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Introduction

Few people read introductions to reference books, so I'll make this very
brief. I just want to tell you which versions of QuickBooks this book
works for, what'’s in the reference, what it assumes about your existing skills,
and about the conventions used in the reference.

About This Book

\\3

QuickBooks comes in several different flavors, including QuickBooks Simple
Start, QuickBooks Pro, QuickBooks Premier, and QuickBooks Enterprise
Solutions. This reference talks about QuickBooks 2007 Premier, which is a
superset of QuickBooks Pro and sort of a subset of QuickBooks Enterprise
Solutions.

If you're using QuickBooks Simple Start — which is the simplest, most bare
bones version of QuickBooks — you should not use this book. Sorry.
Fortunately, | have a solution of sorts for you. You might want to get another
book I've written, QuickBooks Simple Start For Dummies (Wiley Publishing,
Inc.). That book covers the Simple Start version of QuickBooks in friendly
detail.

On the other hand, even though this book is written for QuickBooks Premier,
if you're using QuickBooks Pro or QuickBooks Enterprise Solutions, don’t
worry. You're just fine with this book. And don’t freak out if you're using
some version of QuickBooks that’s very similar to QuickBooks 2007, such as
QuickBooks 2006 or QuickBooks 2008. Although this reference is about
QuickBooks Pro 2007, it also works just fine for the 2005, 2006, and probably
2008 versions of QuickBooks because QuickBooks is a very mature product
at this point. The changes from one year to the next are modest. This means
that if you're using QuickBooks 2005, stuff may look a little different if you
closely compare the images in this book to what you see on your screen, but
the information in this reference will still apply to your situation.

Note, too, that specialty versions of QuickBooks like QuickBooks
Accountants Edition and QuickBooks Contractors versions also work almost
identically to QuickBooks Premier.

If you use QuickBooks Pro and see some whistle or bell that you really want
to use but that isn’t available in your version of QuickBooks, you’ll know
that you should upgrade to the Premier version of QuickBooks.
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How to Use This Book

The bottom line? Yes, QuickBooks comes in several flavors. Yes, Intuit pub-
lishes new editions of its QuickBooks products every year. But you can use
this book for any recent version of QuickBooks Pro, Premier, or Enterprise
Solutions.

How to Use This Book

This reference combines eight short books, including a book about account-
ing, one about setting up the QuickBooks system, one for bookkeepers using
QuickBooks, one for accountants and managers using QuickBooks, a book
about small business financial management, a book about business planning,
a book about taking care of a QuickBooks accounting system, and a book of
appendixes of further useful information.

I'm not going to go into more detail here about what’s available in the book.
If you have a specific question about what’s covered or where some topic is
covered, refer to the Table of Contents in the front of this reference.
Remember also that the book provides an index for jumping to the page or
pages with the information you need.

While I'm on the subject of what’s in this book and how to find information,
let me make four tangential points:

4+ You would never read this book from cover to cover unless you're some-
one with an obsessive-compulsive personality (like me) and many hours
to devote to your reading. But that’s okay. This reference isn’t meant to
be read from cover to cover like some Harry Potter page-turner. Instead,
chapters within the eight books are organized into largely self-contained
descriptions of how you do the things that you need to do. You just read
the paragraph, page, or chapter that provides the information you want.

4+ I have not discussed in any detail how to use the QuickBooks Premier
features for business planning. The wizard-based approach that
QuickBooks Premier provides for business planning is not, in my humble
opinion, the right way to do this. Instead, I discuss in detail alternative,
superior approaches to business planning and budgeting (using spread-
sheets) in Book VI. (Just so you know: The approach I describe and rec-
ommend here is the same one that any business school teaches its
students.)

4+ At a few points in the book, you'll find me saying things like, “Well,
really don’t think you should use this part of the product.” I just want to
explain here, up front, where I'm coming from on this. First, know that I
think QuickBooks is an outstanding product. But not every feature and
every command is good. I've already mentioned that the new business
planning tools aren’t ones that I can recommend. And payroll, very
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frankly, is another pain-in-the-butt feature that most businesses should
avoid. (I do briefly discuss payroll in Book III, Chapter 5.) So, if I think
that a particular feature is one that you shouldn’t use, [ don’t use page
space (or much page space) describing the feature. [ want to rather use
that page space to describe other stuff that I believe is going to be valu-
able to you and other readers.

4+ Ishould also mention one final thing: Accounting software programs
require you to do a certain amount of preparation before you can use
them to get real work done. If you haven’t started to use QuickBooks
yet,  recommend that you skim through Book I and then read Book I to
find out what you need to do first.

Hey. There’s something else I should tell you. I have fiddled a bit with the
Windows display property settings. For example, I've noodled around with
the font settings and most of the colors. The benefit is that the pictures in
this book are easy to read. And that’s good. But the cost of all this is that my
pictures look a little bit different from what you see on your screen. In a few
places, command buttons get “cut off” on the right side of the image, for
example. That’s not perfect, of course. But in the end, the publisher has
found that people are really happier with increased readability. Anyway, |
just thought I should mention this here, up front, in case you had any ques-
tions about it.

Foolish Assumptions

SMBER

I'm making only three assumptions about your QuickBooks and accounting
skills:

4 You have a PC with Microsoft Windows 2000 SP4 or later, or Windows XP
SP2 or later. (I took pictures of the QuickBooks windows and dialog
boxes using Windows XP, in case you're interested.)

4+ You know a little bit about how to work with your computer.

4+ You have or will buy a copy of QuickBooks Pro, QuickBooks Premier, or
QuickBooks Enterprise Solutions for each computer on which you want
to run the program.

In other words, I don’t assume that you’re a computer genius or an M.B.A. or
super-experienced in the arcane rules of accounting. [ assume that QuickBooks
and accounting are new subjects to you. But I also assume that you want to
learn the subjects because you need to for your job or your business.

Personally, | use QuickBooks Premier, so this book includes some features
unique to the Premier.
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How This Book Is Organized

By the way, if you're just starting out with Microsoft Windows, peruse
Chapter 1 of the Windows User’s Guide or one of the Windows For Dummies
books on your flavor of Windows, such as Windows XP For Dummies, by
Andy Rathbone (Wiley Publishing, Inc.).

How This Book Is Organized

This book is organized into eight individual “books.” Some of these books
give you the skinny on how to powerfully and effectively perform routine
tasks with QuickBooks; others focus on general accounting, business plan-
ning, or other aspects of managing your operation. All of them, however,
deliver the kind of information that savvy business owners need.

Book I: An Accounting Primer

For you non-accountants, Book I covers the basics of general accounting. If
you don’t know a debit from a credit, this is the place to start.

Book I1: Getting Ready to Use QuickBooks

Book II lays the groundwork for using QuickBooks effectively: setting up the
program, loading files, and customizing QuickBooks for your purposes.

Book I11: Bookkeeping Chores

Book Il shows you how to take on those work-a-day tasks in QuickBooks:
invoicing customers, paying vendors, and tracking inventory, just to name
a few.

Book 1V: Accounting Chores

If you really want to get in touch with your inner accountant, this is the part
for you. In Book IV, I take on activity-based costing, preparing a budget, and
job costing.

Book U: Financial Management

In Book V, I dig into advanced financial management strategies: ratio analy-
sis, EVA, and capital budgeting.

Book UVl: Business Plans

Ever wonder what Wal-Mart does so right, while Kmart continues to floun-
der? Turn to Book VI to find out how to write a business plan that can help
you find your niche.
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Book UVIl: Care and Maintenance

Book VII shows you how to do the things that will keep you working happily
and productively in QuickBooks for years to come: setting up a network, pro-
tecting your data, and troubleshooting.

Book VIII: Appendixes

QuickBooks is a great program, but it can’t do it all. You may find that a
spreadsheet program is just the tool you need to supplement QuickBooks.
For that reason, in Book VIII, I provide a quick primer on Excel. I also offer an
appendix detailing several great online government resources, as well as a
glossary of (nearly) every business or accounting term you would ever want
to know.

Stuff at my Web site

Oh, here’s something I should probably mention. This book has a little bit of
companion Web site content that can be found at www. stephenlnelson.
com. In a handful of places, I'll provide URLs that you can use to download
Excel workbooks discussed in several chapters of this book.

Conventions Used in This Book

To make the best use of your time and energy, you should know about the
conventions I use in this book.

When [ want you to type something such as Jennifer, it’s in bold letters.

By the way, except for passwords, you don’t have to worry about the case of
the stuff you type in QuickBooks. If I tell you to type Jennifer, you can type
JENNIFER. Or you can follow poet e. e. cummings’ lead and type jennifer.

Whenever I tell you to choose a command from a menu, [ say something like,
Choose Lists=>Items, which simply means to first choose the Lists menu

and then choose Items. The &> separates one part of the command from the
next part.

You can choose menus and commands and select dialog box elements with
the mouse. Just click the thing that you want to select.

While I'm on the subject of conventions, let me also mention something
about QuickBooks conventions because it turns out there’s not really any
good place to point this out. QuickBooks doesn’t use document windows the
same way that other Windows programs do. Instead, it locks the active
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Special Icons

window into place and then displays a list of windows in its Navigator pane,
which is like another little window. To move to a listed window, you click it.

You can tell QuickBooks to use windows like every other program does,

\\3
however, by choosing View=>Multiple Windows. You can even remove the
Navigator pane by choosing View=>Open Window List. (You can also move
the other locked pane that lists windows and is called the Shortcuts List by
choosing Viewr>Shortcuts List.)
Special lcons
Like many computer books, this book uses icons, or little pictures, to flag
S things that don’t quite fit into the flow of things:
Whee, here’s a shortcut or pointer to make your life easier!
®Q,N\BEH

&

57'

TEC/,,I,

QUING/

This icon is just a friendly reminder to do something.

And this icon is a friendly reminder not to do something . . . or else.

This icon points out nerdy technical material that you may want to skip (or
read, if you're feeling particularly bright).
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Chapter 1: Principles
of Accounting

In This Chapter

v~ Figuring out the purpose of accounting
+ Reviewing the common financial statements
+ Understanding the philosophy of accounting

v Discovering income tax accounting and reporting

A ny discussion of how to use QuickBooks to better manage your busi-
ness begins with a discussion of the basics of accounting. For this
reason, in this chapter and the next two, I attempt to provide the same infor-
mation that you would receive in an introductory college accounting course.
Of course, I tailor the entire discussion to QuickBooks and the small busi-
ness environment. What you’ll read about here and in the next chapters of
this book pretty much describes how accounting works in a small-business
setting using QuickBooks.

If you have had some experience with accounting, if you know how to read
an income statement and balance sheet, or if you know how to construct a
journal entry, you don’t need to read this chapter or the next. However, if
you’re new to accounting and business bookkeeping, take the time to care-
fully read this chapter. The chapter starts by giving a high-level overview of
the purpose of accounting. Then, I review the common financial statements
that any accounting system worth its salt produces. I also discuss some of
the important principles of accounting and the philosophy of accounting.
Finally, I talk a little bit about income tax law and tax accounting.

The Purpose of Accounting

In the movie Creator, Peter O'Toole plays an eccentric professor. At one
point, O’'Toole’s character attempts to talk a young student into working as
an unpaid research assistant. When the student protests, noting that he
needs 15 credit hours, O’'Toole creates a special 15-credit independent study
named “Introduction to the Big Picture.” In the next section, I describe the
“big picture” of accounting. At its very core, accounting makes perfect, logi-
cal sense.
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The Purpose of Accounting

The big picture

The most important thing to understand about accounting is that it provides
financial information to stakeholders. Stakeholders are the people who do
business with or interact with a firm; they include managers, employees,
investors, banks, vendors, government authorities, and agencies who may
tax a firm. Stakeholders and their information requirements deserve a bit
more discussion. Why? Because the information needs of these stakeholders
determine what an accounting system must do.

Managers, investors, and entrepreneurs

The first category of stakeholders includes the firm’s managers, investors,
and entrepreneurs. This group needs financial information to determine
whether a business is making money. This group also wants any information
that gives insight into whether a business is growing or contracting and how
healthy or sick it is. In order to fulfill its obligations and duties, this group
often needs detailed information. For example, a manager or entrepreneur
may want to know which customers are particularly profitable — or unprof-
itable. An active investor may want to know which product lines are growing
or contracting.

A related set of information requirements concerns asset and liability record
keeping. An asset is something that the firm owns, such as cash, inventory,
or equipment. A liability is some debt or obligation that the firm owes, such
as bank loans and accounts payable.

Obviously, someone at a firm — perhaps a manager, bookkeeper, or
accountant — needs to have very detailed records of the amount of cash
that the firm has in its bank accounts, the inventory that the firm has in its
warehouse or on its shelves, and the equipment that the firm owns and uses
in its operations.

If you look over the preceding two paragraphs, nothing I've said is particu-
larly surprising. It makes sense, right? Someone who works in a business,
manages a business, or actively invests in a business needs good general
information about the financial affairs of the firm and, in many cases, very
detailed information about important assets (such as cash) and liabilities
(such as bank loans).

External creditors

A second category of stakeholders includes outside firms that loan money
to a business and credit reporting agencies that supply information to these
lenders. For example, banks want to know about the financial affairs and
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financial condition of a firm before lending money. The accounting system
needs to produce the financial information that a bank requires in order to
consider a loan request.

What information do lenders want? Lenders want to know that a business is
profitable and enjoys a positive cash flow. Profits and positive cash flows
allow a business to easily repay debt. A bank or other lender also wants to
see assets that could be liquidated, in a worst case scenario, to pay a loan —
and also other debts that may represent a claim on the firm’s assets.

Vendors also typically require financial information from a firm. A vendor often
loans money to a firm by extending trade credit. What’s noteworthy about
this is that vendors sometimes require special accounting. For example, one
of the categories of vendors that a company such as Wiley Publishing, Inc.,
deals with is authors. In order to pay an author the royalty that he or she is
entitled to, Wiley puts in a fair amount of work to calculate royalty-per-unit
amounts and then reports and remits these amounts to authors.

Other firms sometimes have similar financial reporting requirements for ven-
dors. Franchisees (such as the man or woman who owns and operates the
local McDonald’s) pay a franchise fee based on revenues. Retailers may per-
form special accounting and reporting in order to enjoy rebates and incen-
tives from the manufacturers of the products that they sell.

Government agencies

Predictable stakeholders requiring financial information from a business are
the federal and state government agencies with jurisdiction over the firm.
For example, every business in the United States needs to report on its rev-
enues, expenses, and profits so that the firm can correctly calculate income
tax due to the federal government and then pay that tax.

Firms with employees must also report to the federal and state government
on wages paid to those employees — and pay payroll taxes based on metrics,
such as number of employees, wages paid to employees, and unemployment
benefits claimed by past employees.

Providing this sort of financial information to government agencies repre-
sents a key duty of a firm’s accounting system.

Business form generation

In addition to the financial reporting described in the preceding paragraphs,
accounting systems typically perform one other key task for businesses: pro-
ducing business forms. For example, an accounting system almost always
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produces the checks needed to pay vendors. In addition, an accounting
system also prepares the invoices and payroll checks. More sophisticated
accounting systems, such as those used by large firms, prepare many other
business forms including purchase orders, monthly customer statements,
credit memos to customers, sales receipts, and so forth.

Every accounting function that I have described so far is performed ably by
each of the versions of QuickBooks: QuickBooks Simple Start, QuickBooks
Pro, QuickBooks Premier, and QuickBooks Enterprise.

Reviewing the Common Financial Statements

With the background information just provided, I'm ready to talk about some
of the common financial statements or accounting reports that an account-
ing system like QuickBooks produces. If you understand which reports you
want your accounting system to produce, you should find it much easier to
collect the raw data necessary to prepare these reports.

