag. As a bookkeeper, you’re often paid a relatively low wage, and given surprisingly few hours to do an overwhelming amount of work. And, even if you lack the skills to understand all aspects of your job, there’s usually nobody else in the organisation to help you out.

In this chapter, I provide a few pointers that can hopefully help you identify the main trouble spots for bookkeeping in not-for-profit organisations, along with some ideas of how to navigate these. This said, don’t underestimate the value of getting some extra training if you feel your skills aren’t up to the job, particularly in the area of payroll, and make time to network with other bookkeepers in local community organisations.



Know and Love Your Cost Centres

Almost any not-for-profit organisation has multiple cost centres, such as different projects, divisions or grants. For example, our local community day care centre has different grants and reporting requirements for long day care versus occasional care, and the special needs unit next door has different reporting units for its playgroup, toy library, respite care and workshops. Similarly, our local Catholic diocese has a separate cost centre for each church and, within these, each church runs different cost centres for each activity.

Reporting for multiple cost centres makes for demanding bookkeeping. Here are some tips that may help stave off those grey hairs: 

	Let your accounting software do the legwork: In MYOB, the easiest way to track different cost centres is to use the job feature; with QuickBooks Online, class or location tracking is the way to go; and with Xero, you can use the category tracking option. These features mean that you don’t need to create separate accounts for every expense for every cost centre, a topic I explore in more detail in Chapter 2.
 	
[image: Tip] Consider recording cost centre splits once a month only: If you’re required to split admin expenses across many cost centres, consider doing this split once a month using a general journal entry. In other words, instead of splitting a single transaction for something petty like bank fees across five cost centres, you wait until the end of the month, and then do a journal allocating the total monthly expense for bank fees across these cost centres. (To do this journal, you debit and credit bank fees as the expense account, but you include cost centre codes on the debit lines and leave the cost centre code on the credit line blank.)

 	Don’t be too pedantic: Remember that cost centre reporting is a management tool only. So if you’re struggling to split a single employee pay across a squillion cost centres, you’re probably taking things too far.
 	Network with other bookkeepers: Some of the best bookkeepers I’ve ever come across are bookkeepers working for not-for-profit organisations. Try to get together with other bookkeepers in organisations similar to yours with an aim to sharing training, tips and ideas. You could even set up monthly breakfast meetings, annual training seminars or online discussion groups.




Become the Budget Queen

After cost centres, budgets are the next most demanding aspect to working in the not-for-profit sector. Budgets are the linchpin of not-for-profit decision-making, and the bookkeeper ends up being in the middle of it all.

[image: True story] Most budgets are effective only if you get sufficient collaboration, and involve managers in controlling their own budgets. I once consulted to an organisation that had nine group homes, with a manager in each one. Although the managers were involved in setting budgets, most managers never really stuck to them. At the end of six months, there would be a general flurry, a rush of complaints that managers had overspent, and yet another budget review. Then the whole cycle would begin once more. This cycle was only broken when I suggested that the bookkeeper start emailing reports to managers at the end of each week indicating how much of the monthly budget had been used so far, and how much they had left to spend.

[image: Tip] If you find the budget reporting in your accounting software too limited, I can highly recommend Calxa, an add-on software solution that provides simple yet very elegant budget and cashflow reports for non-profit organisations and small business. Calxa currently integrates with MYOB, QuickBooks Online and Xero. (For more info, see www.calxa.com.)

[image: Remember] The starting point of any budget is the organisation’s strategic plan. Of course, board members should be aware of this, but many not-for-profit boards are run by volunteers who are new to the game. So, if you get a board member coming to you and saying, ‘Hey, can you draw up a draft budget for next year?’, remember that the most correct response is probably, ‘Sure, but give me a strategic plan that outlines your goals and priorities first’.



Get the Terminology Right

A friend of mine belonged to a bicycle co-operative many years ago in which the committee decided that the words ‘nipple’ and ‘nut’ were sexist, and recalls hilarious tales about the difficulty of organising mechanical repairs while avoiding these ‘misogynist’ words. I was reminded of my spell doing books for a food co-operative, where the words ‘net profit’ were deemed to be a capitalist outrage. The demands that the word ‘profit’ be replaced with ‘surplus’, something the accounting software didn’t cater for, required hours sending reports to Excel each month.

You may not be on the receiving end of such fun, but even so, it pays to make sure you get the terminology right. In particular, not-for-profit organisations often show capital expenditure as part of an Income & Expenditure report. An Income & Expenditure report is the same as a Profit & Loss report, but includes all expenditure rather than just expenses (expenditure includes all money spent, including the purchase of new assets).

[image: Tip] If you use accounting software, the easiest way to generate an Income & Expenditure report is to allocate capital expenditure to an expense account called Capital Equipment or something similar. You can then generate a regular Profit & Loss report and simply change the title of the report. The accountant or auditor can make an adjustment later on, when preparing final financial statements, that records capital expenditure to the asset account where it truly belongs.



Report to the Board

When you’re a bookkeeper for a not-for-profit organisation, you report to a board of directors (also sometimes called a management committee). Here is where you can let your organisational skills shine, and dazzle the board with your brilliance: 

	Get the timing right: Convince the board to meet in the third or fourth week of every month so that you can finalise reports for the previous month in time. Organise the whole schedule of your bookkeeping cycle around providing timely financial reports to the board.
 	Give board members a heads up: Try to prepare reports at least five days in advance of the board meeting, and email these reports to the board so that they have time to review them beforehand.
 	
[image: Tip] Present information well: Work with the executive management to collate a single document that contains all the board reports. These usually include financial statements (Income & Expenditure report, Actual versus Budget reports and a Balance Sheet as a minimum), and non-financial documents, such as the minutes from the previous meeting, reports from the executive, sub-committee minutes and the agenda for the current meeting. If possible, combine all these individual documents into a single PDF document and email it to the board members before the meeting.

 	Provide a commentary: Remember that many volunteer board members aren’t experienced at reading financial reports. Provide a one-page commentary that highlights the key points — for example, pointing out that wages have gone up more than 10 per cent between one year and the next, or that income from donations is under budget by 25 per cent.




Get Help with Payroll

Don’t underestimate how complex payroll can be in a not-for-profit organisation. Employee loans, complex fringe benefits and salary packaging are just a few of the delights that wait in store.

The main thing is not to feel overwhelmed, and don’t blame yourself — chances are the task you face really is difficult. If you’re not sure how to do something, ask for help rather than feeling embarrassed and, if possible, ask your employer to pay for some specialist payroll training.



Do Killer Grant Reporting

Sadly, often the success of getting a grant renewed from one year to the next doesn’t depend on how brilliant a job is done planting trees, teaching children or counting whales; rather, the success rests, partially at least, on how well the organisation completes the grant acquittal, a document in which you report how you spent the money and what the outcomes of the project were.

[image: Remember] Play the piper’s tune. Find out in what format the grant body wants financial reports and, however weird and convoluted this format seems, present the information that way. If necessary, reallocate transactions so they fit into the categories that the grant body wants to see. (Tip: If these categories don’t fit with your other reporting obligations, try sending reports out of your accounting software and tweaking them in Excel.)

