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INTRODUCTION

Amidst the triumphs, turmoils, mergers, acquisitions, and lately the dramatic scandals and
collapses of Big Business in America during the early years of the 21st century, small
business just keeps on going and going. Thus, the third edition of Encyclopedia of Small
Business has been prepared for and is dedicated to the largely silent majority of companies
that, together, weave the extremely varied multi-colored fabric of American commercial life.
Of the nation’s roughly 5.8 million firms with employees, well over 95 percent are classified
as small, whether using the official measures published by the U.S. Small Business
Administration (SBA) or a simpler metric under which all firms employing fewer than
100 people qualify. To these small companies with employees must be added America’s
“micros,” nearly 19 million businesses that do not have hired help and represent countless
individuals and couples in business for themselves—a rapidly growing segment of the
business population. Small business is small, but it is everywhere. It is innovative, adaptive,
quick on its feet—and, according to the SBA—it creates three out of every four new jobs.
Given the vast extent, productivity, ubiquitous presence, and deep integration of this
element of commerce in American life, it is appropriate to adapt a phrase from
Hollywood and say: “There is no business like small business.”

Encyclopedia of Small Business is itself a relative newcomer, no longer a start-up, to be
sure, but still energetically changing and growing. The third edition, like the second,
features new entries and reflects the rapidly changing environment by intensive updating
of its contents. Since the second edition the U.S. has experienced the traumatic events of
9/11, descended into a brief recession in the wake of the terrorist attacks, has seen budget
surpluses turn into budget deficits, has seen gas prices spike, has witnessed the bursting of
the dot-com boom but has also seen the resilient recovery of electronic commerce—has,
indeed, seen many changes in public perception, government policy, securities legislation,
economic structures, and in technology. EOSB-3 reflects all these changes. Virtually every
entry has had to be revised, many rather extensively, to mirror accurately a dynamically
changing economic environment.

EOSB-3, like earlier editions, is intended as a resource for the small business owner, for
the would-be entrepreneur, and for students of business generally. It deals extensively with
most aspects of business activity, from human resources on up to organizational issues;
production and productivity; financial activities from accounting details on up to stock
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trading; purchasing, sales and marketing; accounting and measurement issues including
various forms of valuation and assessment; and also with legal forms and regulatory
requirements. It deals with starting, buying, and selling businesses—as well as taking them
public or buying them back from the public. EOSB also attempts to cover major issues that
shape the business environment, like globalization, or shape the company, like business
ethics. Not least, EOSB also covers emerging and fading management fads and attempts to
highlight the lasting virtues as well as the more ephemeral aspects of these attempts at
improving sales, profits, quality, services, etc. In most cases, however, the point of view
reflected is that of the small business owner. All events in all companies have the same
fundamental character. But the same issue confronting a small business will very often play
out differently than it will in huge organizations where often choirs upon choirs of
committees must have their say.

EOSB-3 has 605 entries of which eight are new. These are Business to Business,
Business to Consumer (both reflecting trends in electronic commerce), Board of Directors,
Code of Ethics, Entrepreneurial Networks, Global Businesses, Sarbanes-Oxley (radical new
securities legislation), and Small Business. Yes, somewhat surprisingly, perhaps, EOSB has
delayed undil its third edition to tackle the subject of actual definition: What exactly s
small business? The reader who wonders why it took so long needs only to read the entry
to realize that it took real courage to tackle the subject!

Many of the other existing entries have also been rewritten from the ground up on the
basis of new research that has suggested—or new events that have necessitated—a fresh
look. Users of EOSB who like to follow a subject closely might wish to look up and read
again entries that have helped them in the past. All other entries have been carefully
reviewed and updated in light of regulatory, market, legislative, technological, or global
changes.

USER’S GUIDE

The essays in EOSB-3 are presented alphabetically by topic in two volumes, with
Volume 1 covering essays beginning with A-I and Volume 2 containing essays ]J-Z. In
the very nature of things, some topics are covered in more than one entry depending
on context. An example is the broad subject of Internet-based commercial activities.
Some cross-referencing is provided at the bottom of entries under the See Also
heading. A look at the index will provide references to other essays in which the
topic may be covered in part or touched upon. Each entry is also followed by a
Further Reading section in which the reader can identify books, periodicals, and
government or other Web sites from or on which additional information may be
obtained.

EOSB-3 features a Master Index at the back of Volume 2. The index contains
alphabetical references to important terms in accounting, finance, human resources,
marketing, operations management, organizational development, and other areas of inter-
est to small business owners; names of institutions, organizations, associations, government
agencies, and relevant legislation; and “see also” references. Each index term is followed by
volume and page numbers, which easily direct the user to main topics as well as to all
secondary reference terms as mentioned above.

EOSB-3 works equally well as a reference work—to look up some category on
which more information is needed, e.g., Discounted Cash Flow—or as a book used
for browsing and as a source of general information on trends or practices, the reader
sampling an essay and being moved, perhaps, to read another that comes up in the
context of the first. However used, it is the editors’ hope that £OSB will have
served the reader well in presenting the subjects and in provoking thought and—best
of all—profitable action.
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COMMENTS AND SUGGESTIONS
We welcome any questions, comments, or suggestions regarding the Encyclopedia of Small
Business. To reach us, please contact:

Editor

Encyclopedia of Small Business
Thomson Gale

27500 Drake road

Farmington Hills, MI 48331-3535
Toll-free Phone: 800-347-GALE
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ABSENTEEISM

Absenteeism is the term generally used to refer to
unscheduled employee absences from the workplace.
Many causes of absenteeism are legitimate—personal
illness or family issues, for example—but absenteeism can
also be traced to factors such as a poor work environment or
workers who lack commitment to their jobs. If such
absences become excessive, they can adversely impact the
operations and, ultimately, the profitability of a business.

COSTS OF ABSENTEEISM

Unscheduled absences are costly to business. According
to the U.S. Department of Labor, companies lose
approximately 2.8 million workdays a year because of
employee injuries and illnesses. The inability to plan for
these unexpected absences means that companies hire last
minute temporary workers, or pay overtime to their
regular workers, to cover labor shortfalls; they may also
maintain a higher staffing level regularly in anticipation
of absences. According to Matt Lewis, in an article enti-
tled “Sickened by the Cost of Absenteeism,” which
appeared in Workforce in the fall of 2003, “Three to 6
percent of any given workforce is absent every day due to
unscheduled issues or disability claims ... To compen-
sate, most companies continually overstaff by 10 to 20
percent to mask lost productivity. That’s a colossal cost.”