In the following paragraphs, I describe the three principal financial state-
ments: the income statement, the balance sheet, and the statement of cash
flows. I also briefly describe a fourth, catch-all category of accounting
reports.

Don’t worry — I'll go through this material slowly. You need to understand
what financial statements your accounting systems are supposed to provide
and what data these financial statements supply.

The income statement

Perhaps the most important financial statement that an accounting system
produces is the income statement. The income statement is also known as
a profit and loss statement. An income statement summarizes a firm’s rev-
enues and expenses for a particular period of time. Revenues represent
amounts that a business earns by providing goods and services to its cus-
tomers. Expenses represent amounts that a firm spends providing those
goods and services. If a business can provide goods or services to cus-
tomers for revenues that exceed its expenses, the firm earns a profit. If
expenses exceed revenues, obviously, the firm suffers a loss.

To show you how this all works — and it’s really pretty simple — take a
look at Tables 1-1 and 1-2. Table 1-1 summarizes the sales that an imaginary
business enjoys. Table 1-2 summarizes the expenses that the same business
incurs for the same period of time. These two tables provide all the informa-
tion necessary to construct an income statement.
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Table 1-1 A Sales Journal Eeokll
Chapter 1

Joe $1,000

Bob 500

Frank 1,000 5 S

Abdul 2,000 g .g

Yoshio 2,750 =83

Marie 2,250 s

Jeremy 1,000

Chang 2,500

Total sales $13,000

Table 1-2 An Expenses Journal

Purchases of dogs and buns

$3,000

Rent 1,000
Wages 4,000
Supplies 1,000
Total supplies $9,000

Using the information from Tables 1-1 and 1-2, you can construct the simple
income statement shown in Table 1-3. Understanding the details of an income
statement is key to your understanding of how accounting works and what
accounting tries to do. Therefore, I want to go into some detail discussing

this income statement.

Table 1-3 Simple Income Statement
Sales Revenue $13,000

Less: Cost of goods sold 3,000

Gross margin $10,000

Operating expenses

Rent $1,000

Wages 4,000

Supplies 1,000

Total operating expenses 6,000

Operating profit $4,000
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The first thing to note about the income statement shown in Table 1-3 is the
sales revenue figure of $13,000. This sales revenue figure shows the sales
generated for a particular period of time. The $13,000 figure shown in Table
1-3 comes directly from the Sales Journal shown in Table 1-1.

One important thing to recognize about accounting for sales revenue is that
revenue gets counted when goods or services are provided and not when a
customer pays for the goods or services. If you look at the list of sales
shown in Table 1-1, for example, Joe (the first customer listed) may have
paid $1,000 in cash, but Bob, Frank, and Abdul (the second, third, and fourth
customers) may have paid for their purchases with a credit card. Yoshio,
Marie, and Jeremy (the fifth, sixth, and seventh customers listed) may not
have even paid for their purchases at the time the goods or services were
provided. These customers may have simply promised to pay for the pur-
chases at some later date. However, this timing of the payment for goods or
services doesn’t matter. Accountants have figured out that you count rev-
enue when goods or services are provided. Information about when cus-
tomers pay for those goods or services, if you want that information, can
come from lists of customer payments.

Cost of goods sold and gross margins are two other values that you commonly
see on income statements. Before I discuss cost of goods sold and gross
margins, however, let me add a little more detail to this example. Suppose,
for example, that the financial information shown in Tables 1-1, 1-2, and 1-3
shows the financial results from your business: the hot dog stand that you
operate for one day at the major sporting event in the city where you live.
Table 1-1 describes sales to hungry customers. Table 1-2 summarizes the
one-day expenses of operating your super-duper hot dog stand.

In this case, the actual items that you sell — hot dogs and buns — are shown
separately on the income statement as cost of goods sold. By separately
showing the cost of the goods sold, the income statement can show what is
called a gross margin. The gross margin is the amount of revenue left over
after paying for the cost of goods. In Table 1-3, the cost of goods sold equals
$3,000 for purchases of dogs and buns. The difference between the $13,000
of sales revenue and the $3,000 of cost of goods sold equals $10,000, which is
the gross margin.

Knowing how to calculate gross margin allows you to estimate firm break-
even points and also to perform profit, volume, and cost analyses. All these
techniques are extremely useful for thinking about the financial affairs of
your business. In fact, Book VI, Chapter 1 describes how you can perform
these analyses.

The operating expenses portion of the simple income statement shown in
Table 1-3 repeats the other information listed in the Expenses Journal. The
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$1,000 of rent, the $4,000 of wages, and the $1,000 of supplies get totaled.
These operating expenses are then subtracted from the gross.

Do you see, then, what an income statement does? An income statement
reports on the revenues that a firm has generated. It shows the cost of goods
sold and calculates the gross margin. It identifies and shows operating
expenses, and finally, shows the profits of the business.

One other important point: Income statements summarize revenues,
expenses, and profits for a particular period of time. Some managers and
entrepreneurs, for example, may want to prepare income statements on a
daily basis. Public companies are required to prepare income statements on
a quarterly and annual basis. And taxing authorities, such as the Internal
Revenue Service, require tax return preparation both quarterly and annually.

Technically speaking, the quarterly statements required by the Internal
Revenue Service don’t need to report revenue. The Internal Revenue Service
only requires quarterly statements of wages paid to employees. Only the
annual income statements required by the Internal Revenue Service report
both revenue and expenses. These are the income statements produced to
prepare an annual income tax return.

Balance sheet

The second most important financial statement that an accounting system
produces is a balance sheet. A balance sheet reports on a business’s assets,
liabilities, and owner contributions of capital at a particular point in time.

4+ The assets shown on a balance sheet are those items that are owned by
the business, which have value and for which money was paid.

4+ The liabilities shown on a balance sheet are those amounts that a busi-
ness owes to other people, businesses, and government agencies.

4+ The owner’s contributions of capital are the amounts that owners, part-
ners, or shareholders have paid into the business in the form of invest-
ment or have reinvested in the business by leaving profits inside the
company.

As long as you understand what assets and liabilities are, a balance sheet is
easy to understand and interpret. Table 1-4, for example, shows a simple bal-
ance sheet. Pretend that this balance sheet shows the condition of the hot
dog stand at the beginning of the day, before any hot dogs have been sold.
The first portion of the balance sheet shows and totals the two assets of the
hot dog stand business: the $1,000 cash in the cash register in a box under
the counter and the $3,000 worth of hot dogs and buns that you've pur-
chased to sell during the day.

Book |
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Table 1-4 A Simple Balance Sheet
Assets

Cash $1,000
Inventory 3,000
Total assets $4,000
Liabilities

Accounts payable $2,000
Loan payable 1,000
Owner's equity

S. Nelson, capital 1,000
Total liabilities and owner’s equity $4,000

Balance sheets can use several other categories to report assets: accounts
receivable (these are amounts that customers owe), investments, fixtures,
equipment, and long-term investments. In the case of a small owner-operated
business, not all these asset categories show up. But if you look at the bal-
ance sheet of a very large business — say one of the 100 largest businesses
in the United States — you see these other categories.

The liabilities section of the balance sheet shows the amounts that the firm
owes to other people and businesses. For example, the balance sheet in Table
1-4 shows $2,000 of accounts payable and a $1,000 loan payable. Presumably,
the $2,000 of accounts payable is the money that you owe to the vendors
who have supplied your hot dogs and buns. The $1,000 loan payable repre-
sents some loan you’'ve taken out — perhaps from some well-meaning and
naive relative.

The owner’s equity section shows the amount that the owner, the partners,
or shareholders have contributed to the business in the form of original
funds invested or profits reinvested. One important point about the balance
sheet shown in Table 1-4: This balance sheet shows how owner’s equity
looks when the business is a sole proprietorship. In the case of a sole propri-
etor, only one line is reported in the owner’s equity section of the balance
sheet. This line combines all contributions made by the proprietor — both
amounts originally invested and amounts reinvested.

I talk a bit more about owner’s equity accounting later in this chapter because
the owner’s equity sections look different for partnerships and corporations.
Before I get into that, however, let me make two important observations about
the balance sheet shown in Table 1-4. A balance sheet needs to balance. This
means that the total assets must equal the total liabilities and owner’s equity.
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In the balance sheet shown in Table 1-4, for example, total assets show as
$4,000. Total liabilities and owner’s equity also show as $4,000. This equality
is no coincidence. If an accounting system works right and the accountants
and bookkeepers entering information into this system do their jobs right,
the balance sheet balances.

A balance sheet provides a snapshot of a business’s financial condition at a
particular point in time. For example, I mention in the introductory remarks
related to Table 1-4 that the balance sheet in this table shows the financial
condition of the hot dog stand business immediately before beginning the
day’s business activities. You can prepare a balance sheet for any point in
time. It is key that you understand that a balance sheet is prepared for a par-
ticular point in time.

By convention, businesses prepare balance sheets to show the financial con-
dition at the end of the period of time for which an income statement is pre-
pared. For example, a business typically prepares an income statement on
an annual basis. In this orthodox situation, a firm also prepares a balance
sheet at the very end of the year.

At this point, [ return to something that I alluded to previously in the chapter —
the fact that the owner’s equity section of a balance sheet looks different for
different types of businesses.

Table 1-5 shows how the owner’s equity section of a balance sheet looks for
a partnership. In Table 1-5, I show how the owner’s equity section of the hot
dog stand business appears if, instead of having a sole proprietor named S.
Nelson running the hot dog stand, the business is actually owned and oper-
ated by three partners named Tom, Dick, and Harry. In this case, the part-
ners’ equity section shows the amounts originally invested and any amounts
reinvested by the partners. As is the case with sole proprietorships, each
partner’s contributions and reinvested profits appear on a single line.

Table 1-5 Owner's Equity for a Partnership
Partners’ equity

Tom, capital $500

Dick, capital 250

Harry, capital 250

Total partner capital $1,000

Go ahead and take a look at Table 1-6. It shows how the owner’s equity sec-
tion looks for a corporation.
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Table 1-6 Owner's Equity for a Corporation
Shareholders’ equity

Capital stock, 100 shares at $1 par $100

Contributed capital in excess of par 400

Retained earnings 500

Total shareholders’ equity $1,000

This next part is a little bit weird. For a corporation, the amounts that show
in the owner’s equity or shareholder’s equity section actually fall into two
major categories: retained earnings and contributed capital. Retained earnings
represent profits that the shareholders have left in the business. Contributed
capital is the money originally contributed by the shareholders to the
corporation.

The retained earnings thing makes sense, right? That’s just the money — the
profits — that investors have reinvested in the business.

The contributed capital thing is more complicated. Here’s how it works: If
you buy a share of stock in some new corporation — for say, $5 — typically
some portion of that price per share is for par value. Now don’t ask me to
justify par value. It really stems from business practices that were common a
century or more ago. Just trust that typically, if you pay some amount — again,
say $5 — for a share, some portion of the amount that you pay — maybe 10
cents a share or $1 a share — is for par value.

In the owner’s equity section of a corporation’s balance sheet, capital that’s
contributed by original investors is broken down into the amounts paid for
this mysterious par value and the amounts paid in excess of this par value.
For example, in Table 1-6, you can see that $100 of shareholder’s equity or
owner’s equity represents amounts paid for par value. Another $400 of the
amounts contributed by the original investors represents amounts paid in
excess of par value. The total shareholder’s equity, or total corporate owner’s
equity, equals the sum of the capital stock par value, the contributed capital
and excess of par value, and any retained earnings. So in Table 1-6, the total
shareholder’s equity equals $1,000.

Statement of cash flows
Now I come to the one tricky financial statement: the statement of cash flows.

Before I begin, I have one comment to make about the statement of cash flows:
As an accountant, I've worked with many bright managers and business
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people. No matter how much handholding and explanation I or other
accountants provide, some of these smart people never quite get some of
the numbers on the statement of cash flows. In fact, many of the students
who major in accounting never (in my opinion, at least) quite understand
how a statement of cash flows really works.

For this reason, don’t spend foo much time spinning your wheels on this
statement or trying to understand what it does. QuickBooks does supply a
statement of cash flows, but you don’t need to use this statement. In fact,
QuickBooks produces cash basis income statements, which give you almost
the same information — and in a more easy-to-understand format.

I think the best way to explain what a statement of cash flows does is to ask
you to look again at the balance sheet shown in Table 1-4. This is the balance
sheet for the imaginary hot dog stand at the beginning of the day.

Now take a look at Table 1-7, which shows the balance sheet at the end of
the day, after operations for the hot dog stand have ended. Notice that at the
start of the day, cash equals $1,000, and at the end of the day, cash equals
$5,000. The statement of cash flows explains why cash changes from the one
number to the other number over a period of time. In other words, a state-
ment of cash flows explains how cash goes from $1,000 at the start of the
day to $5,000 at the end of the day.

Table 1-7 Ancther Simple Balance Sheet
Assets

Cash $5,000
Inventory 0
Total assets $5,000
Liabilities

Accounts payable $0
Loan payable 0
Owner's equity

S. Nelson, capital 5,000
Total liabilities and owner’s equity $5,000

Table 1-8, not coincidentally, shows a statement of cash flows that explains
how cash flowed for your imaginary hot dog stand business. If you're read-
ing this book, presumably, you need to understand this statement. I start at
the bottom of the statement and work up.
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Table 1-8 A Simple Statement of Cash Flows
Operating activities

Netincome $4,000

Decrease in accounts payable (2,000)

Adjustment: decrease in inventory 3,000

Net cash provided by $5,000

operating activities

Financing activities

Decrease in notes payable (1,000)
Net cash provided (used) (1,000
by financing activities

Increase in cash 4,000
Cash balance at start of period 1,000
Cash balance at end of period $5,000

By convention, accountants show negative numbers inside parentheses.
These parentheses more clearly flag negative values than a simple minus
sign would.

The last three lines of the statement of cash flows are all easily understand-
able. The cash balance at the end of the period, $5,000, shows what cash the
business holds at the end of the day. The cash balance at the start of the
period, $1,000, shows the cash that the business holds at the beginning of
the day. Both the cash balance at the start of the period and the cash bal-
ance at the end of the period tie to the cash balance values reported on the
two balance sheets. (Look at Table 1-4 and Table 1-7 to corroborate this
assertion.) Clearly, if you start the period with $1,000 and end the period
with $5,000, cash has increased by $4,000. That’s an arithmetic certainty. No
question there, right?

The financing activities of the statement of cash flows show how firm bor-
rowing and firm debt repayment affect the firm cash flow. If the hot dog
stand business uses its profits to repay the $1,000 loan payable — and, in
this case, this is what happened — this $1,000 cash outflow shows up in the
financing activities portion of the statement of cash flows as a negative
$1,000.

The top portion of the statement of cash flows is often the trickiest to under-
stand. Note, however, that I've talked about everything else in this statement.
So, with a strong push, you can fight your way through to understanding
what is going on here.
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The operating activities portion of the statement of cash flows essentially
shows the cash that comes from the profit. If you look at Table 1-8, for exam-
ple, you see that the first line in the operating activities portion of the state-
ment of cash flows is net income of $4,000. This is the net income amount
reported on the income statement for the period. However, the net income
or operating profit reported on the business’s income statement isn’t neces-
sarily the same thing as cash income or cash profit. A variety of factors must
be adjusted in order to convert this net income amount to what’s essentially
a cash operating profit amount.

For example, in the case of the hot dog stand business, if you use some of
the profits to pay off all the accounts payable, this payoff uses up some of
your cash profit. This is exactly what Table 1-8 shows. You can see that the
decrease in the accounts payable from $2,000 to $0 over the day required,
quite logically, $2,000 of the net income. Another way to think about this is
that essentially, you used up $2,000 of your cash profits to pay off accounts
payable. Remember that the accounts payable is the amount that you owed
your vendors for hot dogs and buns.