The other problem you may encounter is if you receive the grant income in advance of the grant period. For example, maybe your organisation reports on a calendar year basis (January to December) but gets a great big lump of funding in advance the previous year. To report correctly, you need to allocate the receipt of funds to a liability account (usually called Unearned Grant Income or something similar). Only when the grant period starts do you make a journal entry that debits this liability and credits Grant Income, so that Grant Income appears in the correct reporting period. For more details, check out Chapter 13, where I explain more about journal entries and accruals.



Be Accountable at All Times

When you work for a not-for-profit organisation, the obligation to be totally on the level and accountable for every penny spent is even more important. After all, the money that you’re dealing with isn’t yours.

Here are some pointers to bear in mind: 

	Separation of duties: As a bookkeeper, never handle cash receipts. If you’re asked to do so, explain that this goes against best practice for a not-for-profit organisation, and may even leave directors personally liable should a bookkeeper do the wrong thing in the future. Similarly, although as a bookkeeper you can record supplier bills and employee pays, you shouldn’t be able to sign cheques or authorise electronic payments.
 	Source documents: Always be able to lay your hands on a source document for every single payment. A source document is a document that proves the legitimacy of this payment. For example, the source document for employee wages is a timesheet, the source document for a supplier payment is a supplier bill, and the source document for rent is a lease or an invoice.
 	
[image: Remember] Authorisation of payments: When preparing bills for payment, check that these bills have been authorised by the person responsible. Similarly, never process bills for expenses that haven’t gone through the approved channels, such as an employee expense claim.

 	Code of conduct: I talk about the bookkeeper’s code of conduct in Chapter 18. If you’re not aware of the code of conduct, take some time to get familiar with this pretty sensible bunch of guidelines.




Make Sure You Can Survive an Audit

The degree of accountability and standard of reporting that an auditor requires from a not-for-profit organisation depends very much on the organisation itself. A school committee with total income of $30,000 per year faces very different requirements than a charity accepting grants and donations of millions of dollars for that same period.

Interestingly enough, however, many of the principles of preparing for an audit remain the same, regardless of an organisation’s size. The basic concept of any audit is the ‘verification of Balance Sheet items’. In other words, the auditor seeks proof that the balance of every single account on the Balance Sheet is correct.

You can make the auditor’s life easier by preparing this proof yourself. For example, the proof of a bank account balance is the closing bank statement; the proof of an inventory balance is the stocktake reports; the proof of trade debtors is copies of outstanding invoices. You get the picture.

In addition, make sure all source documents are filed (whether electronically or physically) in an organised fashion. Organise supplier invoices by supplier name, and in date order. Similarly, file any other documents such as customer receipts, employee timesheets or petty cash receipts in date order, so that the auditor can double-check transactions in the blink of an eye, rather than having to wade through piles of chaotic paperwork.



Track Membership Dues with Care

If you do the books for a member-based organisation, remember that the membership database forms part of the financial records of the organisation, and has to come up to scratch as far as the auditor is concerned.

Here’s how to keep your membership database in line: 
	In the membership database, make sure you have a report showing total membership renewals, the rate for each renewal and total membership income.
 	In your accounting system, ensure that membership dues are receipted correctly, and that membership income is allocated into a separate income account.
 	Make sure that membership income as per the database matches membership income in your accounts.




Know When to use Trust Accounts

Sometimes in not-for-profit organisations, you end up handling money that doesn’t belong to the organisation. Sometimes, this takes the shape of auspicing, where you manage funds on behalf of another organisation or group. For example, our local community choir receives an annual grant from the local council, but the council gives the funds to our local neighbourhood centre to manage.

Other times, organisations are responsible for handling money for others in the form of controlled monies or trust accounts. For example, a provider of services for people with profound disabilities may be authorised to access the bank accounts of its clients, but its clients’ funds remain completely separate to those of the rest of the organisation. This scenario has become even more frequent with the National Disability Insurance Scheme (NDIS).

As a bookkeeper, stay tuned to what funds belong to the organisation, and what funds don’t. I find that if one organisation auspices another, the easiest approach is usually to create a separate bank account for the organisation that’s being auspiced, and then track income and expenses as a separate cost centre (for more about cost centres, refer to ‘Know and Love Your Cost Centres’ earlier in this chapter).

[image: Tip] Depending on the situation, you may find that using bank feeds combined with bank rules to assist with data-entry works really well for some kinds of trust accounts, where the transactions are very similar from month to month.

Also, keep in mind that if you’re responsible for doing the books for any kind of controlled monies or trust account, the records that you keep are probably governed by specific legislation for your industry. For example, you may be required to issue receipts for every transaction, use accounting software that meets certain minimum standards or provide trust audit reports on a monthly basis.
          

Chapter 20

Ten Tricks for Collecting Money



IN THIS CHAPTER

[image: check] Knowing and loving your credit policy

[image: check] Chasing money without delay

[image: check] Getting on the phone and letting those debtors know you care

[image: check] Tracking every call made, every promise received

[image: check] Following through on your threats



One of the trickier jobs that often falls to a bookkeeper is chasing money from overdue accounts. If you don’t have an outgoing personality or you’re not naturally an assertive person, the process of chasing overdue accounts can feel like something akin to torture.

This reticence quickly turns into a negative cycle, because the longer you leave a debt before you chase it, the more likely it is that the debtor won’t pay. The secret to getting paid is to have clear credit terms and make contact with customers the moment they go beyond these.

I can’t cure any innate shyness you may have, but in this chapter I do provide a lot of tricks about how to chase money. Good luck!



Draw Up a Credit Policy

If you’re charged with chasing money from customers, you want to have a set of rules that outlines the deal for any customer who receives credit. This document is called a credit policy and, if such a policy doesn’t yet exist, it may be your job to ensure the business has an effective credit policy in place.

The kinds of things that go in a credit policy depend on the business, but usually include answers to the following: 

	What’s the fine print on the credit application? All customers who receive credit must complete a credit application. Make sure this application includes full contact details for the business owners and at least two credit or trade references.
 	What are the trading terms you offer to customers? You may be wise to tailor your trading terms to different customers. For example, if you sell to any of the large retail chains, you’ll get hammered for generous terms and hideous discounts. However, you can still stick to offering 7-day or 14-day terms to the rest of your customer base.
 	How often do you send customer statements? I suggest you email customer statements monthly if you offer 30-day terms, or fortnightly if you offer 7- or 14-day terms.
 	How soon do you chase customers for money after a bill falls due? I talk about this topic more in the section ‘Don’t Waste a Moment’.
 	At what point does a debt go to a collection agency or other legal action? This crunch point varies from business to business. Make sure the policy also outlines if you need approval before initiating legal action.
 	
[image: Tip] What are the goals in terms of debt collection and accounts receivable ratios? A good credit policy should include goals, so that a bookkeeper knows what to aim for. For example, a goal could be to have an average collection time of 45 days, or to have less than 2 per cent of the total debts outstanding in 90 days or more.





Do Your Homework

Just asking a customer to complete a credit application isn’t enough. Take the time once you receive the application to perform a thorough background check. Phone the suppliers that the prospective customer provides as references and ask whether the customer usually pays on time, how much they spend each month, and whether the supplier is aware of any cashflow problems this customer may have.

[image: Warning] Do stay alert for the customer who is asking for significant credit but provides references for accounts where they only spend $100 or so per month. (Even a business on the brink of insolvency can often manage to keep at least one or two suppliers paid on time, especially if the amount of the account is very small.)