Small businesses are, of course, not immune to such
“expenses.” There are obvious costs associated with an
absent employee, including consequences difficult to
measure. The most obvious cost is in the area of sick
leave benefits—provided that the business offers such
benefits—but there are significant hidden costs as well.

The SOHO Guidebook cites the following as notable

hidden cost factors associated with absenteeism:

* Lost productivity of the absent employee

* Overtime for other employees to fill in

* Decreased overall productivity of those employees
* Costs incurred to secure temporary help

* Possible loss of business or dissatisfied customers

* Problems with employee morale

The costs associated with absenteeism can be con-
trolled. While scheduled time off for vacations and
illnesses is an inevitable cost of doing business, managing
things in such a way as to discourage excessive absenteeism
is well worth the effort.

DEVELOPING AN ABSENCE POLICY

Many small business owners do not establish absenteeism
policies for their companies. Some owners have only a
few employees, and do not feel that it is worth the
trouble. Others operate businesses in which “sick pay”
is not provided to employees. Workers in such firms thus
have a significant incentive to show up for work; if they
do not, their paycheck suffers. And others simply feel
that absenteeism is not a significant problem; they see no
need to institute new policies or make any changes to the
few existing rules that might already be in place.

But many small business consultants counsel entre-
preneurs and business owners to consider establishing
formal written policies that mesh with state and federal
laws. Written policies can give employers added legal
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protection from employees who have been fired or dis-
ciplined for excessive absenteeism provided that those
policies explicitly state the allowable number of absences,
the consequences of excessive absenteeism, and other
relevant aspects of the policy. Moreover, noted 7he
SOHO Guidebook, “a formal, detailed policy that
addresses absences, tardiness, failure to call in, and leav-
ing early can serve to prevent misconceptions about
acceptable behavior, inconsistent discipline, complaints
of favoritism, morale problems, and charges of illegal
discrimination. General statements that excessive absen-
teeism will be a cause for discipline may be insufficient
and may lead to problems.”

Changes in company culture and policy have been
cited as effective in reducing absenteeism. The use of
flexible schedules, whenever possible, is one way to offer
employees a means of managing their own personal time
needs and thus reducing unscheduled absences. Many
small businesses that have introduced flextime, com-
pressed work weeks, job sharing, and telecommuting
options to their workforce have seen absenteeism fall
significantly; these policies provide employees with much
greater leeway to strike a balance between office and
home that works for them (and the employer).

ABSENTEEISM POLICIES

Most employees are conscientious workers with good
attendance records (or even if they are forced to miss
significant amounts of work, the reasons are legitimate).
However, it is estimated that as many as three of hundred
workers are likely to exploit the system by taking more than
the allotted sick time or more days than actually necessary.

To address absenteeism, then, many small businesses
that employ workers have established one of two absen-
teeism policies. The first is a traditional absenteeism
policy that distinguishes between excused and unexcused
absences. Under such policies, employees are provided
with a set number of sick days (also sometimes called
“personal” days in recognition that employees occasion-
ally need to take time off to attend to personal/family
matters) and a set number of vacation days. Workers who
are absent from work after exhausting their sick days are
required to use vacation days under this system. Absences
that take place after both sick and vacation days have
been exhausted are subject to disciplinary action. The
second policy alternative, commonly known as a “no-
fault” system, permits each employee a specified number
of absences annually (either days or “occurrences,” in
which multiple days of continuous absence are counted
as a single occurrence); this policy does not consider the
reason for the employee’s absence. As with traditional
absence policies, once the employee’s days have been used
up, he or she is subject to disciplinary action.
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“Use It or Lose It” Some companies do not allow
employees to carry sick days over from year to year. The
benefits and disadvantages of this policy continue to be
debated in businesses across the country. Some analysts
contend that most employees do not require large num-
bers of sick days and that systems that allow carryovers are
more likely to be abused by poor employees than appro-
priately utilized by good employees, who, if struck down
by a long-term illness, often have disability alternatives.

A friendly feature that can be added onto a “use it or
lose it” sick day policy is the option of donating unused
earned days to a leave bank for colleagues suffering from
catastrophic illnesses. Although this may not be an incen-
tive to all employees to conserve sick days, it does offer
dedicated employees a means of putting what they may
consider legitimately earned hours to a positive use.

ESTABLISHING A SYSTEM FOR
TRACKING ABSENCES

Absenteeism policies are useless if the business does not
also implement and maintain an effective system for track-
ing employee attendance. Some companies are able to
track absenteeism through existing payroll systems, but
for those who do not have this option, they need to make
certain that they put together a system that can: 1) keep an
accurate count of individual employee absences; 2) tabu-
late company wide absenteeism totals; 3) calculate the
financial impact that these absences have on the business;
4) detect periods when absences are particularly high; and
5) differentiate between various types of absences.

SEE ALSO Employee Motivation; Sick Leave and
Personal Days
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ACCELERATED COST
RECOVERY SYSTEM
(ACRS)

The Accelerated Cost Recovery System (ACRS) is a
method of depreciating property for tax purposes; it
allows individuals and businesses to write off capitalized
assets in an accelerated manner. Adopted by the U.S.
Congress in 1981 as part of the Economic Recovery
Tax Act, ACRS assigns assets to one of eight recovery
classes—ranging from 3 to 19 years—depending on the
assets” useful lives. These recovery classes are used as the
basis for depreciation of the assets.

The idea behind ACRS was to increase the tax
deduction for depreciation of property and thus increase
the cash flow available to individuals and businesses for
investment. It was put in place during an economic
recession and “unleashed a torrential flow of corporate
cash,” according to Elizabeth Kaplan in Dun’s Business
Month. In fact, at the time it was enacted, ACRS was
expected to add between $50 and $100 billion to the
incomes of individuals and businesses over a 10-year

period.