Another adjustment is required for the decrease in inventory. The decrease
in inventory from the start of the period to the end of the period produces
cash. Basically, you're liquidating inventory. Another way to think about this
is that although this inventory — the hot dogs and buns in our example —
shows up as an expense for the day’s income statement, it isn’t purchased
during the day. It doesn’t consume cash during the day; it was purchased at
some point in the past.

When you combine the net income, the accounts payable adjustment, and
the inventory adjustment, you get the net cash provided by the operating

activities. In Table 1-8, these three amounts combine to $5,000 of cash pro-
vided by the operations.

After you understand the details of the financing and operating activities
areas of the statement of cash flows, the statement makes sense. Net cash
provided by the operating activities equals $5,000. Financing activities
reduce cash by $1,000. This means that cash actually increased over the
period by $4,000, which explains why cash starts the period at $1,000 and
ends the period at $5,000.

Other accounting statements

You can probably come up with examples of several other popular or useful
accounting reports. Not surprisingly, a good accounting system such as
QuickBooks produces most of these reports. For example, one very common
report or financial statement is a list of the amounts that your customers
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owe you. It’s a good idea to prepare and review such reports on a regular
basis to make sure that you don’t have customers turning into collection
problems.

Table 1-9 shows how the simplest sort of accounts receivable report may
look: Each customer is named along with the amount owed.

Table 1-9 An Accounts Receivable Report at End of Day
Customer Amount

W. Churchill $45.12

G. Patton 34.32

B. Montgomery 12.34

H. Petain 65.87

C. de Gaulle 4321

Total receivables $200.86

Table 1-10 shows another common accounting report — an inventory report
that the hot dog stand may have at the start of the day. An inventory report
like the one shown in Table 1-10 would probably name the various items
held for resale, the quantity held, and the amount or value of the inventory
item. A report such as this is useful to make sure that you have the appropri-
ate quantities of inventory in stock. (Think of how useful such a report
would be if you really were planning to sell thousands of hot dogs at major
sporting events in your hometown.)

Table 1-10 An Inventory Report at Start of Day
Item Quantity Amount
Kielbasa 2000 $900.00
Bratwurst 2000 1,000.00
Plain buns 2000 500.00
Sesame buns 2000 600.00
Total inventory $3,000.00

Putting it all together

By now, you should understand what an accounting system does. When you
boil everything down to its essence, it’s straightforward, isn’t it? Really, an
accounting system just provides you with the financial information that you
need to run your business.
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Curious about different business forms?

Curious about the differences among a sole
proprietorship, a partnership, and a corpora-
tion? A sole proprietorship is formed automati-
cally in most states and in most industries when
an individual decides to go into business. In
many jurisdictions, the sole proprietor needs to
acquire or apply for a business license from the
state or local city government. Other than that
modest hurdle, sole proprietorship requires no
other special prerequisites.

A partnership is formed automatically when
two or more people enter into a joint business
or investment activity for the purpose of making
a profit. As is the case with a sole proprietor-
ship, partnerships typically need to acquire a
business license from the state and perhaps
the federal government. Partnership formation
doesn’t necessarily require any additional
paperwork or legal maneuvering. However, if
you do enter into a partnership, most attorneys
(probably all attorneys) will tell you that you do
so at a certain amount of risk if you don't have
an attorney draw up a partnership agreement
that outlines the duties, rights, and responsibil-
ities of the partners. However, you can actually
form a partnership simply by collaborating in
business with someone. The law books are full
of stories of people, for example, who have
inadvertently created partnerships merely by
collaborating on some project, sharing office
space, or working together in some activity.

In comparison, most states allow several other
business forms, including corporations, limited

liability companies, and limited liability partner-
ships. These other business forms require con-
siderably more work to set up, sometimes the
assistance of a good attorney or accountant,
and payment of at least several hundred — and
possibly several thousand — dollars in legal
and licensing fees. The unique feature of most
of these other business forms, however, is that
the corporation or limited liability company or
limited liability partnership becomes a separate
legal entity. In many cases, this separate legal
entity protects investors from creditors who
have a claim on the assets of the business. In
comparison, in a sole proprietorship or a part-
nership, the sole proprietor and the partners
are liable for the debts and obligations of the
proprietorship or the partnership.

If you have questions about the correct busi-
ness form in which to operate, talk with a good
local attorney or accountant. He or she can
assist you in choosing the appropriate business
form and in considering both the legal and tax
aspects of choosing a particular form. As a
general rule, more sophisticated business
forms such as corporations, limited liability
companies, or limited liability partnerships
deliver significant legal and tax benefits to
investors and managers. Unfortunately, these
more sophisticated business forms also require
considerably more legal and accounting fiddle-
faddling.

Let me add a tangential but important point. QuickBooks supplies all this
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accounting information. For the most part, preparing these sorts of financial
statements in QuickBooks is pretty darn easy. But first, you'll find it helpful
to learn a bit more about accounting and bookkeeping. I go over that infor-
mation in the coming chapters. Also, note that the big picture stuff covered
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in this chapter is the most important knowledge that you need. If you under-
stand the ideas described in this chapter, the battle is more than half won.

The philosophy of accounting

Maybe the phrase philosophy of accounting is too strong, but accounting
does rest on a rather small set of fundamental assumptions and principles.
People often refer to these fundamentals as generally accepted accounting
principles.

[ want to quickly summarize what these principles are. I find — and I bet you'’ll
find the same thing — that understanding the principles gives context and
makes accounting practices more understandable. With this in mind, let me
go through the half dozen or so key accounting principles and assumptions.

Revenue principle

The revenue principle, also known as the realization principle, states that
revenue is earned when the sale is made. The sale is made, typically, when
goods or services are provided. A key component of the revenue principle,
when it comes to the sale of goods, is that revenue is earned when legal own-
ership of the goods passes from seller to buyer.

Note that revenue isn’t earned when you collect cash for something. It turns
out, perhaps counterintuitively, that counting revenue when cash is collected
doesn’t give the business owner a good idea of what sales really are. Some
customers may pay deposits early, before actually receiving the goods or
services. Often customers want to use trade credit, paying a firm at some
point in the future for goods or services. Because cash flows can fluctuate
wildly — even something like a delay in the mail can affect cash flow — you
don’t want to use cash collection from customers as a measure of sales.
Besides that, you can easily track cash collections from customers. So why
not have the extra information about when sales actually occur?

Expense principle

The expense principle states that an expense occurs when the business uses
goods or receives services. In other words, the expense principle is the flip
side of the revenue principle. As is the case with the revenue principle, if you
receive some goods, simply receiving the goods means that you have incurred
the expense of the goods. Similarly, if you received some service — services
from your lawyer, for example — you have incurred the expense. It doesn’t
matter that your lawyer takes a few days or a few weeks to send you the bill.
You incur an expense when goods or services are received.
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Matching principle

The matching principle is related to the revenue and the expense principles.
The matching principle states that when you recognize revenue, you should
match related expenses with the revenue. The best example of the matching
principle concerns the case of businesses that resell inventory. In the hot
dog stand example, you should count the expense of a hot dog and the
expense of a bun on the day when you sell that hot dog and that bun. Don’t
count the expense when you buy the buns and the dogs. Count the expense
when you sell them. In other words, match the expense of the item with the
revenue of the item.

Accrual-based accounting, which is a term you have probably heard, is what
you get when you apply the revenue principle, the expense principle, and
the matching principle. In a nutshell, accrual-based accounting means that
you record revenue when a sale is made and record expenses when goods
are used or services are received.

Cost principle

The cost principle states that amounts in your accounting system should be
quantified, or measured, by using historical cost. For example, if you have a
business and the business owns a building, that building, according to the
cost principle, shows up on your balance sheet at its historical cost. You
don’t adjust the values in an accounting system for changes in a fair market
value. You use the original historical costs.

I should admit that the cost principle is occasionally violated in a couple of
ways. The cost principle is adjusted through the application of depreciation,
which I discuss in the next chapter. Also, sometimes fair market values are
used to value assets, but only when assets are worth less than they cost.

Objectivity principle

The objectivity principle states that accounting measurements and account-
ing reports should use objective, factual, and verifiable data. In other words,
accountants, accounting systems, and accounting reports should rely on
subjectivity as little as possible.

An accountant always wants to use objective data (even if it’s bad) rather
than subjective data (even if the subjective data is arguably better). The idea
is that objectivity becomes a protection against the corrupting influence that
subjectivity can introduce into a firm’s accounting records.
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Continuity assumption

The continuity assumption — accountants call it an assumption rather than a
principle for reasons unbeknownst to me — states that accounting systems
assume that a business will continue to operate. The importance of the con-
tinuity assumption becomes most clear if you consider the ramifications of
assuming that a business won’t continue. If a business won’t continue, it
becomes very unclear how one should value assets if the assets have no
resale value. This sounds like gobbledygook, but think about the implicit
continuity assumption built into the balance sheet for the hot dog stand at
the beginning of the day. (This is the hot dog stand balance sheet that shows
up in Table 14.)

Implicit in that balance sheet is the assumption that hot dogs and hot dog
buns have some value because they can be sold. If a business won’t continue
operations, no assurance exists that any of the inventory can be sold. If the
inventory can’t be sold, what does that say about the owner’s equity value
shown in the balance sheet?

You can see, | hope, the sorts of accounting problems that you get into with-
out the assumption that the business will continue to operate.

Unit-of-measure assumption

The unit-of-measure assumption assumes that a business’s domestic currency
is the appropriate unit of measure for the business to use in its accounting.
In other words, the unit-of-measure assumption states that it’s okay for

U.S. businesses to use U.S. dollars in their accounting. And it’s okay for U.K.
businesses to use pounds sterling as the unit of measure in their accounting
system. The unit-of-measure assumption also states, implicitly, that even
though inflation and occasionally deflation changes the purchasing power
of the unit of measure used in the accounting system, that’s still okay. Sure,
inflation and deflation foul up some of the numbers in a firm’s financial
statements. But the unit-of-measure assumption says that’s usually okay —
especially in light of the fact that no better alternatives exist.

Separate entity assumption

The separate entity assumption states that a business entity, like a sole pro-
prietorship, is a separate entity, a separate thing from its business owner.
And the separate entity assumption says that a partnership is a separate
thing from the partners who own part of the business. The separate entity
assumption, therefore, enables one to prepare financial statements just for
the sole proprietorship or just for the partnership. As a result, the separate
entity assumption also relies on a business being separate and distinct and
definable as compared to its business owners.
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These are the basic accounting principles that underlie business accounting. Book |
These principles and assumptions are implicit in all the discussions in this Chapter 1
book as well as those in all the other books of this all-in-one desk reference.
It is no exaggeration to say that they permeate almost everything related to
business accounting.
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A Few Words about Tax Accounting

I'm not going to talk much about tax accounting or tax preparation in this
book. However, one of the key reasons that you do accounting and use a
program such as QuickBooks is to make your tax accounting easier. That’s
obvious. So a fair question is this: How does what I've said so far relate to
income tax return preparation?

This is a tough question to answer. Tax laws typically don’t map to generally
accepted accounting principles. Generally accepted accounting principles
are not the same thing as income tax law.

However, if you use good basic accounting practices as you operate
QuickBooks, you get financial information that can be used to easily prepare
your tax returns, especially if you get some help from your CPA.

If you want, you can also use income tax rules to fine-tune your accounting
and bookkeeping. This practice, which is technically known as an other
comprehensive basis of accounting (OCBOA), is generally considered an
appropriate way to perform accounting for small and medium enterprises.

If you have more specific questions about the right way to create a financial
statement using generally accepted accounting principles to prepare an
income tax return, consult your CPA or your tax advisor. Applying generally
accepted accounting principles or tax laws in specific situations requires an
understanding of the specific circumstances and the industry in which a firm
operates. Given the one-way nature of the communication in this book — me
chattering away at you — I can’t provide that sort of detailed commentary
here. Sorry, buddy. . . .
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Chapter 2: Double-Entry
Bookkeeping

In This Chapter

v+ Checking out the fiddle-faddle method of accounting
v Grasping how double-entry bookkeeping works

v Looking at an (almost) real-life example

v~ Figuring out how QuickBooks helps

Fle preceding chapter describes why businesses create financial state-
ments and how these financial statements can be used. If you've read
Book I, Chapter 1, or if you've spent much time managing a business, you
probably know what you need to know about financial statements. In truth,
financial statements are pretty straightforward. An income statement, for
example, shows a firm’s revenues, expenses, and profits. A balance sheet
itemizes a firm’s assets, liabilities, and owner’s equity. So far, so good.

Unfortunately, preparing traditional financial statements is more complicated
and tedious. The work of preparing financial statements — called accounting
or bookkeeping — requires either a whole bunch of fiddle-faddling with num-
bers or learning how to use double-entry bookkeeping.

In this chapter, I start by describing the fiddle-faddle method. This is not
because I think you should use that method. In fact, [ assume that you even-
tually want to use QuickBooks for your accounting and, by extension, for
double-entry bookkeeping. However, if you understand the fiddle-faddle
method, you’ll clearly see why double-entry bookkeeping is so much better.

After I describe the fiddle-faddle method, I am going to walk you through the
steps to using and understanding double-entry bookkeeping. After you see
all the anguish and grief that the fiddle-faddle method causes, you should
have no trouble appreciating why double-entry bookkeeping works so much
better. And I hope you’ll also commit to the 30 or 40 minutes necessary to
learn the basics of double-entry bookkeeping.
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The Fiddle-Faddle Method of Accounting

Most small businesses — or at least those small businesses where the owners
aren’t already trained in accounting — have used the fiddle-faddle method.
For example, take a peek at the financial statements shown in Tables 2-1 and
2-2. If you've read or reviewed Book I, Chapter 1, you may recognize these
financial statements as those that stem from the imaginary hot dog stand
business. Table 2-1 shows the income statement for the one day a year that
the imaginary hot dog stand business operates. Table 2-2 shows the balance
sheet at the start of the first day of operation.

Table 2-1 A Simple Income Statement for the Hot Dog Stand
Sales revenue $13,000
Less: Cost of goods sold 3,000
Gross margin $10,000
Operating expenses

Rent $1,000
Wages 4,000
Supplies 1,000
Total operating expenses 6,000
Operating profit $4,000
Table 2-2 A Simple Balance Sheet for the Hot Dog Stand
Assets

Cash $1,000
Inventory 3,000
Total assets $4,000
Liabilities

Accounts payable $2,000
Loan payable 1,000
Owner's equity

S. Nelson, capital 1,000
Total liabilities and owner's equity $4,000

With the fiddle-faddle method of accounting, you individually calculate each
number shown in the financial statement. For example, the sales revenue figure
shown in Table 2-1 equals $13,000. The fiddle-faddle method of accounting
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requires you to somehow come up with this sales revenue number manually.
You may be able to come up with this number by remembering each of the
sales that you made over the day. Or, if you prepare invoices or sales receipts,
you may be able to come up with this number by adding all the individual
sales. If you have a cash register, you may also be able to come up with this
number by looking at the cash register tape.

Other revenue and expense numbers get calculated in the same crude
manner. For example, the $1,000 of rent expense gets calculated by either
remembering what amount you paid for rent, or by looking in your check-
book register and finding the check that you wrote for rent.

The balance sheet values get produced in roughly the same way. You can
deduce the cash balance of $1,000, for example, by looking at the checkbook
or, in a worst case scenario, the bank statement. You can deduce the inven-
tory balance of $3,000 by adding the individual inventory item values. You
can calculate the liability and owner’s equity amounts in similar fashion.