Next, set a customer credit limit that makes sense for you. The value of this limit very much depends on your business. For example, if you’re turning over $5 million per year, you may be comfortable offering a particular customer credit of $50,000. However, if you’re only turning over $100,000 per year, this level of credit is probably unthinkable.

[image: Tip] If you’re at all unsure about a customer, consider offering COD terms only for the first few transactions, setting a low credit limit, or insisting upon 7-day trading terms until the relationship is more established.



Don’t Waste a Moment

When a customer’s account runs overdue, make contact straightaway. By overdue, I’m not talking about 60 days or 90 days. Start chasing as soon as an account is seven days overdue. The longer you leave a debt before chasing it, the more risk you run of not getting paid.

Dun & Bradstreet, one of the world’s most respected organisations specialising in risk and debt collection, offers the following statistics as motivation for acting promptly: 

	For debts that are one month overdue, an average of 6.2 per cent of debtors never pay.
 	For debts that are three months overdue, an average of 26.4 per cent never pay.
 	For debts that are six months overdue, an average of 42.2 per cent never pay.


In other words, your chances of getting paid fall dramatically every month you wait before initiating the debt collection process. So don’t be soft, don’t be nice, and don’t waste a single moment …



Calculate the Cost of Debts

Sometimes I come across business owners who begrudge the bookkeeper the time they spend chasing debts. This always surprises me, because not only does the business risk increased bad debts the longer they wait before chasing money, but slow-paying customers also tie up valuable capital.

[image: Remember] If you — or the business owner — has trouble getting fired up about the idea of debt collection, think of it this way: Imagine your monthly sales are $30,000 and customers pay on average in 60 days. If you can reduce this average from 60 days to 45 days, you generate an extra $15,000 of working capital for your business, interest free!



Get on the Blower

When chasing overdue accounts, I find phone calls work infinitely better than reminder letters or emails. Over the years I’ve refined my telephone technique down to a fine art, so here are a few tips, straight from the horse’s mouth: 

	Be polite, cheerful and warm: Get to know the person(s) responsible for accounts by their first name and make sure they know who you are too. Ask about their family, their holidays — build rapport. (Being friendly is a great way to elicit guilt.)
 	Aim high: Don’t beat about the bush. Start by asking whether the payment will be sent immediately. If the answer is ‘no’, ask why not. Let the person talk, and don’t interrupt them.
 	
[image: Remember] Have all the information at your fingertips: Before you call, be sure you can tell the customer the exact amount they owe, what they purchased, the due date for each invoice, and the total amount of all invoices outstanding (even ones that aren’t due yet).

 	Know what kind of payer you’re dealing with: Again before you call, have a quick look at this customer’s payment record. Does this customer usually pay on time or do you usually have to hound them? Are payments getting slower and slower?
 	
[image: Tip] Offer solutions: If someone genuinely can’t pay immediately, don’t wait for them to tell you when they can pay, but instead provide a solution. Start by saying something like, ‘How about 50 per cent this week and the balance in 14 days?’ If the customer rejects this solution, have another (gentler) solution up your sleeve that you can suggest instead.

 	Don’t be fobbed off by excuses: If a customer has lost the invoice, email a copy to them within the hour. If the invoice ‘is delayed in the system’, ask the accounts person to investigate what stage the invoice is up to. Say you’re going to call back the next day.
 	Ask for a commitment: When somebody makes a vague comment such as, ‘I’ll be paying that bill next week’, or ‘I’ll attend to your account as soon as possible’, reply by saying: ‘Thanks so much for that. Does this mean I can expect a payment by such-and-such a date?’ If the customer agrees, confirm their response by saying: ‘That’s great. I’m writing in my diary to expect your payment by [say] 31 March. If I don’t receive your payment by 1 April, I’ll phone again to check there are no problems.’
 	Confirm commitments in writing: If someone promises to pay by a certain date, send an email as soon as you hang up the phone thanking them for this commitment, and confirming the agreement they have just made.


[image: Remember] The squeaky wheel gets the grease!



Don’t Give Too Many Options

If a customer is overdue with their account, avoid giving too many options when you chase money. For example, if you send reminders, don’t ask that customers settle their accounts within 14 days. Instead, simply ask for immediate payment. After all, the customer is already overdue — why cut them any more slack?

Similarly, customise your statement format so that instead of having Current, 30 days, 60 days, 90 days and even 120 days-plus as totals on the bottom of the statement, simply have two totals: Current and Overdue. You don’t want to be sending the message that it’s okay, or even possible, for someone to go 120 days over on their account.



Keep a Dossier

Keep track of every phone call made, every reminder sent and every promise received. Sometimes it takes months, numerous phone calls and many emails before you succeed in getting someone to pay, and if you repeat this process with a lot of debtors, you soon lose track of who promised what.

[image: Tip] How you log this activity depends on what systems you’re using. If your accounting or CRM software permits, I like attaching notes to a customer contact log that not only documents all activity, but also allows me to flag recontact dates. This function means that if a customer promises to pay by a certain date, I can note this date in the log, and then the software prompts me when this date rolls around.

An alternative is to maintain notes in a spreadsheet such as Excel. The flexibility of a spreadsheet means you can put notes in any format, but still be able to search or sort by customer name, amount or recontact date.



Track ’em Down

What if you’re chasing a debt and the customer isn’t answering the phone, or the emails you send go unacknowledged? You may need to don your Sherlock Holmes hat and do some creative tracking: 

	Search online: You can often find people simply by Googling their name. You could also try to track down the business owner on social media such as LinkedIn or Facebook.
 	Use a professional: If you have a relationship with a debt collection agency, you can request a Credit Reference report. Some agencies even provide a tracing service for ‘lost debtors’.
 	
[image: Tip] Try local connections: Ask other local business owners who might have dealt with this customer if they know what’s going on.

 	Contact the references on the initial credit application: If you received a credit application from this customer, check out the credit or trade references they supplied, and see if these people or companies know how best to reach this person.




Stick to the Law

Although I encourage you to be assertive and forthright when chasing money, you must be careful never to be rude, nor to chase money in a way that could be described as harassment. Here are some guidelines about where assertiveness ends and harassment begins: 

	
[image: Warning] Don’t phone debtors on a public holiday or after 9 pm at night.

 	Never contravene privacy laws. If you can’t get through to the person who owes you money, it’s okay to leave a message saying that you called, but you mustn’t say what your call is concerning.
 	Don’t make contact more than three times per week, or more than ten times per month. Contact includes speaking to the debtor (including if the debtor hangs up), letters, text messages, telephone messages or emails.
 	Leave a reasonable amount of time between making each contact.
 	If you’re considering visiting the debtor’s home, first seek advice from your lawyer regarding privacy and consumer protection laws.
 	Never make any kind of physical threat.
 	Don’t make idle claims in your correspondence. For example, don’t say ‘numerous attempts have been made to contact you’ if this isn’t the case, and don’t say ‘you will be liable for collection charges and fees’ if that isn’t true.


[image: Tip] For a more detailed summary about the rights and responsibilities of a debt collector, visit the ACCC website at www.accc.gov.au and download the free publication ‘Debt collection guideline: for collectors and creditors’, a joint publication by ACCC and ASIC.



Get Drastic

You may have been reading through all my debt-collection tips, thinking to yourself, She’s optimistic. None of those strategies would work with so-and-so. I agree. Some people are professional payment-avoiders. They know how to take you right to your limit and maybe beyond, and are quite content in the knowledge that some of their suppliers are likely to give up along the way, letting them get off, scot-free.