Proponents of ACRS claimed that this depreciation
method and related changes in tax law led to a huge
increase in investment that helped the U.S. economy
recover. But other people criticized ACRS for making
reported business earnings look better than they actually
were. “The dangers of treating depreciation as merely an
accounting convention—and not a real economic cost
that provides for the eventual replacement of plant and
equipment—were exacerbated by ACRS, which allowed
companies to take ultra rapid depreciation on capital-
intensive assets,” Kaplan explained. “By reducing corpo-
rate tax bills, ACRS also exaggerated the disparity
between cash flow and reported earnings. The cash gen-
erated by a company’s operations is being hailed as a far
more reliable barometer of financial health than the more
traditional earnings yardstick, which can be skewed by
accounting conventions.”

Perhaps the most dangerous trend to grow out of the
favorable tax treatment of capitalized assets was a large
number of hostile takeovers. “ACRS inadvertently
unleashed a potent weapon for corporate raiders who
specialize in leveraging the assets of the target company
to finance their attacks,” Kaplan noted.

Responding to criticism, the U.S. Congress revised
the ACRS as part of the 1986 Tax Reform Act. The new
depreciation method for tangible property put in use
after 1986 is called the Modified Accelerated Cost
Recovery System (MACRS). The main difference
between ACRS and MACRS is that the latter method

uses longer recovery periods and thus reduces the annual
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depreciation deductions granted for residential and non-
residential real estate.

Some people expressed concern that the change
would spur consumption at the expense of investment
and thus end the period of economic recovery and
growth. Others worried that the frequency of changes
would unnecessarily complicate the tax code. After all,
taxpayers were required to use the “useful life” method to
depreciate property put in service prior to 1981, the
ACRS method for property put in use between 1981
and 1986, and the MACRS method for property put in
use after 1986.

MACRS actually encompasses two different depre-
ciation methods, called the General Depreciation System
(GDS) and the Alternative Depreciation System (ADS).
GDS is used for most types of property. ADS applies
only to certain types of property—that which is used for
business purposes 50 percent of the time or less, is used
predominantly outside the United States, or is used for
tax-exempt purposes, for example—but can also be used
if the taxpayer so chooses.

In March 2004, temporary and proposed changes to
MACRS were published by the IRS. The changes con-
cern how depreciation is handled for property acquired
in one of two very specific ways. Property acquired in a
like-kind exchange and/or as a result of an involuntary
conversion are to be handled differently if both the
relinquished and the replacement property are subject
to MARCS in the acquiring taxpayer’s hands. The prop-
erty in question must also have changed hands prior to
February 27, 2004. According to Lynn Afeman, in an
article discussing these changes in The Tax Adviser “The
temporary regulations, fortunately, provide an election
out of these rules. However, some taxpayers may make
the election simply to avoid complexity, rather than to
gain the most advantageous depreciation regime.”

SEE ALSO Depreciation
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ACCOUNTING

Accounting has been defined as “the language of busi-
ness” because it is the basic tool keeping score of a
business’s activity. It is with accounting that an organ-
ization records, reports, and evaluates economic events
and transactions that affect the enterprise. As far back as
1494 the importance of accounting to the success of a
business was known. In a book on mathematics pub-
lished that year and written by the Franciscan monk,
Luca Paciolo, the author cites three things any successful
merchant must have. The three things are sufficient cash
or credit, an accounting system to track how he is doing,
and a good bookkeeper to operate the system.

Accounting processes document all aspects of a busi-
ness’s financial performance, from payroll costs, capital
expenditures, and other obligations to sales revenue and
owners’ equity. An understanding of the financial data
contained in accounting documents is regarded as essen-
tial to reaching an accurate picture of a business’s true
financial well-being. Armed with such knowledge, busi-
nesses can make appropriate financial and strategic deci-
sions about their future; conversely, incomplete or
inaccurate accounting data can cripple a company, no
matter its size or orientation. The importance of account-
ing as a barometer of business health—past, present, and
future—and tool of business navigation is reflected in the
words of the American Institute of Certified Public
Accountants (AICPA), which defined accounting as a
“service activity.” Accounting, said the AICPA, is
intended “to provide quantitative information, primarily
financial in nature, about economic activities that is
intended to be useful in making economic decisions—
making reasoned choices among alternative courses of
action.”

A business’s accounting system contains information
relevant to a wide range of people. In addition to business
owners, who rely on accounting data to gauge the finan-
cial progress of their enterprise, accounting data can
communicate relevant information to investors, creditors,
managers, and others who interact with the business in
question. As a result, accounting is sometimes divided
into two distinct subsets—financial accounting and

4

management accounting—that reflect the different infor-
mation needs of the end users.

Financial accounting is a branch of accounting that
provides people outside the business—such as investors
or loan officers—with qualitative information regarding
an enterprise’s economic resources, obligations, financial
performance, and cash flow. Management accounting,
on the other hand, refers to accounting data used by
business owners, supervisors, and other employees of a
business to gauge the enterprise’s health and operating
trends.

GENERALLY ACCEPTED
ACCOUNTING PRINCIPLES

Generally accepted accounting principles (GAAP) are the
guidelines, rules, and procedures used in recording and
reporting accounting information in audited financial
statements. In order to have a vibrant and active eco-
nomic marketplace, participants in the market must have
confidence in the system. They must be confident that
the reports and financial statements produced by compa-
nies are trustworthy and based on some standard set of
accounting principles. The stock market crash of 1929
and its aftermath showed just how damaging uncertainty
can be to the market. The results of U.S. Senate Banking
and Currency Committee hearings into the 1929 crash
caused public outrage and lead to federal regulation of
the securities market as well as a push for the develop-
ment of professional organizations designed to establish
standardized accounting principles and to oversee their
adoption.

Various organizations have influenced the develop-
ment of modern-day accounting principles. Among these
are the American Institute of Certified Public Accountants
(AICPA), the Financial Accounting Standards Board
(FASB), and the Securities and Exchange Commission
(SEC). The first two are private sector organizations; the
SEC is a federal government agency.

The AICPA played a major role in the development
of accounting standards. In 1937 the AICPA created the
Committee on Accounting Procedures (CAP), which
issued a series of Accounting Research Bulletins (ARB)
with the purpose of standardizing accounting practices.
This committee was replaced by the Accounting
Principles Board (APB) in 1959. The APB maintained
the ARB series, but it also began to publish a new set of
pronouncements, referred to as Opinions of the
Accounting Principles Board. In mid-1973, an independ-
ent private board called the Financial Accounting
Standards Board (FASB) replaced the APB and assumed
responsibility for the issuance of financial accounting
standards. The FASB remains the primary determiner
of financial accounting standards in the United States.
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Comprised of seven members who serve full-time and
receive compensation for their service, the FASB identi-
fies financial accounting issues, conducts research related
to these issues, and is charged with resolving the issues. A
super-majority vote (i.e., at least five to two) is required
before an addition or change to the Statements of
Financial Accounting Standards is issued.