Some of the values shown in an income statement or on a balance sheet get
plugged — meaning that they’re calculated using other numbers from the
financial statement. For example, you don’t look up the profit amount in any
particular place; instead, you calculate profit by subtracting expenses from
revenue. You can also, of course, calculate balance sheet values, such as
total assets, owner’s equity, and total liability of owner’s equity.

Okay, [ admit it: The fiddle-faddle method of accounting works reasonably
well for a very small business as long as you have a good checkbook. So, for
a very small business, you may be able to get away with this crude, piece-
meal approach to accounting.

But unfortunately, the fiddle-faddle method suffers from three horrible weak-
nesses for a firm that doesn’t have super-simple finances:

4+ It’s not systematic enough to be automated. Now, admittedly, you may
not care that the fiddle-faddle approach isn’t systematic enough for
automation. But this point is an important one. A systematic approach
like double-entry bookkeeping can be automated, as QuickBooks does.
This automation means that the task of preparing financial statements
requires — oh, I don’t know — maybe five mouse clicks. Because the
fiddle-faddle approach can’t be automated, every time you want to
produce financial statements, you or some poor co-worker goes to an
enormous amount of work to collect the numbers and all the raw data
necessary to produce information like that shown in Table 2-1 and Table
2-2. In reality, of course, with more complicated financial statements,
someone does much, much more work.
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How Double-Entry Bookkeeping Works

4+ It’s very easy to lose details. This sounds abstract, but let me give you a

good, concrete example. If you look at Table 2-1, you see that the hot dog
stand business incurs only three operating expenses: rent, wages, and
supplies. If you know the operating expense categories that the business
incurs, it is fairly easy to look through the check register and find the
check or checks that pay rent, for example. You can use a similar approach
with the wages expense. Also, you can use a similar approach with the
supplies expense. However, what if you also have an advertising expense
category or a business license expense, or some other easy-to-forget cat-
egory? If you forget a category, you miss expenses. For example, if you
forget that you spent money advertising and, thereby, forget to tally
your advertising expenses, that whole category of operating expense
gets omitted from your income statement.

It doesn’t allow rigorous error checking. This business about error
checking seems, perhaps, nit-picky. However, error checking is impor-
tant with accounting and bookkeeping systems. With all the numbers
and transactions floating around, errors easily creep into the system. I
discuss more about error checking later in this chapter, but let me give
you an example of the sort of error checking an accounting system can
(and should) perform. Take a look at the example of the sales transac-
tion. If you sell an item for $1,000, you can actually check that amount
by comparing it to your record of what the customer paid. This makes
sense, right? If you sell me an item for $1,000, you actually should be
able to compare that $1,000 sale to the amount of cash that [ pay you. A
$1,000 sale to me should correspond to a $1,000 cash payment from me.
The fiddle-faddle method can’t make these comparisons. However,
double-entry bookkeeping can.

You see where I'm at now, right? I've admitted that you can construct financial
statements using the fiddle-faddle method. But [ hope I've also convinced
you that the fiddle-faddle method suffers from some really debilitating weak-
nesses. I'm talking about something as important as how you can best manage
the financial affairs of your business. These weaknesses indicate that you
need a better tool. Specifically, you need double-entry bookkeeping, which I
discuss next.

How Double-Entry Bookkeeping Works

After you conclude that the fiddle-faddle method is for the birds, you're
ready to absorb the necessary accounting theory and learn the bookkeeping
tricks required to employ double-entry bookkeeping. Essentially, you need
two things in order to work with double-entry bookkeeping. First, you need
an understanding of the accounting model. And second, you need a grasp of
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the mechanics of debits and credits. Neither of these things is difficult. If you
flip ahead a few pages, you can see that [ am going to spend only a few pages
talking about this material. How difficult can anything be that can be described
in just a few pages? Not very, right?

The accounting model

Here’s the first thing to understand and internalize in order to use double-
entry bookkeeping: Modern accounting uses an accounting model that says
assets equal liabilities plus owner’s equity. The following formula expresses
this in a more conventional, algebraic form:

assets = liabilities + owner's equity

If you think about this for a moment and flip back to Table 2-2, you see that
this formula summarizes the organization of a business’s balance sheet. Con-
ceptually, the formula says that a business owns stuff and that the money or
the funds for that stuff come either from creditors (such as the bank or some
vendor) or the owners (either in the form of original contributed capital or
perhaps in reinvested profits). If you understand the balance sheet shown in
Table 2-2 and discussed here, you understand the first core principle of
double-entry bookkeeping. This isn’t that tough so far, is it?

Here’s the second thing to understand about the basic accounting model:
Revenues increase owner’s equity and expenses decrease owner’s equity:.
Think about that for a minute. That makes intuitive sense. If you receive
$1,000 in cash from a customer, you have $1,000 more in the business. If you
write a $1,000 check to pay a bill, you have $1,000 less in the business.

Another way to say the same thing is that profits clearly add to the owner’s
equity. Profits get reinvested in the business and boost owner’s equity.
Profits are calculated as the difference between revenues and expenses. If
revenues exceed expenses, profits exist.

Let me review where I am so far in this discussion about the basic account-
ing model. The basic model says that assets equal liabilities plus owner’s
equity. In other words, the total assets of a firm equal the total of its liabili-
ties and owner’s equity. Furthermore, revenue increases the owner’s equity
and expenses decrease the owner’s equity.

At this point, you don’t have to intuitively understand the logic of the account-
ing model and the way that revenues and expenses plug into the owner’s
equity of the model. If you do “get it” that’s great, but not necessary. However,
you do need to memorize or remember (for at least the next few paragraphs)
the manner in which the basic model works.
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How Double-Entry Bookkeeping Works

This may seem like a redundant point, but note that a balance sheet is con-
structed by using information about a firm’s assets, liabilities, and owner’s
equity. Similarly, note that a firm’s income statement is constructed by using
information about its revenues and its expenses. Remember that all this dis-
cussion, all this tediousness, is really about how you collect the information
necessary to produce an income statement and a balance sheet.

Now I come to perhaps the most important point to understand in order to
“get” double-entry bookkeeping. Every transaction and every economic
event that occurs in the life of a firm produces two effects: An increase in
some account shown on the balance sheet or on the income statement, and
a decrease in some account shown on the balance sheet or income state-
ment. When something happens, economically speaking, that something
affects at least two types of information shown in the financial statement. In
the next few paragraphs, I give you some examples so you can really under-
stand this.

Suppose that in your business, you sell $1,000 of an item for $1,000 in cash.
In the case of this transaction or economic event, two things occur from the
perspective of your financial statements:

4+ Your cash increases by $1,000.

4+ Your sales revenue increases by $1,000.

Another way to say this same thing is that your $1,000 cash sale affects both
your balance sheet (because cash increases) and your income statement
(because sales revenue is earned).

See the duality? And, just a paragraph ago, you were thinking this might be
too complicated for you, weren’t you?

Here’s another common example: Suppose that you buy $1,000 of inventory for
cash. In this case, you decrease your cash balance by $1,000, but you increase
your inventory balance by $1,000. Note that in this case, both effects of the
transaction appear in sort of the same area of your financial statement —
the list of assets. Nevertheless, this transaction also affects two accounts.

When I use the word account, | simply mean some value that appears on
your income statement or on your balance sheet. If you look at Tables 2-1
and 2-2, for example, any value that appears on those financial statements
that isn’t simply a calculation represents an account. In essence, an account
tracks some group of assets, liabilities, owner’s equity, contributions, rev-
enues, or expenses. [ talk more about accounts in the next section when I get
to the actual mechanics of double-entry bookkeeping.
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Here’s another example that shows this duality of effects in an economic
event: Suppose that you spend $1,000 in cash on advertising. In this case, this
economic event reduces cash by $1,000 and increases the advertising expense
amount by $1,000. This economic event affects both the assets portion of the
balance sheet and the operating expenses portion of the income statement.

And now — believe it or not — you’re ready to see how the mechanics of
double-entry bookkeeping work.

Talking mechanics

Roughly 500 years ago, an Italian monk named Pacioli devised a systematic
approach to keeping track of the increases and decreases in account bal-
ances. He said that increases in asset and expense accounts should be called
debits, whereas decreases in asset and expense accounts should be called
credits. He also said that increases in liabilities, owner’s equity, and revenue
accounts should be called credits, whereas decreases in liabilities, owner’s
equity, and revenue accounts should be called debits.

Table 2-3 summarizes the information that I just shared. Unfortunately —
and you can’t get around this — you need to memorize this table or dog-ear
the page so you can easily refer to it.

Table 2-3 You Must Remember This

Account Debit Credit
Assets Increase Decrease
Expenses Increase Decrease
Liabilities Decrease Increase
Owner's equity Decrease Increase
Revenues Decrease Increase

Using Pacioli’s debits and credits system, any transaction can be described
as a set of balancing debits and credits. Not only does this system work as
financial shorthand, but it also provides error checking. To get a better idea
of how this works, look at some simple examples.

Take the case of a $1,000 cash sale, for example. Using Pacioli’s system, or
by using double-entry bookkeeping, you can record this transaction as
shown here:

Cash $1,000 debit

Sales revenue $1,000 credit

Book |
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See how that works? The $1,000 cash sale appears as both a debit to cash
(which means an increase in cash) and a $1,000 credit to sales (which means
a $1,000 increase in sales revenue). Debits equal credits, and that’s no accident.
The accounting model and Pacioli’s assignment of debits and credits mean that
any correctly recorded transaction balances. For a correctly recorded transac-
tion, the transaction’s debits equal the transaction’s credits.

Although you can show transactions as I've just shown the $1,000 cash sale,
you and | may just as well use the more orthodox nomenclature. By conven-
tion, accountants and bookkeepers show transactions, or what accountants
and bookkeepers call journal entries, like this one shown in Table 2-4.

Table 2-4 Journal Entry 1: Recording the Cash Sale
Account Debit Credit
Cash 1,000

Sales revenue 1,000

See how that works? Each account that’s affected by a transaction appears
on a separate line. Debits appear in the left column. Credits appear in the
right column.

You actually already understand how this account business works. You have
a checkbook. You use it to keep track of both the balance in your checking
account and the transactions that change the checking account balance. The
rules of double-entry bookkeeping essentially say that you are going to use a
similar record-keeping system not only for your cash account, but for every
other account you need to prepare your financial statements, too.

Here are a couple of other examples of how this transaction recording
works. In the first part of this discussion of how double-entry bookkeeping
works, I describe two other transactions: the purchase of $1,000 of inventory
for cash, and spending $1,000 in cash on advertising. Table 2-5 shows how
the purchase of $1,000 of inventory for cash appears. Table 2-6 shows how
spending $1,000 of cash on advertising appears.

Table 2-5 Journal Entry 2: Recording the Inventory Purchase
Account Debit Credit
Inventory 1,000

Cash 1,000
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That darn bank

When | learned about double-entry bookkeep-
ing, | stumbled over the terms debit and credit.
The way | had heard the terms used before
didn’t agree with the way that double-entry
bookkeeping seemed to describe them. This
conflict caused a certain amount of confusion
for me. Because | don't want you to suffer from
the same fate, let me quickly describe my initial
confusion.

If you look at Table 2-3, you see that an increase
in an asset account is a debit and a decrease
in an asset accountis a credit. This means that
in the case of your cash account, increases to
cash are debits and decreases to cash are
credits.

However, you've undoubtedly talked at some
time to the bank and heard them refer to cred-
iting your bank account — which meant
they increased the account balance. And they
perhaps talked about debiting your account —
which meant they decreased the account

balance. So, what's up with that? Am | wrong,
and is the bank right?

Actually, both the bank and | are right. And
here’s why. The bank is talking about debiting
and crediting—not a cash account and not an
asset account — but a liability account. To
them, the money that you've placed in the bank
is not cash (an asset) but a liability (money that
they owe you). If you look at Table 2-3, you see
that increases in a liability are credit amounts
and decreases in a liability are debit amounts.
Therefore, from the bank’s perspective, when
they increase the balance in your account, that
increase is a credit.

Your assets may represent another firm'’s liabil-
ities. Your liabilities will represent another firm's
assets. Therefore, whenever you hear some
other business talking about crediting or debit-
ing your account, what you do is exactly the
opposite. If they credit, you debit. If they debit,
you credit.

Table 2-6 Journal Entry 3: Recording the Advertising Expense
Account Debit Credit
Advertising 1,000

Cash 1,000

By tallying the debits and credits to an account, you can calculate the

account balance. For example, suppose that before Journal Entries 1, 2, and
3, the cash balance equals $2,000. Journal Entry 1 increases cash by $1,000

(this is the debit). Journal Entries 2 and 3 decrease cash by $1,000 each
(these are the $2,000 credits). If you combine all these entries, you get the
new account balance. The following formula shows the calculation:

Beginning balance of cash

Plus cash debit from Journal Entry 1

$2,000
$1,000
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Minus cash credit from Journal Entry 2 -$1,000
Minus cash credit from Journal Entry 3 -$1.000
Ending cash balance $1,000

Do you see how that works? You start with $2,000 as the cash account bal-
ance. The first cash debit of $1,000 increases the cash balance to $3,000, and
then the cash credit of $1,000 in Journal Entry 2 decreases the cash balance
to $2,000. Then, finally, the cash credit of $1,000 in Journal Entry 3 decreases
the cash balance to $1,000.

You can calculate the account balance for any account by taking the starting
account balance and then adding the debits and credits that have occurred
since then. By hand, this arithmetic is a little unwieldy. Your computer (with
the help of QuickBooks) does this math easily.

Almost a Real-Life Example
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To cement the concepts that I've talked about in the preceding paragraphs
of this chapter, I want to quickly step through the journal entries, or book-
keeping transactions, that you would record in the case of the hot dog stand
business discussed in the preceding chapter. To start, you need to know that
the balance sheet shown in Table 2-2 is the balance sheet at the start of the
day. This means that the account balances in all the accounts appear as
shown in Table 2-7. This list of account balances is actually called a trial bal-
ance. It shows the debit or credit balance for each account.

I am assuming that no year-to-date revenues or expenses exist yet with the hot
dog stand business. In other words, the operation is just at a starting period.

Table 2-7 A Trial Balance at the Start of Day

Account Debit Credit
Cash 1,000

Inventory 3,000
Accounts payable 2,000

Loan payable 1,000

S. Nelson, capital - 1,000
Totals 4,000 4,000

You may want to take a quick peek at Table 2-1. It summarizes the business
activities of the hot dog stand. The journal entries that follow show how the
information necessary for this statement would be recorded.
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Rent expense

Suppose that the first transaction to record is a $1,000 check written to pay
rent. In this case, the journal entry appears as shown in Table 2-8. In this
example, $1,000 is debited to rent expense, and $1,000 is credited to cash.

Table 2-8 Journal Entry 4: Recording the Rent Expense
Account Debit Credit
Rent 1,000

Cash 1,000
Wages expense

If you need to record $4,000 of wages expense, you use the journal entry
shown in Table 2-9. This journal entry debits wages expense for $4,000 and
credits cash for $4,000. In other words, you use $4,000 of cash to pay wages
for the hot dog stand business.

Table 2-9 Journal Entry 5: Recording the Wages Expense
Account Debit Credit
Wages expense 4,000

Cash 4,000
Supplies expense

To record $1,000 of supplies expense paid for by writing a check, you record
the journal entry shown in Table 2-10. This transaction debits supplies
expense for $1,000 and credits cash for $1,000.