So here’s my strategy for getting blood out of the proverbial stone: 
	
Do all the basic stuff first.

Don’t go in heavy straightaway, or you may lose a customer. Send statements, make phone calls and send at least one reminder email or letter. Be prepared to accept repayments in two or three instalments, if that helps.

 	
Decide what action you’re prepared to take.

You may need to discuss with management how far they’re prepared to take this matter. In warning a customer of what may occur, for example, do you intend to issue a summons at the local court, or to refer this debt to a collection agency such as Dun & Bradstreet (visit www.dnb.com for more details)?

 	
Send a final warning, asking for immediate payment, and explaining what action you intend to take if payment isn’t received.

This warning is known as a letter of demand and usually says something like, ‘We advise that if payment is not received within seven days of the date of this letter, we will instruct our debt collection agency [or solicitor] to issue proceedings against you to recover the unpaid debt together with our legal costs.’

[image: Tip] I suggest that you send letters of demand by registered post, so that there can be no doubt that this letter gets to its destination. Don’t put your business name on the outside of the envelope (this avoids the syndrome of the debtor seeing the envelope, thinking, Oh no, not them again, and turfing the envelope in the bin without even opening it).

 	
If the debtor doesn’t respond to your letter of demand, take the next step.

[image: Remember] Whatever you threaten, you must be prepared to follow it through. If you threaten to take legal action, send the lawyer’s letter within a fortnight. If you threaten to cut off supply, do so.



And, on this rather sombre note, this chapter comes to an end. (What did you expect? A chapter about debt collection was never going to be all fun and games.)
          

Chapter 21

Ten Tips for Doing Your Books in the Shortest Possible Time



IN THIS CHAPTER

[image: check] Arranging for the bank to sweet-talk with your accounts

[image: check] Saving brain drain by allocating transactions automatically

[image: check] Avoiding entering heaps of irrelevant stuff — keep personal transactions separate

[image: check] Getting paid on the spot with smart technology



I don’t mind bookkeeping. Recording transactions is peaceful enough, and getting the bank to balance can be strangely satisfying. Yet what do I do prefer — bookkeeping or an afternoon at the beach? Bookkeeping or a stolen moment snoozing in the sun? Bookkeeping or a long chat on the phone with my daughter? You can guess.

So in the spirit of having more time for you and less time in front of that darned computer, I’m going to share my all-time favourite bookkeeping speed tips.



Get Connected with Bank Feeds

I talk in detail about bank feeds in Chapters 2 and 5, but the basic idea of bank feeds is that you hook up your accounting software with your online banking so that all your banking transactions appear automatically in your accounting software.

[image: Tip] What this means is that when you log on to do your bookkeeping, 95 per cent of transactions are already there, with the date, the amount and the name of the person that you paid or received money from. All you have to do is select an allocation account, and the job of bookkeeping is complete.

If you’ve already purchased desktop accounting software outright, you may feel reluctant to pay additional fees in order to receive bank feeds. However, such fees usually fade into insignificance when compared to how much time you’ll save with bookkeeping.



Create Bank Rules to Allocate Transactions Automatically

Once you have bank feeds enabled, I recommend you take the extra step and create rules so that your software automatically guesses the allocation account for each transaction. For example, you could create a rule saying that all withdrawals appearing on your bank statement that have ‘Telstra’ as the Payee should be allocated to your Telephone Expense account.

If you create rules for all of the regular expenses that occur in your business, you’ll find that your software soon comes to allocate most transactions automatically. Instead of manually typing each transaction one by one, and re-thinking each time what the correct allocation account is, all you have to do is grab your mouse, check each transaction briefly, and then click OK.

Here are some tips to help you get bank rules working the way they should: 

	Apply rules across all accounts: With most software, you can usually choose between creating a rule that runs on one bank account only and that runs on all accounts. Unless you have a good reason otherwise, set up your bank rules so that they run on all accounts.
 	Avoid rules that are too specific: Try to keep rules broad, rather than really precise. For example, a rule that says any payment which contains the word ‘Telstra’ should be allocated to Telephone Expense is going to work in more situations than a rule which looks for the exact phrase ‘Telstra Account 092834’.
 	Check your default GST codes: Check all your general ledger accounts have the correct default GST codes applied to them. Otherwise, depending on the software, your bank feeds may automatically post to an account with the wrong GST allocation.
 	Create rules from the source: Usually creating rules directly from the bank reconciliation of bank feed approval screen works best. This way, the software second-guesses what the settings for this rule should be.
 	Keep an eye out for duplicate rules. Duplicate rules can confuse how transactions are allocated.
 	Name with care: Take care when naming bank rules, and name rules so you can find them easily in the future. For example, with rules for bank withdrawals, including both the supplier name and the type of expense is a good idea.
 	Understand the place each rule holds in the hierarchy: Most software allows you to organise rules in the order you want them to apply. Understanding how one rule may override another is key to getting allocations correct.
 	Use rules when you need to split transactions across more than one account: Remember that rules can do a lot of the hard work for you. For example, most software allows you to split transactions across multiple accounts — meaning that you could, say, allocate 80 per cent of your Telstra payment to Telephone Expense and the remaining 20 per cent to Personal Drawings.


[image: Remember] Last but not least, don’t forget that bank rules aren’t perfect! Double-check how rules are applied, especially at first, and ensure that the right accounts are selected, every time.



Scan Receipts

Does your business end up with a pile of petty cash receipts for expenses that you or the business owner has paid for in cash or using a personal bank account? Or do you end up with lots of petty cash receipts from staff expense claims?

[image: Tip] Cut to the chase by subscribing to a service such as ReceiptBank (www.receipt-bank.com) or Squirrel Street (www.squirrelstreet.com), or the many other services that exist in this space. Simply photograph your receipts using the app on your phone, and the app will extract the key information automatically (supplier name, amount, GST and so on), ready to import into your accounting software.

[image: Tip] Some software gives you the choice between importing receipts as paid transactions and importing supplier invoices as unpaid purchases. The latter option works well for businesses with lots of supplier transactions. Better still, you don’t even need to scan supplier invoices that you receive by email — you simply forward this email to your receipt-scanning email address, and the work is done.



Create Recurring Transactions

Most accounting software allows you to record recurring transactions automatically. For example, maybe you have a regular lease payment on a certain day of the month, or you invoice a customer a regular amount every week. Set up these transactions so that your software records them on the correct day of the week or each month without prompting.



Integrate Everything

Have a look at how information and paperwork flows through your business. Is any information entered twice? Maybe you have field technicians who record timesheets by hand, and then the bookkeeper records timesheets into the payroll. Maybe you have a customer database that sits separately from the list of customers in your accounting software, and each list gets updated whenever a change occurs.

[image: Tip] If you can spot any duplication in the business you do the books for, chances are you can save time and money by integrating the systems. For example, you can purchase software that lets technicians log timesheets using an app on their smartphone, and then this information flows automatically into the timesheets of accounting software. Similarly, you can almost always find ways to integrate your accounting software with external databases, so that when you update one source of information, the other updates automatically too.



Keep Personal Stuff Separate

If a business owner doesn’t currently have separate bank accounts for business and personal transactions, suggest they open a new account at their bank today.