The Financial Accounting Foundation is the parent
organization to FASB. The foundation is governed by
a 16-member Board of Trustees appointed from the
memberships of eight organizations: AICPA, Financial
Executives Institute, Institute of Management Accountants,
Financial Analysts Federation, American Accounting
Association, Securities Industry Association, Government
Finance Officers Association, and National Association of
State Auditors. A Financial Accounting Standards Advisory
Council (approximately 30 members) advises the FASB.
In addition, an Emerging Issues Task Force (EITF) was
established in 1984 to provide timely guidance to the FASB
on new accounting issues.

The Securities and Exchange Commission, an
agency of the federal government, has the legal authority
to prescribe accounting principles and reporting practices
for all companies issuing publicly traded securities. The
SEC has seldom used this authority, however, although it
has intervened or expressed its views on accounting issues
from time to time. U.S. law requires that companies
subject to the jurisdiction of the SEC make reports to
the SEC giving detailed information about their opera-
tions. The SEC has broad powers to require public dis-
closure in a fair and accurate manner in financial
statements and to protect investors. The SEC establishes
accounting principles with respect to the information
contained within reports it requires of registered compa-
nies. These reports include: Form S-X, a registration
statement; Form 10-K, an annual report; Form 10-Q, a
quarterly report of operations; Form 8-K, a report used
to describe significant events that may affect the com-
pany; and Proxy Statements, which are used when man-
agement requests the right to vote through proxies for

shareholders.

On December 20, 2002, the SEC proposed a series
of amendments to the rules and forms that it imposes on
companies within its jurisdiction. These changes were
mandated as part of the passage of the Sarbanes-Oxley
Act 0f 2002. This law was motivated, in part, by account-
ing scandals that came to light involving firms as well
known as Enron, WorldCom, Tyco, Global Crossing,
Kmart, and Arthur Andersen to name a few.

ACCOUNTING SYSTEM

An accounting system is a management information sys-
tem responsible for the collection and processing of data
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useful to decision-makers in planning and controlling the
activities of a business organization. The data processing
cycle of an accounting system encompasses the total
structure of five activities associated with tracking finan-
cial information: collection or recording of data; classi-
fication of data; processing (including calculating and
summarizing) of data; maintenance or storage of results;
and reporting of results. The primary—but not sole—
means by which these final results are disseminated to
both internal and external users (such as creditors and
investors) is the financial statement.

The elements of accounting are the building blocks
from which financial constructed.
According to the Financial Accounting Standards Board
(FASB), the primary financial elements directly related to
measuring performance and the financial position of a
business enterprise are as follows:

statements are

* Assets—probable future economic benefits obtained
or controlled by a particular entity as a result of past
transactions or events.

* Comprehensive Income—the change in equity
(net assets) of an entity during a given period as a
result of transactions and other events and
circumstances from non-owner sources.
Comprehensive income includes all changes in
equity during a period except those resulting from
investments by owners and distributions to owners.

* Distributions to Owners—decreases in equity
(net assets) of a particular enterprise as a result of
transferring assets, rendering services, or incurring
liabilities to owners.

* Equity—the residual interest in the assets of an
entity that remain after deducting liabilities. In a
business entity, equity is the ownership interest.

* Expenses—events that expend assets or incur
liabilities during a period from delivering or
providing goods or services and carrying out other
activities that constitute the entity’s ongoing major
or central operation.

* Gains—increases in equity (net assets) from
peripheral or incidental transactions. Gains also
come from other transactions, events, and
circumstances affecting the entity during a period
except those that result from revenues or investments
by owners. Investments by owners are increases in
net assets resulting from transfers of valuables from
other entities to obtain or increase ownership
interests (or equity) in it.

* Liabilities—probable future sacrifices of economic
benefits arising from present obligations to transfer
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assets or provide services to other entities in the
future as a result of past transactions or events.

* Losses—decreases in equity (net assets) from
peripheral or incidental transactions of an entity and
from all other transactions, events, and
circumstances affecting the entity during a period.
Losses do not include equity drops that result from
expenses or distributions to owners.

* Revenues—inflows or other enhancements of assets,
settlements of liabilities, or a combination of both
during a period from delivering or producing goods,
rendering services, or conducting other activities that
constitute the entity’s ongoing major or central
operations.

FINANCIAL STATEMENTS

Financial statements are the most comprehensive way of
communicating financial information about a business
enterprise. A wide array of users—from investors and
creditors to budget directors—use the data it contains
to guide their actions and business decisions. Financial
statements generally include the following information:

* Balance sheet (or statement of financial position)—
summarizes the financial position of an accounting
entity at a particular point in time as represented by
its economic resources (assets), economic obligations

(liabilities), and equity.

e Income statement—summarizes the results of
operations for a given period of time.

* Statement of cash flows—summarizes the impact of
an enterprise’s cash flows on its operating, financing,
and investing activities over a given period of time.

* Statement of retained earnings—shows the increases
and decreases in earnings retained by the company
over a given period of time.

* Statement of changes in stockholders’ equity—
discloses the changes in the separate stockholders’
equity account of an entity, including investments by
distributions to owners during the period.

Notes to financial statements are considered an inte-
gral part of a complete set of financial statements. Notes
typically provide additional information at the end of the
statement and concern such matters as depreciation and
inventory methods used in the statements, details of
long-term debt, pensions, leases, income taxes, contin-
gent liabilities, methods of consolidation, and other mat-
ters. Significant accounting policies are usually disclosed
as the initial note or as a summary preceding the notes to
the financial statements.

ACCOUNTING PROFESSION

There are two primary kinds of accountants: private
accountants, who are employed by a business enterprise
to perform accounting services exclusively for that busi-
ness, and public accountants, who function as independ-
ent experts and perform accounting services for a wide
variety of clients. Some public accountants operate their
own businesses, while others are employed by accounting
firms to attend to the accounting needs of the firm’s
clients.