Table 2-10 Journal Entry 6: Recording the Supplies Expense
Account Debit Credit
Supplies 1,000

Cash 1,000

Note that for each of the preceding transactions, debits equal credits. As
long as debits equal credits, you know that the transaction is in balance.
This balance is one of the ways that double-entry bookkeeping prevents
errors.
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Recording sales revenue

Suppose that you sell $13,000 worth of hot dogs. To record this transaction
in a journal entry, you debit cash for $13,000 and credit sales revenue for
$13,000, as shown in Table 2-11. I should tell you, however, that in the case of
the hot dog stand selling hot dogs for a dollar or two a piece, you can’t actu-
ally use a single journal entry to record sales revenue amounts. If you are
selling hot dogs at a dollar a dog, you may actually have 13,000 one-dollar
transactions. Each of these transactions debits cash for a dollar and credits
sales revenue for a dollar.

Table 2-11 Journal Entry 7: Recording the Sales Revenue
Account Debit Credit
Cash 13,000

Sales Revenue 13,000

Recording cost of goods sold

You must record the expense of the hot dogs and buns that you sell. You
must also record the fact that if you use up your inventory of hot dogs and
buns, your inventory balance has decreased. Table 2-12 shows how you
record this. Cost of goods sold gets debited for $3,000, and inventory gets
credited for $3,000.

Table 2-12 Journal Entry 8: Recording the Cost of Goods Sold
Account Debit Credit

Cost of goods sold 3,000

Inventory 3,000

If you're confused about this cost of goods sold transaction — and it represents
the first transaction that doesn’t use cash — flip back to Book I, Chapter 1,
where I describe the two accounting principles. In short, these two princi-
ples go like this:

4+ Expense principle: This principle says that an expense gets counted
when the item gets sold. This means that the inventory isn’t counted as
cost of goods sold or as an expense when it is purchased. Rather, the
expense of the hot dog and bun that you sell gets counted when the item
is actually sold to somebody.

4+ Matching principle: This principle says that expenses or cost of a sale
get matched with the revenue of the sale. This means that you recognize
the cost of goods sold at the same time that you recognize the sale.
Typically, in fact, you can combine Journal Entry 7 and Journal Entry 8.
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Another way to think about the information recorded in Journal Entry 8 is
this — rather than “spending” cash to provide customers with hot dogs and
buns, you spend inventory.

Recording the payoff of accounts payable

Suppose that one of the things you do at the end of the day is write a check
to pay off the accounts payable. The accounts payable are the amounts that
you owe vendors — probably the suppliers from whom you purchased the hot
dogs and buns. To record the payoff of accounts payable, you debit accounts
payable for $2,000 and credit cash for $2,000, as shown in Table 2-13.

Table 2-13 Journal Entry 9: Recording the Payoff of Accounts Payable
Account Debit Credit

Accounts payable 2,000

Cash 2,000

Recording the payoff of a loan

Suppose also that you use cash profits from the day to pay off the $1,000
loan that the balance sheet shows (see Table 2-2). To record this transaction,
you debit loan payable for $1,000 and credit cash for $1,000, as shown in
Table 2-14.

Table 2-14 Journal Entry 10: Recording the Payoff of the Loan
Account Debit Credit

Loan payable 1,000

Cash 1,000

Calculating account balance

You may already be able to guess this: If you know an account’s starting bal-
ance and have a way to add up the debits and the credits to the account, you
can easily calculate the ending account balance.

For example, take the case of the cash account balance of the hot dog stand
business. If you look at the balance sheet shown in Table 2-2, you see that
the beginning balance for cash is $1,000. You can easily construct a little
schedule of how the account balance changes — this is called a T-account —
that calculates the ending balance. In fact, Table 2-15 does just this. If you
look closely at Table 2-15, you see that the cash beginning balance is $1,000.
Then, on the following lines of the T-account, you see the effects of Journal
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Entries 4, 5, 6, 7, 9, and 10. Some of these journal entries credit cash. Some of
them debit cash. You can calculate the ending cash balance by combining
the debit and credit amounts.

Table 2-15 A T-Account of the Cash Account
Debit Credit

Beg. balance 1,000

J.E. #4 1,000

J.E.#5 4,000

J.E. #6 1,000

J.E. #7 13,000

J.E.#9 2,000

J.E.#10 - 1,000

Ending balance 5,000

The information shown in Table 2-15 should make sense to you. But just in
case you're still trying to memorize what debits and credits mean, I'm going
to give you a bit more detail. To calculate the ending balance shown in Table
2-15, you add up the debits, add up the credits, and combine the two sums.
The net amount in the cash account equals the $5,000 debit. If you recall
from the preceding paragraphs, a debit balance in an asset account, such as
cash, represents a positive amount. A $5,000 debit balance in the cash account,
therefore, indicates that you have $5,000 of cash in the account.

Cash is usually the trickiest account to analyze using a T-account because so
many journal entries affect cash. In many cases, however, a T-account analy-
sis of an account balance is much more straightforward. For example, if you
look at Table 2-16, you see a T-account analysis of the inventory account.
This T-account analysis shows that the beginning inventory account balance
equals $3,000. However, when Journal Entry 8 credits inventory for $3,000 —
this is the journal entry that records the cost of goods sold — the inventory
balance is wiped out.

Table 2-16 A T-Account of the Inventory Account
Debit Credit

Beg. balance 3,000

J.E. #8 3,000

End balance $0
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Paying off the accounts payable and loan payable accounts is similarly straight-
forward. Table 2-17 shows the T-account analysis of the accounts payable
account. Table 2-18 shows the T-account analysis of the loan payable account.
In both cases, the T-account analysis shows that the liability accounts start
with a credit beginning balance. (Remember that a liability account would
have a credit balance if the firm really owed money.) Then, when the payments
are recorded to pay off the accounts payable and loan payable in Journal
Entries 9 and 10, the liability account is debited. The end result, in the case
of both accounts, is that the liability account balance is reduced to zero.

Table 2-17 A T-Account of Accounts Payable
Debit Credit

Beg. balance 2,000

J.E.#9 2,000

End balance 0

Table 2-18 A T-Account of the Loan Payable Account
Debit Credit

Beg. balance 1,000

J.E.#10 1,000

End balance 0

I'm not going to show T-account analyses of the other accounts that the pre-
ceding journal entries used. In every other case, the only debit or credit to
the account comes from the journal entry. This means that the journal entry
amount is the account balance. For example, only one journal entry affects
the sales revenue account — Journal Entry 7, which credits sales revenue for
$13,000. Because there is no beginning balance in the sales revenue account,
that $13,000 credit equals the sales revenue account balance. The expense
accounts work the same way.

Using T-account analysis results

If you or your accounting program constructs T-accounts for each balance
sheet and income statement account, you can easily calculate account bal-
ances at a particular point in time by using the T-account analysis results.
Table 2-19 shows a trial balance at the end of the day for the hot dog stand
business. Each of these account balances can be calculated by using T-account
analysis.
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Table 2-19 A Trial Balance at End of the Day
Account Debit Credit
Cash 5,000

Inventory 0

Accounts payable 0
Loan payable 0
S. Nelson, capital 1,000
Sales revenue 13,000
Cost of goods sold 3,000

Rent 1,000

Wages expense 4,000

Supplies 1,000 _
Totals 14,000 14,000

For example, the first line shown in the trial balance in Table 2-19 is the
cash account with the debit balance of $5,000. This debit account balance
comes from the T-account analysis shown in Table 2-15. The account bal-
ances for inventory, accounts payable, and loan payable also come from the
T-account analyses shown previously in this chapter (Table 2-16, Table 2-17,
and Table 2-18).

As I noted in the preceding section, you don’t need to perform T-account
analyses for the other accounts shown in the trial balance provided in Table
2-19. These other accounts showed a single debit or credit.

One final and perhaps already obvious point needs to be made: The infor-
mation provided in Table 2-19 is the information necessary to construct an
income statement for the day and a balance sheet as of the end of the day.
For example, if you take sales revenue, cost of goods sold, rent, wages expense,
and supplies expense from the trial balance, you have all the information
that you need to construct an income statement for the day. In fact, the
information shown in Table 2-19 is the information used to construct the
income statement shown in Table 2-1.

Similarly, the asset, liability, and owner’s equity balance information shown
in the trial balance provided in Table 2-19 supplies the information neces-
sary to construct a balance sheet as of the end of the day.

The end of the day balance sheet won’t actually “balance” unless you also
include the profits of the day. These profits, either called retained earnings or
lumped into the owner’s capital account, equal $4,000. You can see what this
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end-of-day balance sheet looks like by turning back to Book I, Chapter 1. In Book |
that chapter, Table 1-7 shows the end-of-day balance sheet for the hot dog Chapter 2
stand business.

A Few Words about How QuickBooks Works

Before I end this chapter, I want to make just a few comments about how
QuickBooks helps you. First of all — and this may be the most important
point — QuickBooks makes most of these journal entries for you. For exam-
ple, in Journal Entry 6, I show you how to record a $1,000 check written to
pay supplies. However, you would never have to make this journal entry in
QuickBooks. When you use QuickBooks to record a $1,000 check that pays
Acme Supplies for some paper products that you purchased, QuickBooks
automatically debits supplies expense (as long as you indicate that the
check is for supplies) and then credits cash.
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Similarly, in the case of Journal Entry 7 and Journal Entry 8, when you pro-
duce an invoice that records a sale, QuickBooks makes these journal entries
for you. For example, if you sold $13,000 of hot dogs and buns, and those hot
dogs and buns actually cost you $3,000, QuickBooks debits cash for $13,000,
credits sales revenue for $13,000, debits cost of goods sold for $3,000, and
credits inventory for $3,000. In other words, for most of your routine trans-
actions, QuickBooks handles the journal entries for you behind the scenes.

This doesn’t mean, however, that you can always avoid working with journal
entries. Any transaction that can’t be handled through a standard QuickBooks
form — such as the invoice form or the write checks form — must be recorded
by using a journal entry. For example, if you purchase some fixed asset by
writing a check, the purchase of the fixed asset gets recorded automatically
by QuickBooks. However, the depreciation that will be used to expense the
asset over its estimated economic life — something I talk a bit about in the
next chapter — must be recorded with journal entries that you construct
yourself and enter a different way.

One other really important point: I noted in the preceding paragraphs that
the trial balance information shown in Table 2-19 provides the raw data that
you need to prepare your financial statement. I don’t want to leave you with
a misunderstanding, however. You don’t actually have to take this sort of
raw data and prepare your financial statements. Predictably, QuickBooks
easily, quickly, and without effort builds your financial statements by using
this trial balance information.

Just to put these comments together, then, QuickBooks automatically creates
most journal entries for you, builds a trial balance by using journal entry



46 A Few Words about How QuickBooks Works

information, and — when asked — produces financial statements. Most of
the work of double-entry bookkeeping, then, goes on behind the scenes. You
don’t worry about many journal entries on a day-to-day basis. And if you
don’t want to ever see a trial balance, you don’t have to. In fact, if you just
use QuickBooks to produce invoices and to write checks that pay the bills,
almost all the information that you need to prepare your financial state-
ments gets collected automatically. So that’s really neat.

However, not all the information that is necessary for producing good accu-
rate financial statements gets collected automatically. You will encounter a
handful of important cases that should be handled on a special basis through
journal entries that either you or your CPA construct and enter.

In the next chapter, I describe some of the most common special cases.
However, it is likely that you’ll encounter other special cases. With the infor-
mation in this chapter, you may be able to figure out these journal entries
yourself. Or, you may need to pay someone else to help you figure them out.
Or, as a sometimes reasonable resort, you may just need to skip the extra
precision and accuracy that you can achieve by recording these journal
entries.



Chapter 3: Special Accounting
Problems

In This Chapter

v Sorting out accounts receivable and accounts payable
1 Keeping track of inventory

v+ Figuring out fixed assets

v Finding out about asset write-downs

1+ Recognizing liability

v~ Closing out revenue and expense accounts

E/en if you understand the principles of accounting (which I describe in
Book [, Chapter 1) and the basics of double-entry bookkeeping (which

[ describe in Book I, Chapter 2), you still may not have all the information
that you need to keep good records. For example, tracking the amounts that
customers owe you and the amounts that you owe vendors can be a bit
tricky. Inventory can also present challenging record-keeping problems, a
fact that’s not surprising to you retailers. And things like fixed assets — oh,
don’t even get me started.

For these reasons, this chapter describes the most common complexities
that business owners confront. You don’t need to be an accountant or an
experienced bookkeeper to understand the material in this chapter. However,
you do need to proceed carefully, take your time, and think a bit about how
the material I describe here applies to your specific business situation.

Working with Accounts Receivable

If you read Book I, Chapter 1, you already know that accounting principles
state that sales revenue needs to be recognized when a sale is made. And that
the sale is made when a business provides goods or services to a customer.

In other words — and this is really an important point — sales revenue
doesn’t get recorded when you receive payment from a customer. Sales
revenue gets recorded when a customer has a legal obligation to pay you
because you have (or your business has) provided the customer with the
goods or services.
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Recording a sale

This requirement to record sales revenue at the time that goods or services
are provided means that accounting for sales revenue is slightly more com-

plicated than you may have first guessed. The first transaction, for example,
the transaction that records a sale, is shown in Table 3-1.

Table 3-1 Journal Entry 1: Recording a Credit Sale
Account Debit Credit
Accounts receivable 1,000

Sales revenue 1,000

Journal Entry 1 shows how a $1,000 sale may be recorded. The journal entry
shows a $1,000 debit to accounts receivable and a $1,000 credit to sales rev-
enue. To record a $1,000 sale — a credit sale — the journal entry needs to
show both the $1,000 increase in accounts receivable and the $1,000 increase
in sales revenue.

Recording a payment

When the business receives payment from the customer for the $1,000
receivable, the business records a journal entry like that shown in Table 3-2.

Table 3-2 Journal Entry 2: Recording the Customer Payment
Account Debit Credit

Cash 1,000

Accounts receivable 1,000

Journal Entry 2 shows a $1,000 debit to cash, which is the $1,000 increase in
the cash account that occurs because the customer has just paid you $1,000.
Journal Entry 2 also shows a $1,000 credit to accounts receivable. This credit
to the accounts receivable asset account reduces the accounts receivable
balance.

At the point when you record both Journal Entry 1 and Journal Entry 2, the
net effect is a $1,000 debit to cash, showing that the cash has increased by
$1,000, and a $1,000 credit to sales revenue, showing that sales revenue has
increased by $1,000. The $1,000 debit to accounts receivable and the $1,000
credit to accounts receivable net to zero.

If you think about this accounts receivable business a bit, you should realize
that it makes sense. Although the accounts receivable account includes a
$1,000 receivable balance, this just means that the customer owes you
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$1,000. But when the customer finally pays off the $1,000 bill, you need to
zero out that receivable.

QuickBooks, by the way, automatically records Journal Entry 1 and Journal
Entry 2 for you. Journal Entry 1 gets recorded whenever you issue or create
a customer invoice. Therefore, you don’t need to worry about the debits and
credits shown in Journal Entry 1 except for one special occasion: When you
set up QuickBooks and QuickBooks items (items are things that get included
on the invoices), you do specify which account should be credited to track
sales revenue. So, although you may not need to worry much about the
mechanics of Journal Entry 1, you should understand how this journal entry
works so that you can set up QuickBooks correctly.

Book II, Chapter 1 describes the mechanics of setting up QuickBooks.

Journal Entry 2 also gets recorded automatically by QuickBooks. QuickBooks
records Journal Entry 2 for you whenever you record a cash payment from a
customer. You don’t need to worry, then, about the debits and credits neces-
sary for recording customer payments. However, I find that it’s helpful to
understand how this journal entry works and how QuickBooks records this
customer payment transaction.

Estimating bad debt expense

One other important journal entry to understand is shown in Table 3-3.