[image: Warning] For a bookkeeper, you can’t get much worse than a bank statement listing a heap of transactions that are a mix of personal and business. Some transactions may be obviously personal, but many transactions won’t be so clear. A bookkeeper can waste hours of time sifting through receipts checking whether each transaction is personal or business. Even worse, the bookkeeper still has to enter each personal transaction into the accounts in order to reconcile the bank account balances. A worse waste of time is hard to find.



Learn to Use all Ten Fingers

Sounds blindingly obvious, but if you work at a desk-based job and you’ve never learnt to type properly, then spend an hour a day for the next couple of months and learn how to touch type. (By touch type, I mean being able to type without looking at the keyboard, and using all ten fingers.)

Do the sums and you’ll see it makes sense. A non-typist who rattles away at the keyboard in a seemingly proficient manner types at best at 25 words per minute. In contrast, a touch typist can usually type at least 75 words per minute. In other words, if you learn to type properly, you can get your work done up to three times faster than someone you can’t touch type.

If you don’t believe me, hop online and test yourself with any one of the free typing speed tests available. If your typing speed is any less than 40 words per minute, then you have heaps to gain from learning to type properly.



Set Up Your Accounting Software Properly

If you’re not a trained bookkeeper, or you’re a bookkeeper who has never quite gotten to grips with accounting software, then you can really speed things up by configuring your accounting software properly.

The technicalities differ across different software but here are a couple of examples to explain what I mean: 

	If you set up tax codes for each account in your chart of accounts, your software automatically selects the correct tax code every time you record a transaction. GST made easy.
 	If you customise your chart of accounts to reflect the individual needs of your business (a topic I cover in detail in Chapter 2), allocating accounts becomes less like guesswork and more like stealing cake from a baby.


I could list a dozen more examples but it’s enough to say that if you’re unfamiliar with your accounting software, take the time to learn about its features, or hire the services of an experienced consultant for a few hours.



Ditch Paper Records

When it comes to paper records, the biggest culprit that I still see is handwritten invoices, particularly for any kind of business that provides services to customers offsite.

Some of the staff working out in the field may find handwritten docket books convenient (no batteries to charge, no fiddly software to fire up), but the problem is that so much time gets wasted. One person spends time writing out a customer invoice by hand and then, later, the bookkeeper has to rekey this invoice into the accounting system.

So, in the interests of everybody spending more time at the beach, chuck all those docket books into the bin. Instead, get everybody to use a smartphone app or a tablet device that syncs up with your accounting software. (Regardless of what accounting software you use, you won’t have a problem finding an app that enables you to work in this way.)



Make Customer Payments Easy

A business can waste heaps of time chasing customer payments, so it’s wise to create systems that make it easy for customers to pay you.

[image: Tip] If you provide mobile services of any kind (maybe you’re an electrician or a plumber), get a device that allows you to accept payments using your smartphone or a tablet. (You will need to apply for a merchant account, if you don’t have one already.)

You may find that your accounting software company offers good deals on mobile POS devices and on merchant fees and, even better, includes an app where any payments received flow automatically through to your accounts.

Alternatively, if you invoice customers the same amount every month, consider setting up direct debit agreements so that your bank debits customer accounts automatically.
          