A certified public accountant (CPA) is an accountant
who has 1) fulfilled certain educational and experience
requirements established by state law for the practice of
public accounting and 2) garnered an acceptable score on
a rigorous three-day national examination. Such people
become licensed to practice public accounting in a par-
ticular state. These licensing requirements are widely
credited with maintaining the integrity of the accounting
service industry, but in recent years this licensing process
has drawn criticism from legislators and others who favor
deregulation of the profession. Some segments of the
business community have expressed concern that the
quality of accounting would suffer if such changes were
implemented, and analysts indicate that small businesses
without major in-house accounting departments would
be particularly impacted.

Institute of Certified Public
Accountants (AICPA) is the national professional organ-
ization of CPAs, but numerous organizations within the
accounting profession exist to address the specific needs
of various subgroups of accounting professionals. These
groups range from the American Accounting Association,

The American

an organization composed primarily of accounting edu-
cators, to the American Women’s Society of Certified
Public Accountants.

ACCOUNTING AND THE SMALL
BUSINESS OWNER

“A good accountant is the most important outside advi-
sor the small business owner has,” according to the
Entrepreneur Magazine Small Business Advisor. “The serv-
ices of a lawyer and consultant are vital during specific
periods in the development of a small business or in
times of trouble, but it is the accountant who, on a
continuing basis, has the greatest impact on the ultimate
success or failure of a small business.”

When starting a business, many entrepreneurs con-
sult an accounting professional to learn about the various
tax laws that affect them and to familiarize themselves
with the variety of financial records that they will need to
maintain. Such consultations are especially recom-
mended for would-be business owners who anticipate
buying a business or franchise, plan to invest a substantial

ENCYCLOPEDIA OF SMALL BUSINESS



amount of money in the business, anticipate holding
money or property for clients, or plan to incorporate.

If a business owner decides to enlist the services of an
accountant to incorporate, he/she should make certain
that the accountant has experience dealing with small
corporations, for incorporation brings with it a flurry of
new financial forms and requirements. A knowledgeable
accountant can provide valuable information on various
aspects of the start-up phase.

Similarly, when investigating the possible purchase
or licensing of a business, a would-be buyer should enlist
the assistance of an accountant to look over the financial
statements of the licensor-seller. Examination of financial
statements and other financial data should enable the
accountant to determine whether the business is a viable
investment. If a prospective buyer decides not to use an
accountant to review the licensor-seller’s financial state-
ments, he/she should at least make sure that the financial
statements that have been offered have been properly
audited (a CPA will not stamp or sign a financial state-
ment that has not been propetly audited and certified).

Once in business, the business owner will have to
weigh revenue, rate of expansion, capital expenditures,
and myriad other factors in deciding whether to secure an
in-house accountant, an accounting service, or a year-end
accounting and tax preparation service. Sole proprietor-
ships and partnerships are less likely to have need of an
accountant; in some cases, they will be able to address
their business’s modest accounting needs without utiliz-
ing outside help. If a business owner declines to seck
professional help from an accountant on financial mat-
ters, pertinent accounting information can be found in
books, seminars, government agencies such as the Small
Business Administration, and other sources.

Even if a small business owner decides against secur-
ing an accountant he or she will find it much easier to
attend to the business’s accounting requirements if a few
basic bookkeeping principles are followed. These include
maintaining a strict division between personal and
business records; maintaining separate accounting sys-
tems for all business transactions; establishing separate
checking accounts for personal and business; and keeping
all business records, such as invoices and receipts.

CHOOSING AN ACCOUNTANT

While some small businesses are able to manage their
accounting needs without benefit of in-house accounting
personnel or a professional accounting outfit, the major-
ity choose to enlist the help of accounting professionals.
There are many factors for the small business owner to
consider when seeking an accountant, including person-
ality, services rendered, reputation in the business com-
munity, and expense.
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The nature of the business in question is also a
consideration in choosing an accountant. Owners of
small businesses who do not anticipate expanding rapidly
have little need of a national accounting firm, but busi-
ness ventures that require investors or call for a public
stock offering can benefit from association with an estab-
lished accounting firm. Many owners of growing com-
panies select an accountant by interviewing several
prospective accounting firms and requesting proposals
which will, ideally, detail the firm’s public offering expe-
rience within the industry, describe the accountants who
will be handling the account, and estimate fees for audit-
ing and other proposed services.

Finally, a business that utilizes a professional
accountant to attend to accounting matters is often better
equipped to devote time to other aspects of the enter-
prise. Time is a precious resource for small businesses and
their owners, and according to the Entrepreneur Magazine
Small Business Advisor, ““Accountants help business own-
ers comply with a number of laws and regulations affect-
ing their record-keeping practices. If you spend your time
trying to find answers to the many questions that
accountants can answer more efficiently, you will not
have the time to manage your business properly. Spend
your time doing what you do best, and let accountants do
what they do best.”

The small business owner can, of course, make mat-
ters much easier both for his/her company and for the
accountant by maintaining proper accounting records
throughout the year. Well-maintained and complete
records of assets, depreciation, income and expense,
inventory, and capital gains and losses are all necessary
for the accountant to conclude her work; gaps in a
business’s financial record only add to the accountant’s
time and, therefore, her fee for services rendered.

The potential management insights that can be
gained from a study of properly prepared financial state-
ments should not be overlooked. Many small businesses
see accounting primarily as a paperwork burden and
something whose value is primarily in helping to comply
with government reporting requirements and tax prepa-
rations. Most experts in the field contend that small firms
should recognize that accounting information can be a
valuable component of a company’s management and
decision-making systems, for financial data provide the
ultimate indicator of the failure or success of a business’s
strategic and philosophical direction.

SEE ALSO Certified Public Accountants
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ACCOUNTING
METHODS

Accounting methods refer to the basic rules and guide-
lines under which businesses keep their financial records
and prepare their financial reports. There are two main
accounting methods used for record-keeping: the cash
basis and the accrual basis. Small business owners must
decide which method to use depending on the legal form
of the business, its sales volume, whether it extends credit
to customers, whether it maintains an inventory, and the
tax requirements set forth by the Internal Revenue
Service (IRS). Some form of record-keeping is required
by law and for tax purposes, but the resulting informa-
tion can also be useful to managers in assessing the
company’s financial situation and making decisions. It
is possible to change accounting methods later, but the
process can be complicated. Therefore it is important for
small business owners to decide which method to use up
front based on what will be most suitable for their
particular business.