Table 3-3  Journal Entry 3: Recording an Allowance for Uncollectible Accounts

Account Debit Credit
Bad debt expense 100
Allowance for uncollectible A/R 100

Journal Entry 3 records an estimate of the uncollectible portion of accounts
receivable. (Businesses that don’t want to keep accrual-based accounting
statements may not need to worry about Journal Entry 3.) Unfortunately,
some of the money you bill customers may be uncollectible. Yet Journal
Entry 1 records every dollar that you bill your customers as revenue.
Therefore, you need a way to offset, or reduce, some of the sales revenue
by the amount that ultimately turns out to be uncollectible.

Journal Entry 3 shows a common way of doing this. Journal Entry 3 debits bad
debt expense — which is an expense account that you may use to record
uncollectible customer receivables. Journal Entry 3 also credits another
account shown as allowance for uncollectible A/R. This allowance account is
called a contra-asset account, which means it basically reduces the balance
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reported on the balance sheet of an asset account. In the case of the allowance
for uncollectible A/R accounts, for example, this $100 credit reduces the
accounts receivable balance shown on the balance sheet by $100.

Where the bad debt expense shown in Journal Entry 3 appears varies from
business to business. Some businesses report the bad debt expense with the
other sales revenue, thereby allowing the income statement to show net
sales revenue. Other businesses report bad debt expense with the other
operating expenses. You should report bad debt expense wherever it makes
most sense in terms of managing your business.

QuickBooks doesn’t automatically record the transaction in Journal Entry 3.
You record estimates of bad debt expense yourself by using the QuickBooks
Make Journal Entries command.

Removing uncollectible accounts receivable

If you do set up an allowance for uncollectible accounts, you also need to
periodically remove the uncollectible accounts from both the accounts
receivable balance and the allowance for uncollectible accounts. You don’t
want to do this while any chance exists to collect on the accounts. But at
some point, obviously, you may as well clean out the bad receivables from
your records. It makes no sense, for example, to have uncollectible receiv-
ables from 17 years ago still appearing on your balance sheet. Table 3-4 illus-
trates how to clean out bad receivables.

Table 3-4 Journal Entry 4: Writing Off an Uncollectible Receivable
Account Debit Credit

Allowance for uncollectible 100

Accounts receivable 100

This journal entry debits the allowance from the uncollectible A/R account
for $100. The journal entry also credits the accounts receivable account for
$100. In combination, these two entries zero out the allowance for the uncol-
lectible A/R account and remove the uncollectible amount from the accounts
receivable account.

Writing off an actual, specific uncollectible receivable for invoice should be
done on a case-by-case basis. This is what Journal Entry 4 shows.

None of these entries is particularly tricky as long as you understand the
logic — something [ hope I have illuminated for you in this discussion. If you
do have trouble with these journal entries or with recording the economic
events that they attempt to summarize, you may want to consult your CPA.
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Most likely, you would record these same transactions (of course, with dif-
ferent customers and amounts) many, many times over the year. If you can
get a bit of help or a template that shows you how to record these transac-
tions, you should be able to record them yourself without any outside help.

In order to write off an uncollectible account receivable, you record a credit
memo and then apply the credit memo to the uncollectible account. The
item shown on your credit memo should cause the allowance for uncol-
lectible accounts to be debited.

Recording Accounts Payable Transactions

Within QuickBooks, you have the option of either working with or without
an accounts payable account. If you want to, you can record expenses when
you write checks. This means that in order to have a complete list of all your
expenses, you must have recorded checks that pay all your expenses. This
approach works fine — and, in fact, is the approach that I have always used
in my businesses.

QuickBooks also supports a more precise approach of recording expenses.
By answering a few questions during the QuickBooks setup process, you can
set up an accounts payable account, which is just an account that tracks the
amounts that you owe your vendors and other suppliers.

Recording a bill
When you use an accounts payable account, you enter the bills that you get
from vendors when you receive them.

Table 3-5 shows the way this transaction is recorded. Journal Entry 5 auto-
matically debits office supplies expense for $1,000 and credits accounts
payable for $1,000. This is the journal entry that would be recorded by
QuickBooks if you purchased $1,000 of office supplies and then entered that
bill into the QuickBooks system.

Table 3-5 Journal Entry 5: Recording a Credit Purchase
Account Debit Credit

Office supplies 1,000

Accounts payable 1,000

Paying a bill
When you later pay that bill, QuickBooks records Journal Entry 6, shown in
Table 3-6. In Journal Entry 6, QuickBooks debits accounts payable for $1,000
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and credits cash for $1,000. The net effect on accounts payable combining
both the purchase and the payment is zero. That makes sense, right? The
approach shown in Journal Entries 5 and 6 counts the amount that you owe
some vendor or supplier as a liability, accounts payable, only while you owe

the money.

Table 3-6 Journal Entry 6: Recording the Payment to Vendor
Account Debit Credit
Accounts payable 1,000

Cash 1,000

When you record Journal Entry 5 in QuickBooks, you must supply the name
of the account that gets debited. QuickBooks obviously knows which account
to credit — the accounts payable account. However, QuickBooks also has to
know the expense or asset account to debit.

QuickBooks does need to know which cash account to credit when you pay
an accounts payable amount. You identify this when you write the check to
pay the bill.

Some other accounts payable pointers

Let me make a couple of additional points about Journal Entries 5 and 6:

4+ The accounts payable method is more accurate. The accounts payable
method, which is what Journal Entries 5 and 6 show, is the best way to
record your bills. The accounts payable method means that you record
expenses when the expenses actually occur. As you may have already
figured out, the accounts payable method is really the mirror image of
the accounts receivable approach described in the early paragraphs of
this chapter. The big benefit of the accounts payable method, as you
may intuit, is that it keeps track of the amounts that you owe vendors
and suppliers and it recognizes expenses as they occur rather than
when you pay them (which may be some time later).

4+ Not every debit is for an expense. Journal Entry 5 shows the debit
going to an office supplies expense account. Many of the accounts
payable that you record are amounts owed for expenses. However, not
every accounts payable transaction stems from incurring some expense.
You may also need to record the purchase of an asset — such as a piece
of equipment. In this case, the debit goes not to an expense account but
to an asset account. Other than this minor change, however, the transac-
tion works in the same way. I describe how fixed asset accounting works
later in this chapter in the “Accounting for Fixed Assets” section.
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Can you guess how an expense or fixed asset purchase gets recorded if you
don’t use an accounts payable account? In the case where you paid $1,000
for office supplies, QuickBooks debits office supplies expense for $1,000 and
credits cash for $1,000 when you write a $1,000 check. As part of writing the
check, you identify which expense account to debit.

If you are purchasing a $1,000 piece of equipment, the journal entry looks
and works in roughly the same way. When you record the purchase,
QuickBooks debits the asset account for $1,000 and credits cash for $1,000.
Again, this transaction gets recorded when you write the check to pay for
the asset.

Inventory Accounting

Thankfully, most of the inventory accounting that goes on in a business gets
handled automatically by QuickBooks. For example, when you purchase an
inventory item by writing a check or recording an accounts payable bill,
QuickBooks automatically adjusts your inventory accounts both for the
dollar value of the inventory and the quantity of the items. When you sell an
inventory item to a customer, QuickBooks again automatically adjusts the
dollar value of your inventory and adjusts the quantity accounts of the items
you sell.

Basically, all this means that QuickBooks maintains a perpetual inventory
system — an inventory system that lets you know at any time what quantity
of items you have in inventory and what value your inventory amounts to.
(In the past, smaller firms often used a periodic inventory system, which
meant that business owners never really knew with any precision the dollar
value of their inventory or the quantity counts for the inventory items that
they held.)

Although everything in the preceding paragraph represents good news,
several inventory-related headaches do require a bit of accounting magic.
Specifically, if your firm carries inventory, you need to know how to deal with
obsolete inventory, disposal of obsolete inventory, and inventory shrinkage.
[ discuss all three accounting gambits in the following paragraphs.

Dealing with obsolete inventory

Obsolete inventory refers to items that you’'ve purchased for sale but turn
out not to be saleable. Perhaps customers no longer want it. Perhaps you
have too much of the inventory item and will never be able to sell everything
that you hold.
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In either case, you record the fact that your inventory value is actually less
than what you purchased it for. And you want to record the fact that, really,
the money you spent on the obsolete item is an expense. For example, sup-
pose that you purchased some $100 item that you now realize is obsolete.
How do you record this obsolescence? Table 3-7 shows the conventional
approach.

Table 3-7 Journal Entry 7: Recording an Allowance for Obsolete Inventory

Account Debit Credit
Inventory obsolescence 100
Allowance for obsolete inventory 100

As Journal Entry 7 shows, to record the obsolescence of a $100 inventory
item, you first debit an expense account called something like “inventory
obsolescence” for $100. Then, you credit a contra-asset account named
something like “allowance for obsolete inventory” for $100. As I mention in
the discussion of accounts receivable, a contra-asset account gets reported
on the balance sheet immediately beneath the asset account to which it
relates. The contra-asset account, with its negative credit balance, reduces
the net reported value of the asset account. For example, if the inventory
account balance was $3,100 and you had an allowance for an obsolete inven-
tory contra-asset account of $100, the net inventory balance shows as
$3,000. In other words, the contra-asset account gets subtracted from the
related asset account.

QuickBooks requires you to record Journal Entry 7 yourself using the Make
Journal Entries command.

When you ultimately do dispose of obsolete inventory, you record a journal
entry like the one shown in Table 3-8. This journal entry debits the contra-
asset account for $100 and credits inventory for $100. In other words, this
journal entry removes the value of the obsolete inventory both from the
allowance for obsolete inventory account and from the inventory account
itself. You record this journal entry when you actually physically dispose of
the inventory. This may be, for example, when you pay the junk man to haul
away the inventory or when you toss the inventory out into the large
Dumpster behind your office or factory.

Table 3-8 Journal Entry 8: Recording Disposal of Inventory
Account Debit Credit
Allowance for obsolete inventory 100

Inventory 100
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Why not just credit the asset account?

If you are really getting into this double-entry
bookkeeping, you may wonder why you don't
just credit the inventory account in the case of
something like obsolete inventory. Wouldn't
that save you time and trouble? Well, yes
and no.

Simply crediting the inventory account does
make sense. Such an approach saves you the
task of having to set up a goofy contra-asset
account. However, accountants have con-
cluded over the centuries that it makes sense
to keep a record of your obsolete inventory as
long as you own it. There are a bunch of differ-
ent reasons for this, but one reason is that you
want to know what inventory you need to get
rid of or dispose of.

It's not necessary to set up some sort of sepa-
rate system for keeping track of obsolete inven-
tory. By using the contra-asset account, you

can continue to store information about your
inventory in the accounting system without
making the balance sheet information and
income statement information incorrect.

This logic applies to other contra-asset
accounts, too. For example, previously in this
chapter, | describe how to set up a contra-
asset account for uncollectible accounts
receivable. The business about wanting to have
some record of your uncollectible accounts
receivable — perhaps so you know you don't
want to deal with those customers again —
means that you may as well keep this informa-
tion in the accounting system. A contra-asset
account allows you to do so and at the same
time not have the presence of uncollectible
receivables overstate your accounts receiv-
able balance.

swa|qoid
Bununoaay |e1vadg

P In general, one of the things you should do every year for tax accounting rea-
sons is deal with your obsolete inventory. The tax rules generally state that
you can’t write off obsolete inventory unless you actually dispose of it for
income purposes. You can, however, typically write down inventory to its
liquidation value. Such a write-down works the same way as a write-down for
obsolete inventory. A write-down can be a little tricky if you have never done
it before, however, so you may want to confer with your tax advisor.

One more really important point about recording disposal of obsolete inven-
tory: Within QuickBooks, you record inventory disposal by adjusting the
physical item count of the inventory items. I describe how adjusting the phys-
ical inventory accounts works in Book IIl, Chapter 3. So even though [ won’t
go down that path here, you should know that you don’t actually enter a jour-
nal entry like the one shown in Journal Entry 8. You adjust the inventory
accounts for the obsolete inventory. This adjustment would automatically
reduce the inventory account balance. When QuickBooks asks you which
account to debit, you specify the allowance for obsolete inventory account.
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Dealing with inventory shrinkage

The other chronic inventory headache that many business owners and busi-
ness managers have to deal with is inventory shrinkage. It’s very likely,
sometimes for the most innocent reasons, that your inventory records over-
state the quantity counts of items. When this happens, you must adjust your
records. Essentially, you want to reduce both the dollar value of your inven-
tory and the quantity counts of your inventory items.

Table 3-9 shows the journal entry that QuickBooks makes for you to record
this event. This journal entry debits an appropriate expense account — in
Journal Entry 9, I call the expense account shrinkage expense — for $100. A
journal entry also needs to credit the inventory account for $100.

Table 3-9 Journal Entry 9: Recording Inventory Shrinkage
Account Debit Credit

Shrinkage expense 100

Inventory 100

Within QuickBooks, as [ mentioned, you don’t actually record a formal jour-
nal entry like the one shown here. You use something called a physical count
worksheet to adjust the quantities of your inventory item counts to whatever
they actually are. When you make this adjustment, QuickBooks automati-
cally credits the inventory account balance and adjusts the quantity counts.
QuickBooks also requires you to supply the expense account that it should
debit for the shrinkage.

In the old days (by the “old days,”  mean a few decades ago), businesses com-
pared their accounting records to the physical counts of inventory items only
once a year. In fact, the annual inventory physical count was a painful ritual
that many distributors and retailers went through. These days, I think, most
businesses have found that it works much better to stage physical inventory
counts throughout the year. This approach, called cycle counting, means that
you're probably comparing your accounting records with physical counts for
your most valuable items several times a year. For your moderately valuable
items, you're probably comparing your inventory accounting records with
physical counts once or twice a year. With your least valuable inventory items,
you probably only irregularly compare inventory records with physical
counts, and you may accept a degree of imprecision. For example, rather than
counting screws in some bin, you may weigh the bin and then make an esti-
mate of the screw count. In any case, you want some system that allows you to
compare your accounting records to your physical counts. Inventory shrink-
age and inventory obsolescence represent real costs of doing business that
won'’t get recorded in your accounting records in any other way.
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Accounting for Fived Assets Book

Fixed assets are those items that you can’t immediately count as an expense
when purchased. Fixed assets include such things as vehicles, furniture,
equipment, and so forth. Fixed assets are tricky for two reasons: Typically,
you must depreciate fixed assets (more on that in a bit), and you need to
record the disposal of the fixed asset at some point in the future — for either
a gain or for a loss.
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Purchasing a fixed asset

Accounting for the purchase of a fixed asset is pretty straightforward.
Table 3-10 shows how a fixed asset purchase typically looks:

Table 3-10 Journal Entry 10: Recording Fixed Asset Purchase
Account Debit Credit

Delivery truck 12,000

Cash 12,000

If you purchase a $12,000 delivery truck with cash, for example, the journal
entry that you use to record this purchase debits delivery truck for $12,000
and credits cash for $12,000.

Within QuickBooks, this journal entry actually gets made when you write the
check to pay for the purchase. The one thing that you absolutely must do is
set up a fixed asset account for the specific asset. In other words, you don’t
want to debit a general catch-all fixed asset account. If you buy a delivery
truck, you set up a fixed asset account for that specific delivery truck. If you
buy a computer system, you set up a fixed asset account for that particular
computer system. In fact, the general rule is that any fixed asset that you
buy individually or dispose of later individually needs its own asset account.
The reason for this is that if you don’t have individual fixed asset accounts,
later on, the job of calculating gains and losses on the disposal of the fixed
asset turns into a Herculean task.

Dealing with depreciation

Depreciation is an accounting gimmick to recognize the expense of using a
fixed asset over a period of time. Although you may not be all that familiar
with the mechanics of depreciation, you probably do understand the logic.
For the sake of illustration, suppose that you bought a $12,000 delivery
truck. Suppose also that because you know how to do your own repair work
and take excellent care of your vehicles, you will be able to use this truck for
ten years. Further suppose that at the end of the ten years, the truck will
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probably have a $2,000 salvage value (your best guess). Depreciation says that
if you buy something for $12,000 and that you can later sell it for $2,000, that
decrease in value can be apportioned to expense. In this case, the $10,000
decrease in value is counted as expense over ten years. That expense is called
depreciation.