Glossary


	ABN:
 	Australian business number.
 	abnormal expenses:
 	Expenses that aren’t part of your everyday business, such as lawsuit expenses, capital losses or entertaining aliens from outer space.
 	abnormal income:
 	Any income that’s not really part of your everyday business, such as interest income, one-off capital gains or gifts from mysterious great-aunties.
 	absorption costing:
 	The process of costing an item where you factor in not just the cost of raw materials, but also freight and the cost of labour, plus an allowance for factory overheads, such as electricity, insurance and rent.
 	account:
 	A classification that enables you to group similar transactions together.
 	account classification:
 	Six account classifications are used: Assets, liabilities, equity, income, cost of sales and expenses.
 	accounting equation:
 	Assets = liabilities + equity (the essential equation behind all bookkeeping activities).
 	accounts list:
 	See chart of accounts.
 	accounts payable:
 	Money that you owe to suppliers.
 	accounts receivable:
 	Money that customers owe you.
 	accounts receivable ratio:
 	A quick measure of the success of your debt collection activities.
 	accrual:
 	An adjustment for expenses that you haven’t received a bill for yet, but that the business has incurred, or an adjustment for income that you’ve earned, but you haven’t billed for yet.
 	accrual accounting:
 	A system of accounting where you recognise income at the time the sale occurs, regardless of when you receive cash from a customer, and you recognise expenses at the time you receive a bill from a supplier, regardless of when you pay this bill.
 	accumulated depreciation:
 	The amount of depreciation that has been accumulated on a non-current asset since it was purchased.
 	acid test ratio:
 	A ratio that measures the liquidity of a business by looking at the relationship between current assets and current liabilities.
 	adjusted tax value:
 	The written-down value of an asset.
 	adjusting entries:
 	Entries made on the last day of an accounting period to ensure that all revenues and expenses are recorded in the correct accounting period.
 	adjustment note:
 	A credit note.
 	Aged Payables report:
 	A report that lists how much money you owe to suppliers, grouped according to how old the bills are.
 	Aged Receivables report:
 	A report that lists how much each customer owes you, grouped according to how old the debts are.
 	asset:
 	Something that the business owns, such as cash, money in bank accounts, computers, buildings or motor vehicles.
 	audit:
 	A review of the annual accounts, usually carried out by an independent person or a firm of accountants.
 	auspicing:
 	The process whereby one organisation manages funds on behalf of another organisation or group.
 	award:
 	A special document that outlines minimum wages and conditions of employment for groups of employees in a particular industry or occupation.
 	backup:
 	An extra copy of computer data that is stored elsewhere (preferably well away from your computer).
 	bad debt:
 	An amount owing from a customer that you know isn’t going to be paid.
 	Balance Sheet:
 	A report that provides a snapshot of the value of assets, liabilities and equity at any point in time.
 	bank feeds:
 	The process whereby your accounting software automatically downloads transaction details from nominated bank accounts into your bookkeeping records, ready for you to review and allocate correctly.
 	Bank Reconciliation report:
 	A report showing the difference between the balance on a bank account as per the bank statement, and the balance on a bank account in the Balance Sheet.
 	bank rules:
 	Rules that you configure in your accounting software to recognise certain kinds of transactions and allocate these transactions correctly.
 	BAS:
 	See Business Activity Statement.
 	BAS Agent:
 	A person or an entity licensed by the Tax Practitioners Board to provide BAS services.
 	BAS services:
 	Any bookkeeping activity related to GST or PAYG, including configuring tax codes in accounting software, coding tax invoices, generating employee payment summaries or preparing Business Activity Statements.
 	budget:
 	An estimate of the planned income and expenses for the next financial period.
 	bundy clock:
 	A system where employees have to swipe cards when they arrive or leave.
 	Business Activity Statement:
 	A document that all businesses that are registered for GST must complete either monthly or quarterly, summarising how much GST and other taxes are owing.
 	capital acquisitions:
 	Purchases of new assets, such as motor vehicles or plant and equipment.
 	car limit:
 	The maximum value you can use when calculating depreciation on a motor vehicle.
 	cash-based accounting:
 	A system of accounting where you only recognise income when you receive cash from a customer, and you only recognise expenses when you pay cash to a supplier.
 	cashbook balance:
 	The bank statement balance adjusted for any uncleared withdrawals or deposits.
 	Cashflow Statement:
 	See Statement of Cashflow.
 	cash payments journal:
 	A special journal listing all payments and outgoings.
 	cash receipts journal:
 	A special journal listing all business receipts.
 	chart of accounts:
 	The list of accounts to which you allocate transactions. These accounts describe what a business owns and what it owes, where money comes from and where money goes.
 	chattel mortgage:
 	A form of finance where ownership transfers to the purchaser right from the start.
 	cloud:
 	A remote computer or network of computers where you can save and view data, and which you access via the internet.
 	cloud accounting:
 	Where you store and work on your accounts in the cloud (that is, on a remote computer you access via the internet), rather than storing your data on a desktop computer or server in your office.
 	code of conduct:
 	A set of expectations and responsibilities that bind any person who is a member of a particular group.
 	collective agreement:
 	An agreement between the employer and all the employees.
 	company:
 	A form of business structure where shareholders own shares and have ownership of the company, and appoint directors to manage the business.
 	contra account:
 	An account that offsets another account.
 	control account:
 	A general ledger account where the balance reflects the total of balances in other related ledgers.
 	cost centre:
 	A department, program, project or location within a business where you group costs and income together in order to measure and monitor performance.
 	cost of sales:
 	What it costs in raw materials, supplies or production labour to make the goods that you sell (also called cost of goods sold or variable expenses).
 	credit:
 	Any transaction that increases liabilities, equity or income, or that decreases assets or expenses.
 	credit policy:
 	A set of rules that sets out the deal for any customer who receives credit.
 	current asset:
 	Anything that a business owns that can realistically be converted into cash within the next 12 months.
 	current liability:
 	An amount owed by the business that is due within the next 12 months.
 	debit:
 	Any transaction that increases assets or expenses, or that decreases liabilities, equity or income.
 	debtor:
 	A person, a business or an organisation that owes money.
 	default fund:
 	A super fund into which you deposit employee super contributions in the event that the employee doesn’t provide you with details of their super fund.
 	depreciation:
 	The allocation of the cost of an asset over its estimated useful life, usually several years.
 	depreciation schedule:
 	A report showing the assets that a business owns, the cost value of each asset, and how much depreciation has been claimed so far for each one.
 	detail account:
 	See subaccount.
 	differential backups:
 	A system of backing up where you only save the files that changed since the last full backup.
 	diminishing value:
 	A depreciation method where you calculate depreciation on the written-down value of the asset.
 	dividend:
 	A distribution of profits made to the shareholders or owners of a company.
 	double-entry bookkeeping:
 	The system whereby every transaction affects at least two accounts.
 	drawings:
 	See owner’s drawings.
 	engagement letter:
 	A letter that defines the scope and nature of your working relationship with a client.
 	equity:
 	The ‘interest’ that shareholders or an owner has in the business, including both capital contributed and the profit or loss built up over time.
 	expenditure:
 	Outgoings including not just regular expenses but also money spent on capital equipment.
 	expense accrual:
 	An adjustment for expenses that you haven’t received a bill for yet, but which the business has incurred.
 	expenses:
 	The day-to-day running costs of your business, including aspects such as advertising, bank charges, computer consumables, electricity, motor vehicle, rent, telephone and wages.
 	financial statements:
 	The formal end-of-year accounts that an accountant generates as part of doing a business’s tax, which usually include a Profit & Loss report and a Balance Sheet as a minimum.
 	first in/first out (FIFO):
 	A system of valuing inventory where the first items you bring into inventory are the first ones you sell.
 	fixed asset:
 	See non-current asset.
 	fixed expenses:
 	Expenses that don’t directly relate to sales.
 	formation expenses:
 	Expenses incurred in setting up a new company, such as registration of a new company name.
 	franked dividends:
 	Company dividends that include an imputation credit.
 	fringe benefit:
 	A benefit provided to an employee from an employer that’s anything other than wages.
 	fringe benefits tax:
 	A tax imposed on fringe benefits, paid by the employer.
 	full method BAS:
 	The detailed reporting method required for Business Activity Statements for businesses turning over more than $10 million per year.
 	garnishee orders:
 	When a third party serves an order on an employer to deduct money from employee wages to pay off outstanding debts.
 	general journal:
 	A journal, typically an adjustment, that transfers amounts from one account to another.
 	general ledger:
 	A ledger that lists transactions in account order, and then in date order within each account.
 	goodwill:
 	The difference between the total value of a business and the value of its net assets.
 	grant acquittal:
 	Where you report how you spent grant money received and what the outcomes of the project were.
 	gross profit:
 	The difference between net sales and cost of goods sold.
 	gross profit margin:
 	The percentage of gross profit against sales.
 	GST:
 	Goods and services tax.
 	header accounts:
 	The headings under which detail accounts or subaccounts are grouped.
 	hire purchase:
 	A loan allowing you to buy goods, such as equipment, vehicles or other assets on credit. You pay interest on this loan, and ownership transfers to you when the final loan payment is made.
 	historical cost:
 	The original cost of an asset.
 	imputation credit:
 	A tax credit that is part of a franked dividend.
 	income:
 	Money generated from sales to customers or returns on investments.
 	Income & Expenditure report:
 	The same as a Profit & Loss report, but includes all expenditure rather than just expenses.
 	indirect costs:
 	See fixed expenses.
 	individual employment agreement:
 	A one-to-one agreement between the employer and the employee.
 	input tax credit:
 	The credit a business claims for the GST paid on goods or services.
 	input-taxed purchases:
 	Expenses related to input-taxed sales.
 	input-taxed sales:
 	Interest income, dividend income or residential income.
 	Instalment Activity Statement (IAS):
 	The form used to report for monthly PAYG withholding tax if GST is paid quarterly, or a form used to pay PAYG withholding tax and PAYG instalment tax for businesses that aren’t registered for GST.
 	intangible asset:
 	An asset that you can’t touch, smell or see, such as goodwill, intellectual property and trademarks.
 	internal controls:
 	Procedures in place that safeguard the flow of money into and out of the business.
 	inventory:
 	Stock that gets sold to customers or raw materials that get assembled to make goods.
 	journal:
 	A list of transactions, usually sorted by date.
 	journal entry:
 	An adjusting entry that debits and credits selected accounts.
 	last cost:
 	An inventory costing method where all inventory items are valued at whatever the last cost was for an item.
 	last in/first out (LIFO):
 	An inventory costing method where the last items you bring into inventory are the first you sell.
 	lease:
 	A form of finance where a finance company buys an asset on behalf of a business and then rents it back to the business. The business pays rent every month for an agreed amount of time, and then, if it chooses, buys the asset from the finance company for a reduced price at the end of this period.
 	leave loading:
 	A bonus 17.5 per cent payment that employees may receive on top of regular holiday pay.
 	leave provision:
 	An entry in your accounts that allows for leave entitlements owing to employees.
 	liability:
 	Any kind of debt, such as credit card debts, supplier accounts, money owing to the tax office and bank loans.
 	liquid ratio:
 	See acid test ratio.
 	matching principle:
 	The core principle of accrual accounting, which aims to recognise income in the period that it is earned, and match associated expenses into this same period.
 	net profit:
 	Total income less total expenses.
 	non-current asset:
 	Physical assets such as office equipment, land and buildings, computers and motor vehicles that aren’t expected to be converted into cash within the next 12 months.
 	non-current liability:
 	Anything you owe that isn’t due to be paid out within the next 12 months, such as hire purchase debts and bank loans.
 	ordinary time earnings:
 	Regular wages, not including irregular payments such as annual holiday leave loading, one-off bonuses and overtime.
 	other expenses:
 	See abnormal expenses.
 	other income:
 	See abnormal income.
 	overheads:
 	See fixed expenses.
 	owner’s drawings:
 	Personal spending by the business owner.
 	partnership:
 	A business association of two or more individuals where profits are shared in agreed proportions.
 	PAYG instalment tax:
 	Tax paid on business earnings.
 	PAYG withholding tax:
 	Tax deducted from employee’s wages.
 	payment summary:
 	An end-of-year summary issued to an employee for any payments made that were not processed using Single Touch Payroll.
 	payroll tax:
 	A state-based tax imposed on businesses with larger payrolls (upwards of $650,000 depending on which state you operate from) based on the total wages bill.
 	periodic method:
 	An accounting method where you don’t account for cost of goods sold with every sale, but instead only account for cost of goods sold and stock on hand when you do a stocktake.
 	perpetual method:
 	An accounting method where you record the cost of goods sold with every sales transaction, and keep track of the current balance of inventory on a day-to-day basis.
 	personal leave:
 	Another name for sick leave, but includes sick leave taken both for personal purposes or leave taken to care for a dependant who is sick.
 	posting:
 	The process of transferring totals from general journals into the general ledger.
 	prepayment:
 	An expense paid for in advance or a deposit made against an invoice.
 	prime cost depreciation:
 	The method where you spread the cost of the asset evenly over the number of years you estimate the life of the asset to be.
 	principal:
 	An accounting term meaning the amount of the loan before interest.
 	professional indemnity insurance:
 	Insurance that protects you against claims for professional negligence if you make a mistake or fail to exercise a sufficient level of skill.
 	Profit & Loss report:
 	A report that summarises income, expenses and net profit over a specified period of time.
 	provision:
 	An adjustment for expenses or income not yet billed for where the exact amount is uncertain.
 	quick ratio:
 	See acid test ratio.
 	ratios:
 	Calculations that look at the relationship between one financial figure and another and, from the result, arrive at conclusions about the health of a business.
 	reconciliation:
 	The process of matching one set of records against another.
 	residual:
 	A lump-sum payment payable at the end of the lease term that roughly equates to the value of the asset.
 	retained earnings:
 	The income that a company holds onto and doesn’t distribute to shareholders.
 	sales journal:
 	A journal that lists the value of every sale made.
 	session date:
 	The day a transaction is recorded, as opposed to the date of the transaction itself.
 	SGC:
 	See Superannuation Guarantee Contribution.
 	simpler method BAS:
 	Simplified reporting method for Business Activity Statements, available to businesses turning over less than $10 million per year.
 	Single Touch Payroll:
 	An ATO regulation that requires employers to send employee payroll information including wages, PAYG withholding and superannuation to the ATO as soon as each pay run is processed.
 	sole trader:
 	A business structure operated by a single person that has unlimited liability.
 	source document:
 	A document that proves the legitimacy of a payment, such as a receipt or a supplier bill.
 	stale transactions:
 	Transactions (usually cheques) that are more than eight weeks old and still haven’t cleared through the bank account.
 	Statement of Cashflow:
 	A special report that examines the cashflows in and out of a business.
 	stock turnover ratio:
 	A measure of how well a business manages stock levels.
 	straight-line depreciation:
 	See prime cost depreciation.
 	subaccount:
 	A detail account that belongs under a header account.
 	SuperStream:
 	The name given to the ATO standard that specifies how businesses are required to electronically report and pay superannuation.
 	Superannuation Guarantee Charge:
 	An additional charge to employers who have not met superannuation obligations to employees by the due date.
 	Superannuation Guarantee Contribution:
 	The compulsory contribution that employers must pay in employee superannuation.
 	tax file number declaration:
 	A form that new employees must complete when starting employment.
 	Tax Invoice:
 	An invoice from a supplier who is registered for the GST that includes the supplier’s ABN and the amount of GST.
 	Tax Practitioners Board:
 	The authority responsible for the registration and regulation of BAS Agents and tax practitioners.
 	trade creditors:
 	See accounts payable.
 	trade debtors:
 	See accounts receivable.
 	Trading Statement:
 	A report summarising sales, cost of goods sold and gross profit.
 	transaction:
 	An exchange between two people, of either money or goods.
 	trial balance:
 	A report listing the debit and credit balances of all general ledger accounts at any point in time.
 	unfranked dividends:
 	Company dividends that don’t include an imputation credit.
 	unpresented cheques:
 	Cheques that have been sent to a supplier but that haven’t yet been debited out of the bank account.
 	variable expenses:
 	Expenses that directly relate to sales, such as production labour, raw materials and sales commissions.
 	work in progress:
 	Jobs that have started but aren’t yet complete.
 	workers compensation insurance:
 	The insurance premium an employer has to pay to cover employees in the event that they have an injury at work.
 	written-down value:
 	The original cost of an asset less how much has been claimed so far in depreciation.
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Micro business