CASH BASIS Accounting records prepared using the cash
basis recognize income and expenses according to real-time
cash flow. Income is recorded upon receipt of funds, rather
than based upon when it is actually earned; expenses are
recorded as they are paid, rather than as they are actually
incurred. Under this accounting method, therefore, it is
possible to defer taxable income by delaying billing so that
payment is not received in the current year. Likewise, it is
possible to accelerate expenses by paying them as soon as
the bills are received, in advance of the due date.

ACCRUAL BASIS A company using an accrual basis for
accounting recognizes both income and expenses at the
time they are earned or incurred, regardless of when cash
associated with those transactions changes hands. Under

this system, revenue is recorded when it is earned rather
than when payment is received; expenses are recorded
when they are incurred rather than when payment is
made.

CASH VS. ACCRUAL BASIS

As we’ve seen, the key difference between the two meth-
ods of accounting has to do with how each method
records cash coming into and going out of the company.
At any one point in time, a company’s accounts will look
very different depending on which accounting method
was used to prepare those accounts. Over time, these
differences diminish since all expenses and revenues are
eventually recorded.

If a company called, say, Cash Method Company,
pays its annual rent of $12,000 in January, rather than
paying $1,000 per month all year, it will show a rent
expense of $12,000 in January and no rent expense for
the rest of the year. If another organization, Accrual
Method Company, made the same rental payment in
January, its records would show a $1,000 rent expense
in January as well as in each month of the year. At the
end of the year, the expense records of the two companies
will look very similar. At any point eatlier in the year,
however, the two company records will look very

different.

The cash method offers several advantages: it is
simpler than the accrual method; it provides a more
accurate picture of cash flow; and income is not subject
to taxation until the money is actually received. A
disadvantage of the cash method is that expenses and
revenues are not matched in time. For example, if a
company provides landscaping services to a client in early
April, it will likely send that client an invoice in May and
may not receive payment for the services provided until
June. Meanwhile, employees will be paid for the time
they spent on the project in April and May. Accordingly,
the accounting records will show high expenses in April
and May with no corresponding income.

In contrast, the accrual method is designed to recog-
nize income and expenses in the period to which they
apply, regardless of whether or not money has changed
hands. Under the accrual basis of accounting, the income
associated with the landscaping services described above
would be recorded in April, the month in which the
services were provided, even though the payment for
those services may not arrive until June. Consequently,
the company using an accrual method of accounting will
have records that show expenses and revenues for the
landscaping job in the same month. The main advantage
of the accrual method is that it provides a more accurate
picture of how a business is performing over the long-
term than the cash method. The main disadvantages are
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that it is more complex than the cash basis and that
income taxes may be owed on revenue before payment
is actually received.

Under generally accepted accounting principles
(GAAP), the accrual basis of accounting is required for
all businesses that handle inventory, from small retailers
to large manufacturers. It is also required for corpora-
tions and partnerships that have gross sales over $5
million per year, although there are exceptions for farm-
ing businesses and qualified personal service corpora-
tions—such as doctors, lawyers, accountants, and
consultants. A business that chooses to use the accrual
basis must use it consistently for all financial reporting
and for credit purposes. For anyone who runs two or
more businesses, however, it is permissible to use differ-
ent accounting methods for each.

CHANGING ACCOUNTING
METHODS

In some cases, businesses find it desirable to change from
one accounting method to another. Changing accounting
methods requires formal approval of the IRS, but new
guidelines adopted in 1997 make the procedure much
easier for businesses. A company wanting to make a
change must file Form 3115 in duplicate and pay a fee.
A copy should be attached to the taxpayer’s income tax
return and the other copy must be sent to the IRS.

Any company that is not currently under examina-
tion by the IRS is permitted to file for approval to make a
change. Applications can be made at any time during the
tax year, but the IRS recommends filing as early as
possible. Taxpayers are granted automatic six-month
extensions provided they file income taxes on time for
the year in which the change is requested. The amended
tax returns using the new accounting method must also
be filed within the six-month extension period. In con-
sidering whether to approve a request for a change in
accounting methods, the IRS looks at whether the new
method will accurately reflect income and whether it will
create or shift profits and losses between businesses.

Changes in accounting methods generally result in
adjustments to taxable income, either positive or nega-
tive. For example, say a business wants to change from
the cash basis to the accrual basis. It has accounts receiv-
able (income earned but not yet received, so not recog-
nized under the cash basis) of $15,000, and accounts
payable (expenses incurred but not paid, so not recog-
nized under the cash basis) of $20,000. Thus the change
in accounting method would require a negative adjust-
ment to income of $5,000. It is important to note that
changing accounting methods does not permanently
change the business’s long-term taxable income, but only
changes the way that income is recognized over time.
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If the total amount of the change is less than
$25,000, the business can elect to make the entire adjust-
ment during the year of change. Otherwise, the IRS
permits the adjustment to be spread out over four tax
years. Obviously, most businesses would find it prefer-
able for tax purposes to make a negative adjustment in
the current year and spread a positive adjustment over
subsequent years. If the accounting change is required by
the IRS because the method originally chosen did not
clearly reflect income, however, the business must make
the resulting adjustment during the current tax year. This
provides businesses with an incentive to change account-
ing methods on their own if they realize that there is a

problem.
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ACCOUNTS PAYABLE

Accounts payable is the term used to describe the unpaid
bills of a business; the money owed to suppliers and other
creditors. The sum of the amounts owed to suppliers is
listed as a current liability on the balance sheet. The
accounts payable category is, along with accounts receiv-
able, a major component of a business’s cash flow. Aside
from materials and supplies from outside vendors,
accounts payable might include such expenses as taxes,
insurance, rent (or mortgage) payments, utilities, and
loan payments and interest.

For many small businesses, limited access to capital
leaves little room for error in managing cash flow and
accounts payable. Mismanaging of accounts payable can
lead to significant problems with overdue payments. For
this reason, it is absolutely essential for entrepreneurs and
small business owners to deal with the accounts payable
side of the business ledger in an effective manner. Bills
left unpaid or addressed in a less than timely manner can
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snowball into major credit problems; these can easily
cripple a business’s ability to function.