Accountants and tax accounting laws use a variety of methods to apportion
the cost of using an asset over the years in which it’s used. A common
method is called straight-line depreciation. Straight-line depreciation divides
the decrease in value by the number of years that an asset is used. An asset
that decreases $10,000 over ten years, for example, produces $1,000 a year
of depreciation expense.

To record depreciation, you use a journal entry like the one shown in
Table 3-11.

Table 3-11 Journal Entry 11: Recording Fixed Asset Depreciation
Account Debit Credit
Depreciation expense 1,000

Acc. dep. — Delivery truck 1,000

Journal Entry 11 debits an expense account called “depreciation expense”
for $1,000. Journal Entry 11 also credits a contra-asset account called “accu-
mulated depreciation — delivery truck” for $1,000. (By convention, because
the phrase “accumulated depreciation” is so long, accountants and book-
keepers usually abbreviate it as “acc. dep.”) Note also that you need specific
individual accumulated depreciation contra-asset accounts for each specific
individual fixed asset account. You don’t want to lump all your accumulated
depreciation together into a single catch-all account. That way lies madness
and ruin.

Disposing of a fixed asset

The final wrinkle of fixed asset accounting concerns disposal of a fixed asset
for a gain or for a loss. When you ultimately sell a fixed asset or trade it in or
discard it because it’s now junk, you record any gain or loss on the disposal
of the asset. You also remove the fixed asset from your accounting records.

To show you how this works, consider again the example of the $12,000
delivery truck. Suppose that you've owned and operated this truck for two
years. Over that time, you've depreciated $2,000 of the truck’s original pur-
chase price. Further suppose that you are going to sell the truck for $11,000
in cash. Table 3-12 shows the journal entry that you would make in order to
record this disposal.
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Choosing a depreciation method

Straight-line depreciation, which I've illustrated
here, makes for a good example in a book. It's
easy to understand and to illustrate. However,
most accountants and business owners use
more complicated depreciation methods for a
variety of reasons. One of the most important
reasons is that tax accounting laws generally
allow for depreciation methods that accelerate
tax deductions.

You can figure out the annual depreciation
according to one of these tax-based deprecia-
tion methods with your tax advisor's help.
Different rules apply to different types of
assets. The rules that you use for a particular
asset depend on when you originally purchase
the asset. | recommend that you use the same
asset depreciation method in QuickBooks that
you use for your tax accounting. Depreciation
is complicated enough as it is. You don't want
to be using one method of depreciation within

QuickBooks for your own internal financial
management and another method for your tax
returns.

While | am on the subject of depreciation, |
should also mention that many small firms have
the option of using something called a Section
179 election. (Section 179 is a chunk of law in
the Internal Revenue Code.) A Section 179 elec-
tion allows many businesses to immediately
depreciate 100% of the cost of many of their
fixed assets at the time of purchase. Despite
the fact that a Section 179 election means that
you can immediately write off the purchase of,
for example, a $24,000 vehicle at the time of
purchase, you still want to treat fixed assets
expensed via a Section 179 election the way |
describe here. The difference is that you'll
immediately show the asset as fully depreci-
ated — which means depreciated down to its
salvage value or down to zero.

Table 3-12 Journal Entry 12: Recording Fixed Asset Sale for Gain
Account Debit Credit

Delivery truck 12,000

Cash 11,000

Acc. dep. — Delivery truck 2,000

Gain on sale 1,000

The first component of Journal Entry 12 shows the $12,000 credit of the

delivery truck asset. This makes sense, right? You remove the delivery truck
from your fixed asset amounts by crediting the account for the same amount

that you originally debited the account when you purchased the asset.

The next component of the journal entry shows the $11,000 debit to cash.

This component, again, is pretty straightforward. It shows the cash that you

receive by selling the asset.
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The third component of the journal entry backs out the accumulated depre-
ciation. If you depreciated the truck $1,000 a year for two years, the accumu-
lated depreciation contra-asset account for the truck should equal $2,000. To
remove this accumulated depreciation from your balance sheet, you debit
the accumulated depreciation account for $2,000.

The final piece of the disposal journal entry is a plug, a calculated amount.
You know the amount and whether that amount is a debit or credit by look-
ing at the other accounts affected. For example, in the case of Journal Entry
12, you know that a $1,000 credit is necessary to balance the journal entry.
Debits must equal credits.

A credit is a gain. A credit is essentially revenue, as you may remember from
the discussion on double-entry bookkeeping in Book I, Chapter 2.

If the plug was a debit amount, the disposal produces a loss. This makes
sense; a loss is like an expense and expenses are debits.

If you are confused about the gain component of Journal Entry 12, let me
make this observation. Over the two years of use, the business depreciated
the truck by $2,000. In other words, the business, through the depreciation
expense, said that the truck lost $2,000 of value. If, however, the $12,000
delivery truck is sold two years later for $11,000, the loss in value doesn’t
equal $2,000. The loss in value equals $1,000. The $1,000 gain, essentially,
recaptures the unnecessary, extra depreciation that was incorrectly charged.

You can enter both Journal Entries 11 and 12 as journal entries within
QuickBooks using the Make Journal Entries command.

Recognizing Liabilities

Liabilities are amounts that a business owes to other parties. For example, if
a business owes a bank money because of a loan, that’s a liability. If a busi-
ness owes an employee wages or benefits, that’s a liability. If a business
owes the federal, state, or local government taxes, those are liabilities.

Borrowing money

Liabilities, fortunately, aren’t that tricky to record after you’ve seen how the
journal entries look. Table 3-13, for example, shows how you record money
borrowed on a loan. In the case of a $10,000 loan, for example, you would
debit cash for $10,000 and credit a loan payable liability account for $10,000.
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Table 3-13 Journal Entry 13: Borrowing Money via a Loan
Account Debit Credit

Cash 10,000

Loan payable 10,000

Sometimes, you may purchase an asset with a loan. Suppose, for example,
that you purchased $10,000 of furniture by using a note payable or a loan.
Even though there is no immediate cash effect, you still record the transac-
tion. Table 3-14 shows how you record this transaction. A furniture account
gets debited for $10,000, and a loan payable account gets credited for $10,000.

Table 3-14 Journal Entry 14: Buying an Asset with a Loan
Account Debit Credit
Furniture 10,000

Loan payable 10,000

You can record Journal Entry 13 directly into your checkbook when you
record the $10,000 cash deposit. You can also record Journal Entry 13, as
well as Journal Entry 14, by using the Make Journal Entries command that
QuickBooks provides. Journal Entry 14, by the way, can only be recorded by
using the Make Journal Entries command.

Making a loan payment

To record the payment on a loan, you or QuickBooks makes a journal entry
like the one shown in Table 3-15. For example, suppose that in connection
with the loan shown in Journal Entry 13, you need to pay $2,200. Suppose
that this amount is for $1,200 of loan interest and $1,000 of principal. In this
case, you debit loan payable for $1,000, debit loan interest expense for
$1,200, and credit cash for $2,200.

Table 3-15 Journal Entry 15: Paying a Loan Payment
Account Debit Credit
Loan payable 1,000

Loan interest expense 1,200

Cash 2,200

Sometimes, the tricky thing about loan payments is breaking the payment
amount into its principal and interest components. Hopefully, the lender will
provide you with an amortization schedule that breaks down payments into
principal and interest.
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If a lender doesn’t provide such an amortization schedule, you can calculate
the interest expense yourself by using either a spreadsheet or a calculator. (I
also have some free amortization schedules available at my Web site: www .
stephenlnelson.com.) Then, after you have calculated the interest expense,
you can deduce the principal component by subtracting the interest from the
payment amount.

Accruing liabilities

[ want to show you one other liability-related journal entry. Very commonly,
a business owes money for some goods or services or taxes that must be
recorded in the accounting system. For example, if at the end of an account-
ing period — say at the end of the year — you owe $1,200 of interest on
some loan, you really need to record that interest expense in your account-
ing system. For example, you want to record the fact that, although the loan
balance may show as $10,000 in your accounting records, you probably
really owe $11,200 because you owe both the $10,000 of principal and $1,200
of accrued interest.

To accrue a liability, you use a journal entry like the one shown in Table 3-16.
This journal entry shows the accrual of $1,200 of interest expense on a loan
payable.

Table 3-16 Journal Entry 16: Accruing a Liability
Account Debit Credit
Loan interest expense 1,200

Loan interest payable 1,200

The journal entry shows a $1,200 debit to loan interest expense and a $1,200
credit to loan interest payable. This journal entry records amounts that you
owe as of the end of the accounting period that don’t get recorded in some
other way.

You need to be careful about using journal entries like the one shown in
Journal Entry 16. Typically, you want to use such journal entries when it’s
very important to count all your expenses and to accurately measure all
your liabilities.

One common situation when you want to be especially careful about making
such accruals is if you sell your firm. Any prospective purchaser wants to
have not only a very good estimate of your true expenses for the accounting
period, but the purchaser also wants a very accurate estimate of liabilities at
the point in time that the business is being evaluated.
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Liability accruals like the one shown in Journal Entry 16 present the account-
ant or bookkeeper with a problem, however. To return to the example of the
accrued interest shown in Journal Entry 16, suppose that at a later point in
time, the business makes a $3,000 payment, which includes the interest
accrued in Journal Entry 16. When the accountant or bookkeeper later records
this loan payment, he or she must remember or recognize the earlier journal
entry. You don’t want the accountant or bookkeeper to double-count interest
expense by again recording the same interest. This makes sense, right?

Because accountants and bookkeepers can’t reliably remember these sorts
of accrual entries — they may need to recall them months later — they typi-
cally back out the effect of the accrual from the first day of the new account-
ing period.

For example, if Journal Entry 16 were recorded at the end of year 1 to accu-
rately estimate interest expense and liability balances, an accountant or
bookkeeper could, on the first day of year 2, enter a reversing journal entry.
This reversing journal entry would credit loan interest expense for $1,200
and debit loan interest payable for $1,200. In other words, this reversing
journal entry reverses the earlier accrual. Because the accrual entry is still
in year 1, however, year 1’s estimates of interest expense and liability
account balances are still correct.

Table 3-17 shows how a reversing entry looks. Again, notice that it’s simply
the mirror image of Journal Entry 16. The debits and credits are flip-flopped.

Table 3-17 Journal Entry 17: Reversing an Accrual
Account Debit Credit
Loan interest expense 1,200
Loan interest payable 1,200

When the actual loan interest payment is made, the journal entry appears as
though no accrual or reversal ever existed. Table 3-18 shows this. For exam-
ple, suppose that at some time in year 2 the business pays $1,800 of interest
by making a cash payment. Journal Entry 18 shows how this transaction gets
recorded.

Table 3-18 Journal Entry 18: The “Real” Loan Interest Payment
Account Debit Credit
Loan interest expense 1,800

Cash 1,800
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Let me just quickly summarize what happens with Journal Entries 16, 17,
and 18:

4+ Journal Entry 16 enables you to show that, at the end of year 1, the busi-
ness owes $1,200 of interest on a loan — even though that interest hasn’t
yet been paid. Journal Entry 16 also shows that even though the money
wasn’t paid, loan interest expense of $1,200 was incurred.

4 Journal Entries 17 and 18 need to be combined to be understood.
Journal Entry 17, for example, reduces the loan interest payable to zero.
Remember that the loan interest payable would be a balance sheet liabil-
ity account. The combination of the $1,200 debit and credit zero this
account out. The $1,200 credit to loan interest expense in Journal Entry
17 must be combined with the $1,800 debit to loan interest expense in
Journal Entry 18. This seems funny because after all, aren’t you really
paying $1,800 of interest? That’s true. But looking back at Journal Entry
16, you can see that you have already recorded $1,200 of loan interest
expense. That interest expense has been recorded for year 1 in this
example. If you have $1,800 of loan interest in total, what’s left over for
year 2 is the remaining $600. The combination of the $1,200 credit to
loan interest expense and the $1,800 debit to loan interest expense pro-
duces this $600 of loan interest expense. The only other component of
these two journal entries is the $1,800 credit to cash. This credit to cash
represents just the actual cash payment that is made to pay the loan
interest amount.

You need to be careful when working with accrual entries, reversing entries,
and then the real entries that follow and correct everything in the end. These
tools can be enormously helpful when it’s important to accurately measure
expenses and liabilities. However, you must remember to complete the entire
sequence of transactions; you can’t stop halfway.

One last important point — in Journal Entries 16, 17, and 18, I talk about how
to accrue loan interest expense. This accrual technique can be used to rec-
ognize any liability, a fact that I want to emphasize here. You can use the
technique demonstrated in these journal entries to deal with liabilities for
things such as wages owed to employees, taxes owed to the government,
and so forth.

Some firms, particularly those with sophisticated accounting systems, can
even use this technique to record hard-to-quantify liabilities, such as a war-
ranty liability. (A warranty is a promise that you make to a customer; for
example, you promise that your product won’t break.) These promises
create liabilities and expenses. An accurate accounting system requires that
you record these expenses as they occur and recognize these liabilities as
they come into existence.
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Closing Out Revenue and Expense Accounts

You're about to enter the twilight zone of accounting. In this section, I talk
about what happens to revenue and expense accounts at the end of the year
in traditional manual accounting systems. And then I explain why QuickBooks
doesn’t quite work that way, and what you need to do about it.

If you want to skip anything in this chapter, this is probably the material. On
the other hand, if you (like me) have a compulsive personality and deem it
essential to read everything in this chapter (even stuff that’s not particularly
exciting), read on.

Book I, Chapters 1 and 2 describe an imaginary hot dog stand business. This
is a one-day business that, in my imagination, you operate. (If you’ve been
reading through this chapter and have no questions, you don’t even need to
worry about Chapters 1 and 2.) Table 3-19 shows the trial balance for this
business at the end of the day of operation.

Table 3-19 A Trial Balance at End of the Period
Account Debit Credit
Cash 5,000

Inventory 0

Accounts payable 0
Loan payable 0
S. Nelson, capital 1,000
Sales revenue 13,000
Cost of goods sold 3,000

Rent 1,000

Wages expense 4,000

Supplies 1,000 -
Totals 14,000 14,000

The traditional close

As you, I hope, already know, revenue and expense accounts count revenue
and expenses for a particular period of time. For example, revenue and
expense accounts may count for the month, the quarter, or the year.

One of the things that accounting systems traditionally do is zero out the
revenue and expense accounts at the end of the year. This makes sense if
you think about it a bit. You want your counters reset at the beginning of the
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year, so counting the new year’s revenues and the new year’s expenses is
easy. In the case of a trial balance like the one shown in Table 3-19, for exam-
ple, you would typically make the journal entry shown in Table 3-20.

Table 3-20 Journal Entry 19: Closing the Period
Account Debit Credit

Sales revenue 13,000

Cost of goods sold 3,000

Rent 1,000

Wages expense 4,000
Supplies 1,000
Owner's equity 4,000

If you look at Journal Entry 19, for example, you see that the first line in the
journal entry is a $13,000 debit for sales revenue. If you look back at the trial
balance shown in Table 3-19, you see that sales revenue has a $13,000 credit
balance. The combination of the account balance shown in Table 3-19 and
the closing entry shown in Journal Entry 19 effectively zeros out the sales
revenue account.

The same sort of accounting magic occurs for each of the other expense
accounts shown in the trial balance. The cost of the goods sold balance is
equal to a $3,000 debit in Table 3-19 and is zeroed out in Journal Entry 19
with a $3,000 credit. And so it goes.