Most supplier invoices and business expenses are paid at
point of purchase via EFTPOS or credit card

Y

Bookkeeper or business owner records these transactions
using one of three methods

Y

Uses bank feeds to import the information into accounting
software, using rules to allocate transactions automatically

OR

Manually enters transactions one by one into accounting
software, referring to bank and credit card statements

OR

Lists transactions on a spreadsheet
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ACCOUNT DEBITS | CREDITS | DESCRIPTION

Business Bank 40,000.00 Business bank loan. 5-year term. Fixed

Account interest.

Business Loan 40,000.00 | Business bank loan. 5-year term. Fixed
interest.

TOTAL 40,000.00 | 40,000.00
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Medium-sized business

Generates purchase orders for most purchases

!

Receives supplier invoices on account

!

Matches supplier invoices against purchase orders

!

Enters supplier invoices into accounting system

!

Matches payables against supplier statements and
authorises payment

!

Records supplier payments in accounting system

i

Records employee timesheets and wages into
accounting system

!

Generates a batch file from accounting system to
importinto internet banking and pay
employees/suppliers

!

May use bank feeds to import transactions into
accounting software (particularly for credit card,
accounts)

i

May use rules to match transactions that have already
been entered and to allocate other transactions
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Small business

Receives some supplier invoices on account, many other
expenses are paid via EFTPOS or credit card

Y

For supplier purchases, manually records supplier invoices into
accounting software so as to keep track of how much is owing

Al

Pays supplier via internet banking and records payment in
accounting software

Al

Bookkeeper or business owner then records EFTPOS and
credit card transactions using one of two methods

EITHER

Manually enters transactions one by one into accounting
software, referring to bank and credit card statements

OR
Uses bank feeds to import the information into accounting Q

software, using rules to allocate transactions automatically
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Furniture & Equipment | 1,200.00

Reallocate from office expense
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Less: GST Paid shown on Business Actvity Statement as at June 30
Net GST

Amount of tax included in total receivables as at June 30

Less: Amount of tax included in total payables as at June 30

Net Cash Adjustment

Balance of GST Payable as per Balance Sheet as at June 30

Less Net Cash Adjustment for GST not paid or received as yet

GST discrepancy (difference between GST on BAS and Balance Sheet)
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Step Five
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GST Reconciliation, Cash Basis, Soparate GST accounts.