By making informed projections and sensible provi-
sions in advance, the small business can head off many
credit problems before they get too big. Obligations to
creditors should be paid off concurrently with the collec-
tion of accounts receivable whenever possible. Payment
checks should not, however, be dated any earlier than the
bills’ actual due date. In addition, many small companies
will find that their business fortunes will take on a
cyclical character; they will need to plan for accounts
payable obligations accordingly.

For instance, a small grocery store located near a
major factory or mill may experience surges in customer
traffic in the day or two immediately following the days
on which the neighboring facility pays its workers.
Conversely, the store may see a measurable drop in
customer traffic during weeks in which the factory or
mill is not distributing paychecks to employees. The
observant shop owner will learn to recognize these pat-
terns and address the accounts payable portion of his or
her business accordingly.

Generally, not all bills will need to be paid at once.
Expenses such as payroll, federal, and local taxes, loan
installment payments, and obligations to vendors will, in
all likelihood, be due at various times of the month.
Some—such as taxes—may only be due on a quarterly
or annual basis (tax payments should always be made on
schedule, even if it means delaying payment to vendors; it
is far better to dispute a tax bill after it’s been paid than
to run the risk of being charged with costly fines). It is
important, then, for small business owners to prioritize
their accounts payable obligations.

PRIORITIZING AND MONITORING

Every business must work to keep a reasonable balance
between the money coming into and flowing out of its
coffers. This task is especially important for small busi-
ness owners who often have limited flexibility in dealing
with shortfalls of cash. Entrepreneurs who find them-
selves struggling to meet their accounts payable obliga-
tions have a couple of different options of varying levels
of attractiveness. One option is to “rest” bills for a short
period in order to satisfy short-term cash flow problems.
This basically amounts to waiting to pay off debts until
the business’s financial situation has improved. There are
obvious perils associated with such a stance: delays can
strain relations with vendors and other institutions that
are owed money, and over-reliance on future good busi-
ness fortunes can easily launch entrepreneurs down the
slippery slope to bankruptcy.

Another option that is perhaps more palatable is to
make partial payments to vendors and other creditors.
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This good-faith approach shows that an effort is being
made to meet financial obligations; it can help keep
interest penalties from raging out of control. Partial pay-
ments should be set up and agreed to as soon as payment
problems are foreseen or as early as possible. It is also a
good idea to try to pay off debts to smaller vendors in full
whenever possible unless there is some clear benefit to be
had in making installment payments to them.

Usually, signs of cash flow problems will start to
show up well before the company’s financial fortunes
become truly desperate. One clean sign of cash flow
problems is an increase in aged payables. Aged payables
are those for which the due date has passed. Bills should
never be allowed to “ripen” more than 45 to 60 days
beyond the due date unless a special payment arrange-
ment has been made with the vendor in advance. At 60
days, a company’s credit rating could be jeopardized; this
could make it harder to deal with other vendors and/or
loaning institutions in the future.

Outstanding balances can drive interest penalties
way up, and this trend is obviously compounded if many
bills are overdue at the same time. Such excessive interest
payments can seriously damage a business’s bottom line.
Explaining to vendors and creditors one’s current prob-
lems and their planned solutions can deflect ill feelings
and buy more time. It is often in the best interest of the
vendor or other creditor to keep a fledgling business
solvent so that continued business may be done with this
client. Some—though by no means all—creditors may be
willing to waive, or at least reduce, growing interest
charges, or make other changes to the payment schedule.

It is crucial to the success of a small business that
accounts payable be monitored closely. Ideally, this
aspect of the firm’s operations would be supervised by a
financial expert (either inside or outside the company)
who is not only able to see the company’s financial “big
picture” but is able to analyze and act upon fluctuations
in the company’s cash flow. This also requires detailed
record keeping of outstanding payables. Reports ought to
be checked on a weekly basis, and when payments are
made, copies should be filed along with the original
invoices and other relevant paperwork. Any hidden costs,
such as interest charges, should also be noted in the
report. Over a period of time, these reports will start to
paint an accurate cash flow picture.

Effective monitoring practices not only ensure that
payments are made to vendors in a complete and timely
fashion, but also serve to protect businesses against acci-
dental overpayment. These overpayments, which often
take the form of overpaying sales and use taxes, can be
caused by any number of factors: internal miscommuni-
cation, encoding errors, sloppy or inadequate record
keeping practices, or ignorance of current tax codes.
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Internal audits of accounts payable practices can be an
effective method of addressing this issue, especially for
expanding companies. “As companies grow, owners tend
to become less involved in day-to-day operations and
relinquish control of some functions to staff,” stated
Cindy McFerrin in Colorado Business Magazine. “Set up
systems and procedures in your company that encourage
communication, provide for staying current with tax
codes, and lessen the risk of multiple payments and other
mistakes. Laying the groundwork for accuracy today can
keep you profitable and in control tomorrow.”

SEE ALSO Cuash Management
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ACCOUNTS
RECEIVABLE

Accounts receivable is a term used to describe the quan-
tity of cash, goods, or services owed to a business by its
clients and customers. The manner in which the collec-
tion of outstanding bills is handled, especially in a small
business, can be a pivotal factor in determining a com-
pany’s profitability. Getting the sale is the first step of the
cash flow process, but all the sales in the world are of
lictle use if monetary compensation is not forthcoming,.
Moreover, when a business has trouble collecting what it
is owed, it also often has trouble paying off the bills
(accounts payable) it owes to others.

Making Collections By extending credit to a client—
selling on payment terms other than cash up front—
you are, in essence, lending them money. Collecting this
money is of critical importance to the health of a com-
pany. Nonetheless, many small business owners depend
primarily on the good will of their clients as a collection
policy. They simply send out an invoice and them wait,
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and wait. A collection policy designed to minimize pay-
ment delays is a good idea for companies of any size.

In an ideal world, a company’s accounts receivable
collections would coincide with the firm’s accounts pay-
able schedule. In the real world, there are many outside
factors working against timely payments some of which
are well beyond the control of even the most vigilant
manager. Seasonal demands, vendor shortages, stock
market fluctuations, and other economic factors can all
contribute to a client’s inability to pay bills in a timely
fashion. Recognizing those factors and incorporating
them into the cash flow contingency plan can make a
big difference in establishing a solid accounts receivable
system for your business.