GST Collected
‘GST Collected shown on Business Activity Statement as at June 30 S 2,500.00
Amount of tax included in total receivables as at June 30 s @010
Amount that should show as GST Collected on Balance Sheet s 282010
Actual balance of GST Collected as per Balance Sheet asat June 30 S 2.805.00
GST Overpaid s 15.10
GST Paid

‘GST Paid shown on Business Actvty Statement as at June 30 s 230000
Amount of tax included in total payables as at June 30 s 21020
Amount that should show as GST Paid on Balance Sheet S 260020
Actual balance of GST Paid as per Balance Sheet as at June 30 s 24310
GST Overciaimed s 100

Combined GST discropancy 15500
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Reconcile an account

Open your statement and let's get started

Which account do you want to reconcile?
Account

Bank:Bendigo Main -

Add the following information
Last statement ending date 31/12/2019

Beginning balance  Ending balance * Ending date *

4,186.78 ‘ 6213.22 ‘ 31103/
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Net GST Total

Income $ 1000 $ 100 $ 1,100

Less expenses

Insurance $ 180 $ 18 $ 198

Laser cartridge $ 100 $ 10 8 110
$ 280 $ 28 S 308

Ending cash balance s 792

GST Due to ATO $ 72

Net Profit $ 720






OPS/images/9780730384731-fg0602.png
8w [ry—
" e
a [

aw g o

it

Er—

oo






OPS/images/9780730384731-fg0203.png
@ O X

o A$220.00

¥ Cotegory deuas






OPS/images/9780730384731-fg0204.png





OPS/images/eq06004.png





OPS/images/eq06003.png





OPS/images/9780730384731-fg0201.png
Date. Payee Amount Accounting __ Advertising _ Electricity ‘Security
T oo |8 B0 DT
18320 [Convaicopers |5 s0000 0000
19320 [Dik sm s 3050 350
20320 [Swansion Securty | § 7530 7550
20320 fxoro s sw| s s

s iana] |5 s ECI D 50600 =






OPS/images/9780730384731-fg0202.png
o0oOoooooooon

H

2020
22020

ST Aoy
"
Conpr 1 Bokry

owcrpton

Regreszz

Corsunn 8
Sascrptons
oy
tcsExporses
OnenExpones

Tox e
GSTonEpanen
GSTonEpanen
ST Fre Expe.

1 spnte
5003
%

1550

1550






OPS/images/9780730384731-fg1309.png
5 oumsl

Oty ST B s © S )

© s s
PRR—

e —
e !
PrmaeE.. A






OPS/images/9780730384731-fg1307.png
2 touma

ooty ST i o © e o)

—
[Frovson o ousieme. (4]

| B ripones)
ot 125

Gen [w v

e
Arualeae ourgnoesed ke 11
oy

e






OPS/images/9780730384731-fg1308.png
[ —
[P ———

ot e o e i s

oo Ao ey ot
- o e oo ceano






OPS/images/9780730384731-fg1305.png
New Manual Journal

S ety s st
)
IO SR——

Aot o






OPS/images/9780730384731-fg1306.png
£ s

Do 65T 3] eprs st © Sl o)






OPS/images/9780730384731-fg1303.png
Cost price of Motor Vehicle

Onroad Charges
Delivery Charges
Registration
Insurance

Stamp Duty
Protective Paint Spray

Plus GST

Amount to be Financed
Term Charges

Plus GST on Term Charges
Total liability

©® @ v @ n hn »

“® H N 0

22,000.00
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EMPLOYMENT DETAILS

Pay Frequency: Weekly
Odette Garrison Annual Salay: $38,325.00
224 Coffee St
MelbourneVIC 3000
PayPeriod: 16/03/M - 4/03/ N Payment Dte: 25/03/ W TotsEarings $567.00  Netroy: $518.00
THis PAY o
SALARY £ WAGES e
Orcinay Hours 2000 saoom ss6700 simi00
OtherPrevious Earings sanso
oL s suose
T
PAYGTax sesco seasam0
ToraL $45.00 20000
SUPERANNUATION
SGC.-Ca Cornord Private Superannuation Fund - 1234123 5000 ss0n00
SGC-HESTA Super Fund - 1234123 5100 sisa0s

oL 5103 s105308
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Payroll Checklist
Have all employees completed a tax file number (TFN) declaration?

Is your payroll software Single Touch Payroll (STP) compliant and do you submit
pay details to the ATO with every pay run?

Is the business complying with all relevant awards and standards as regards
employee pay and conditions, or is some other kind of employment contract or
official workplace agreement in place? (Don't forget — employment contracts
can'tundercut the award.)

Have you supplied all new employees with a Fair Work Information Statement?

Do you have a copy of all relevant awards or agreements at your workplace
available for employees to read?

Do you provide pay slips with every employee pay that include all the necessary
information, such as employer and employee name, date and period of payment,
amount of pay, and any deductions and superannuation due?

Are you aware of the payrolltax threshold for your state, and are you paying this
tax if you exceed this threshold?

Have you supplied a Standard choice formto all employees who haven't supplied
you with their superannuation details?

Do you have a workers compensation policy so that all employees are insured in
the event that they have an accident?

Have you — or the business owner — double-checked with the company
accountant whether any subcontractors should really be considered employees
for taxation, superannuation and/or workers compensation purposes?

Do you understand how to calculate PAYG tax and superannuation?
Do you maintain and keep all necessary employment records, which, most often,

include wage rates, leave history, superannuation details, nature of the
employment (for example, full-time, part-time or casual) and hours worked?
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‘Trading Statement (Perpstusl inventory) Trading Statement (Periodic Inventory)

Towl Sales 12000 Tomisales s 12000
Less: Costof Goods Sold $ 5000 Loss:Costof Goods Sold
Gross Profit s 7000 Opening Stock s -
Plus: Purchasos s 25000
s 25000
Less: Closing Stock s 2000

Costol Goods Sold s 5000
Gross Proft s m000
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Purchase 5 kg at $2/kg

Total value of inventory equals
Purchase 5 kg at $2.50/kg
Total value of inventory equals
Sale of 3kg

Cost of sale

Total value of inventory equals

AvCost | LIFO FIFO | Last Cost

$
$

$

10.00($ 1000 |$ 10.00 10.00

7.50

$

2250 |$ 2250 |$ 2250($ 25.00
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Date | Reforence |Account Debit | Credit
3TMay | Invoice 3023 [Ivertory S 25000

|GST Paid on Purchases s 20

Accounts Payable s 250

|Purchase of 50 haggis at $5.00 each pius GST
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GST SUMMARY REPORT

January

ToraL
Netamount for G1 7,178.95
Tax amount for G1 717.84
GSTFroe sales 41803
G1TOTALSALES Asg314.82
Net amount for purchases. 2,793.69
Tax amount for purchases 279.37
GST-Free purchases 57251
1A GST ON SALES As717.84
BATOTAL AMOUNT YOU OWE TO THE ATO A$717.84
1B GST ON PURCHASES £45279.37
88 TOTAL AMOUNT THE ATO OWES YOU £5279.37

9 REFUND OR PAYMENT DUE As438.47
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