By looking at receipts from past billing cycles, it is
often possible to detect recurring cash flow problems
with some clients, and to plan accordingly. Small busi-
ness owners need to examine clients on a case-by-case
basis, of course. In some instances, the debtor company
may simply have an inattentive sales force or accounts
payable department that needs repeated prodding to
make its payment obligations. But in other cases, the
debtor company may simply need a little more time to
make good on its financial obligations. In many instan-
ces, it is in the best interests of the creditor company to
cut such establishments a little slack. After all, a business
that is owed money by a company that files for bank-
ruptcy protection is likely to see very little of what it is
owed. However, a business that has determined that its
late paying customer is well managed may decide by
giving that customer a little more time and by doing
so, perhaps a chance to grow and prosper becoming a
valued long-term client.

Methods of Collecting A good way to improve cash flow
is to make the entire company aware of the importance of
accounts receivable, and to make collections a top prior-
ity. Invoice statements for each outstanding account
should be reviewed on a regular basis, and a weekly
schedule of collection goals should be established.
Other tips in the realm of accounts receivable collection
include:

¢ Get credit references for new clients, and check them
out thoroughly before agreeing to extend the client
credit

* Do not delay in making follow-up calls, especially
with clients who have a history of paying late

* Curb late payment excuses by including a prepaid
payment envelope with each invoice

* Know when to let go of a bad account; if a debt has
been on the books for so long that the cost of
pursuing payment is proving exorbitant, it may be
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time to consider giving up and moving on (the
wisdom of this depends a lot on the amount owed,
of course)

* Collection agencies should only be used as a last
resort

The longer it takes to collect on an invoice, the less
likely collection of the money becomes. As a rule of
thumb, according to Dr. Cornwall, Director of the
Belmont University, Center for Entrepreneurship, “never
let any one customer represent a larger percentage of your
total sales than your average profit margin. That way if
you need to fire a customer, you can still pay your bills.”

ACCOUNTS RECEIVABLE
FINANCING

Accounts receivable financing provides cash funding on
the strength of a company’s outstanding invoices. Instead
of buying accounts, lenders use invoices as collateral
against which they extend short-term loans. Besides ben-
efiting a business in debt, accounts receivable financiers
can assume greater risks than traditional lenders, and will
also lend to new and vibrant businesses that demonstrate
real potential. An accounts receivable lender will also
handle other aspects of the account, including collections
and deposits, freeing the company to focus on other areas
of productivity. However, risks are involved in this sort
of undertaking and agreements are typically lengthy and
steeped in legal lingo. Before considering this type of
financing it is recommended that an expert assessment
of the specific collection situation be sought.

SEE ALSO Cush Management
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ACTIVITY-BASED
COSTING

Activity-based costing (ABC) is an accounting method
that allows businesses to gather data about their operating
costs. Costs are assigned to specific activities—planning,
engineering, or manufacturing—and then the activities
are associated with different products or services. In this
way, the ABC method enables a business to decide which
products, services, and resources are increasing their prof-
itability, and which are contributing to losses. Managers
are then able to generate data to create a better budget
and gain a greater overall understanding of the expenses
that are required to keep the company running smoothly.
Generally, activity-based costing is most effective when
used over a long period of time.

Activity-based costing emerged in the 1980s as a way
to more accurately measure all of a business’s costs and
associate them to the goods and services produced.
Traditional cost accounting methods were designed for
the companies operating in the early days of the 20th
Century, a time when direct labor and materials were the
two largest costs associated with producing goods and
services. There was little automation at the time and
overhead costs were very small as a percentage of total
costs. Furthermore, most companies offered a narrow
range of products and/or services. All this was changing
by the middle of the century. Automation was being
incorporated into all businesses and overhead costs rose
as the support services needed to design and manage this
automation were removed from the production floor. Yet
traditional cost accounting methods stayed in place.
Owners continued to measure primarily the costs of
direct labor and materials; they allocated overhead costs
somewhat arbitrarily. As overhead costs grew as a share of
total costs, the distortions that this method introduced
also grew.

Harvard Business School Professor Robert S. Kaplan
was among the first to articulate a need for a more
sophisticated system with which to more accurately allo-
cate costs directly to the goods and services produced by
that business. ABC is based on the principle that the
majority of business activities support the production
and delivery of goods and services. Therefore, in order
to get a true picture of the cost of producing a good or
service, one must allocate the costs of all business activity
to specific products and services. The ABC method does
this by assigning factory and corporate overhead, as well
as other indirect resource costs, to activity categories.
Then, an assessment is made as to how much overhead
each product, product line, or service consumes. In this
way, according to Professor Kaplan, in an article he wrote

for The CPA Journal in 1990, “ABC offers management
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accurate information by delineating support costs and
tracing them to individual products and product lines.”

HOW ACTIVITY-BASED COSTING
PROGRAMS WORK

Implementing an activity-based costing program requires
planning by and a commitment from upper manage-
ment. If possible, it is best to do a trial study or test
run on a department whose profit-making performance is
not up to snuff. These types of situations have a greater
chance of succeeding and demonstrating that an ABC
program is worth the effort. If the pilot study yields no
savings in cost, the activity-based costing system has
either been improperly implemented or, it may not be
right for the company.

The first thing a business must do when using ABC
is set up a team charged with determining which activ-
ities are necessary for the product or service in question.
This team needs to include experts from different areas of
the company (including finance, technology, and human
resources); an outside consultant may also be helpful.

After the team has assembled data on such topics as
utilities and materials, it is time to determine the ele-
ments of each activity that cost money. Attention to
detail is very important: many of these costs may be
hidden and not entirely obvious. As Joyce Chutchian-
Ferranti wrote in an article for Computerworld: “The key
is to determine what makes up fixed costs, such as the
cost of a telephone, and variable costs, such as the cost of
each phone call.” Chutchian-Ferranti goes on to note
that even though in many instances technology has
replaced human labor costs (such as in voice-mail sys-
tems), a business manager must still examine the hidden
costs associated with maintaining the service. Nonactivity
costs like direct materials and services provided from
outside the company usually do not have to be factored
in because this has previously been done.

Once all of these costs are determined and noted, the
information must be input into a computer application.
Chutchian-Ferranti explains that the software can be a
simple database, off-the-shelf ABC software, or a custom-
ized software program written for the specific job. Over
time, this accumulation of data will eventually give the
company a detailed picture of exactly where in the proc-
ess they 