The QuickBooks close

The sort of accounting taught at local community colleges makes just the
sort of closing entry shown in Journal Entry 19. However, you actually don’t
need or even want to make such a closing entry within QuickBooks.

The closing entry shown in Journal Entry 19 gets made in a manual system
so that the revenue and expense accounts can be reset to zero. In compari-
son, QuickBooks, relying on the power of the computer, doesn’t need to have
these accounts reset to zero in order to correctly calculate the revenue and
expense for the new accounting period. QuickBooks, as you will learn
throughout this book, can calculate revenue or sales for any period and for
any interval of time by using its report generation tool to summarize rev-
enues and expenses that occur within a particular time interval.

This seemingly missed step doesn’t cause any idiosyncratic behavior on the
part of QuickBooks. QuickBooks lumps the revenue and expenses from all
the previous years into a retained earnings amount reported on the balance



One More Thing. . . . 67

sheet. Net income for the current year is also reported in the equity portion Book |
of the balance sheet. In addition, if you have a corporation, QuickBooks typi-
cally includes a dividends paid account in the equity portion of the balance
sheet. I'm getting ahead of myself, however.
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The main thing that I want you to know is that this seemingly critical text-
book journal entry for closing out revenue and expense accounts isn’t made
within QuickBooks. This is okay, because QuickBooks doesn’t need to make
the traditional closing entry.
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You may want to ask your accountant about this. By convention, however,
any dividends paid by a corporation are typically zeroed out or combined
with retained earnings at the end of the year. If you want to combine divi-
dends paid for the current year with accumulative retained earnings, you
do this with a journal entry. The journal entry credits the dividends paid
account and debits retained earnings for the amount of dividends paid for
the year. [ hesitate to encourage you to make this journal entry willy-nilly,
however. I think it’s okay to skip making the entry. And before you make it,
consult your tax advisor.

One More Thing . . .

In this chapter, I tried to address any of the common, complicated journal
entries or accounting transactions that business owners encounter. | know I
can’t answer every question here, but I do want to provide as thorough a set
of instructions as possible. All this is leading up to a special request. If
you’ve read through this chapter and didn’t find a discussion of the sort of
journal entry or accounting transaction that you need to record, send me an
e-mail or write me a letter that tells me what help you hoped to find here . ..
but didn’t.

[ can’t promise you that I'll be able to supply an answer. But if you describe

a journal entry that I should have included, I'll try to respond to your e-mail
with instructions on how to make the journal entry. I'll also include a descrip-
tion of the journal entry in the next edition of this book.

If you want to reach me, you can write me a letter in care of the publisher
(the publisher’s address is in the front of this book). You can also send me
an e-mail message; you can find my e-mail address and other contact infor-
mation at www . stephenlnelson.com. (Please note that during tax season,
[, unfortunately, cannot respond to reader inquiries.)
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Chapter 1: Setting Up QuickBooks

In This Chapter

v Planning your new QuickBooks system

v~ Installing QuickBooks

v Dealing with the system pre-interview jitters
+* Running the EasyStep Interview

v~ Filling the EasyStep Interview holes

In order to use QuickBooks, you need to do two things: install the
QuickBooks software and run the setup interview, which is called the
EasyStep Interview. This chapter gives a bird’s-eye view of both of these
tasks. I also want to spend just a few paragraphs talking about some of the
planning that you should do before you set up QuickBooks, and some of the
missing setup steps in the EasyStep Interview — things it should do but
doesn’t. (Don’t worry: I tell you how to complete the missing steps — partly
at the end of this chapter and also in the next chapter.)

Planning Your New QuickBooks System

[ start with a couple of big picture discussions: what accounting does and
what accounting systems do. If you understand this big picture stuff from
the very start, you'll find that the QuickBooks setup process makes a whole
lot more sense.

What accounting does

Let’s start with a discussion about what accounting does. People may argue
about the little details, but most would agree that accounting does the fol-
lowing four important things:

4+ Measures profits and losses

4+ Reports on a financial condition of a firm (its assets, liabilities, and net
worth)

4+ Provides detailed records of the assets, liabilities, and owner’s equity
accounts

4+ Supplies financial information to stakeholders, especially to management
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What accounting systems do

Now take a brief look at what accounting systems — or at least at what small
business accounting systems — typically do:

4+ Produce financial statements, including income statements, balance
sheets, and other accounting reports.

4+ Generate business forms, including checks, paychecks, invoices, cus-
tomer statements, and so forth.

4+ Keep detailed records of key accounts, including cash, accounts receiv-
able (amounts that customers owe a firm), accounts payable (amounts
that a firm owes its vendors), inventory items, fixed assets, and so on.

4 Perform specialized information management functions. For example, in
the publishing industry, book publishers often pay authors royalties. So
royalty accounting is a task that book publisher accounting systems
must typically do.

What QuickBooks does

Okay, after you understand what accounting does and what accounting sys-
tems typically do, you can see with some perspective what QuickBooks does:

4 Produces financial statements.

4+ Generates many common business forms, including checks, paychecks,
customer invoices, customer statements, credit memos, and purchase
orders.

4+ Keeps detailed records of a handful of key accounts: cash, accounts
receivable, accounts payable, and inventory in simple settings.

Allow me to make an important observation here: QuickBooks does three of
the four things that you would expect an accounting system to do. Compare
the list that [ just provided with the previous list (“What accounting systems
do”). However, I'll save you the time of finding the fourth thing; QuickBooks
doesn’t supply the specialized accounting stuff. For example, QuickBooks
doesn’t do royalty accounting discussed in the earlier example.

And now for the bad news

So, QuickBooks does three of the four things that accounting systems do,
but it doesn’t do everything. QuickBooks is often an incomplete accounting
solution. Be careful, therefore, about setting your expectations. You also,
typically, need to figure out workarounds for some of your special account-
ing requirements.
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QuickBooks gives users and businesses a lot of flexibility. So, returning to the
previous example, a book publisher can do much of what it needs to do for
royalty accounting in QuickBooks. This royalty accounting work simply
requires a certain amount of fiddling as the business is setting up QuickBooks.

However, QuickBooks does suffer from a couple of significant weaknesses:

4+ QuickBooks Pro doesn’t supply a good way to handle the manufacture
of inventory. However, QuickBooks Premier and QuickBooks Enterprise
Solutions do support simple manufacturing accounting. (These versions
of QuickBooks help you account for the process of turning raw materials

into finished goods.) Book Il

4+ QuickBooks doesn’t handle the situation of storing inventory in multiple Chapter 1
locations. It just shows, for example, that you have 3,000 widgets. It
doesn’t let you keep track of the fact that you have 1,000 widgets at the
warehouse, 500 widgets at store A, and 1,500 widgets at store B.

In spite of the fact that QuickBooks may be an incomplete solution and may
not handle inventory the way you want or need, QuickBooks is still a very
good solution. What QuickBooks does, it does very well. Furthermore, I
don’t want to suggest that you shouldn’t ever use a smaller software com-
pany’s accounting solution, but consider the fact that QuickBooks will be
around for a long, long time.
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It’s far more likely that an accounting software product with 600 users, for
example, will be discontinued rather than a product like QuickBooks, which
has 2,000,000 customers.

Installing QuickBooks

You install QuickBooks in the same way that you install any application pro-
gram. And how you install an application program depends on which version
of Microsoft Windows you’re using. In general, however, recent versions of
Microsoft Windows require that you place the QuickBooks CD into your
CD-ROM or DVD drive. When you do this, Windows looks at the QuickBooks
CD and recognizes it as a CD that includes a new, to-be-installed software
program, and starts the process for installing the QuickBooks software.

You don’t need to do anything special to install QuickBooks. Simply follow
the on-screen instructions. You typically are prompted to enter the installa-
tion key or installation code. This code is available within the QuickBooks
packaging — usually on the back of the envelope that the disc comes in.
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Dealing with the Pre-Interview Jitters

The QuickBooks installation process may ask you to answer questions about
how you want QuickBooks installed. Almost always, you want to accept the
default suggestions. In other words, QuickBooks may ask you whether it can
create a new folder in which to install the QuickBooks program files. And in
this case, choose yes.

If your version of Microsoft Windows doesn’t recognize that you’ve stuffed
the QuickBooks CD into the machine’s CD or DVD drive, you have a couple of
choices:

4+ You can wait. Probably, if you wait, Windows will recognize that you’'ve
placed the QuickBooks CD into the CD or DVD drive and, after a short
wait (even though it may seem like an eternity), Windows starts the
process of installing the QuickBooks program.

4+ You can manually force the installation of the QuickBooks program.
Windows includes a tool that you can use to add or remove new programs
(unsurprisingly named the Add/Remove Programs tool). I don’t describe
how this Control Panel tool works here, but you can refer to a book such
as Windows XP For Dummies, by Andy Rathbone (Wiley Publishing, Inc.),
or Windows online Help to get this information. In a nutshell, you simply
open the Control Panel window, click the Add/Remove Programs tool and
follow the on-screen instructions for telling Windows to install a program
stored on the CD or DVD in the computer’s CD or DVD drive.

QuickBooks can work as a multi-user accounting system. This means that sev-
eral people can use QuickBooks. The QuickBooks data file — the repository
of all the QuickBooks information — typically resides on a centrally available
computer or server. People who want to work with the QuickBooks data file
simply install the QuickBooks program on their computers and then use the
program to access centrally located QuickBooks data files. This multi-user
system isn’t complicated to run; in fact, I talk about it quite a bit in Book VII,
Chapter 2. Note that you need to own a separate copy of QuickBooks for each
computer on which you install QuickBooks. You can also buy multi-user
copies of QuickBooks that let you install the QuickBooks program on up to
five computers. I mention this because you don’t want to get involved in soft-
ware piracy — which is a felony — as part of inadvertently setting up
QuickBooks in the wrong way. The bottom line: You need a legal copy of
QuickBooks for every machine on which you install QuickBooks.

Dealing with the Pre-Interview Jitters

After you install QuickBooks, you run an interview to set up QuickBooks for
your firm’s accounting. In the next sections, I explain what you need to do
before you run the QuickBooks setup interview so that you work in an effi-
cient manner. I also give you an overview of what you’ll do as you go through
the interview.
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Preparing for the interview

In running the interview, you provide quite a bit of information to QuickBooks.
As a practical matter, the EasyStep Interview and the post-interview cleanup
(which I describe in this chapter and the next one) require that you have the
following:

4+ Accurate financial statements as of the conversion-to-QuickBooks date

4+ Detailed records of your accounts payable, accounts receivable, inven-
tory, and fixed assets

4+ A complete or nearly complete list of employees, customers, vendors,
and inventory items (if you buy and sell inventory)

You want to get all this stuff together before you start the EasyStep Interview
because you are asked about this stuff as part of the interview. Don’t try to
scurry around, looking for a particular piece of data while you are running
the interview; collect this data up front. Then stack all the necessary paper-
work on your desk next to your computer.

Let me also note that you are going to make several accounting decisions

as you go through the EasyStep Interview. For example, you decide whether
you want to use an accounts payable system. You tell QuickBooks whether
you want to send customers monthly statements. You are also asked
whether you want to prepare estimates for customers. And you are asked
whether you want to use classes to further track your income and spending.

In general, when you’re asked one of the accounting questions, you can
simply accept the default answer. However, you are required by law to be
consistent in your accounting for tax purposes. If you want to change your
accounting — technically called a change of accounting method by the
Internal Revenue Service — you must request permission to make the
change from the IRS. How to do this and the ramifications of doing this are
beyond the scope of this book, but be forewarned: The IRS insists that you
be consistent in your accounting. If you've been treating particular items of
income or expense in a certain way, the IRS says, “Hey, dude, you must con-
tinue to treat them that way unless you get permission from us to change.”

One final note: You should have your tax return from last year handy
because it supplies a bunch of information that you need for running the
EasyStep Interview. For example, last year’s tax return supplies your tax-
payer ID number, your legal business name, and your method of accounting.

What happens during the interview

As you walk through the interview, you work with QuickBooks to set up the
QuickBooks preferences (which determine how QuickBooks works and which
features are initially available) and to set up a chart of accounts and your bank
accounts.

Book I
Chapter 1
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Running the EasyStep Interview

The chart of accounts, just so you know, identifies those income, expense,
asset, liability, and owner’s equity accounts that appear on your financial
statements.

After you complete the EasyStep Interview, you're almost ready to begin using
QuickBooks. In fact, in a pinch, you could (after the EasyStep Interview) limp
along with QuickBooks.

An important point of clarification: You might think that you should be ready
to rock and roll after installing QuickBooks and running through the EasyStep
Interview. However, you have two other QuickBooks setup tasks to complete
after the EasyStep Interview: identify your starting trial balance (which I
describe at the end of this chapter) and load your key master files (which I
mostly describe in the next chapter). The trial balance identifies your year-
to-date income and expense numbers and your asset, liability, and owner’s
equity numbers as of the conversion date. The master files store information
that you repeatedly use about customers, vendors, employees, and inventory
items. For example, the customer master file stores a customer’s name and
address, phone number, and the contact person.

Running the EasyStep Interview

\\J

After you install the QuickBooks program, the installation program may start
QuickBooks automatically and then start the EasyStep Interview. You can also
start the EasyStep Interview by starting the QuickBooks program the same
way you start any program — by choosing the Files>New Company command.

The big Welcome

The Welcome screen of the EasyStep Interview appears when you choose
the New Company command (see Figure 1-1). The screen provides some gen-
eral information about setting up a new company within QuickBooks. The
screen also provides links — such as the link you can click to get help from a
QuickBooks certified advisor. (QuickBooks advisors, by the way, are people
who have taken a test about QuickBooks and paid $500 to Intuit to get a copy
of QuickBooks and be listed on the QuickBooks Web site as a QuickBooks
advisor.) You probably want to read through this screen’s information, but
when you're ready to begin, click the Start Interview button.

The EasyStep Interview walks you through a bunch of screens full of informa-
tion. To move to the next screen, you click the Next button. To move to the
previous screen, you click the Prev button. If you get discouraged and want
to give up, you can click the Leave button. But try not to get discouraged.



Figure 1-1:
The
EasyStep

Running the EasyStep Interview

EasyStep Interview

QuickBooks
EasyStep Interview

— ]

Interview Progress

¢ Getanswers

@ Welcome to the QuickBaoks EasyStep Interview

We'll walk you through setting up the basics by asking you questions and giving you guidance along
the way. In about 30 minutes youll be ready to start using QuickBooks—customized just for you!

" Start Interview

Other Options...

Are you an accountant or
QuickBooks expert?

Have you used Quicken or Peachtree
for your business?

Click Convert Data if you would ks to
transfer your financial information to

Click Skip Interview to set up your
company information on your own.
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Interview e
window = [r=—
showing the
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Supplying company information
The first few screens of the EasyStep Interview collect several important
pieces of general information about your business, including your company
name and the firm’s legal name, your company address, your federal tax ID
number, the first month in the fiscal year (typically January), the type of
income tax form that your firm uses to report to the IRS, and the industry or
type of company that you are operating (retail, service, and so forth), as
shown in Figure 1-2.
EasyStep Interview
¢ Getanswers
QuickBooks Enter your company information
EasyStep Interview Sﬂu;ﬁn;&;sﬁuﬂsﬂa:ﬁ:ﬂ.g@rmannn on your tax forms and forms you use to communicate with your
—_— | — T
Figure 1-2:
The first "
screen of Srectdiess
the
EasyStep o = ] L
Interview Phone Fax
collects o e
general web ste
company Heed help setting up? What 1 have more than one business?
information. | (Tee . BEEM | e
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Figure 1-3:
The Save As
dialog box.

After collecting this general company information, QuickBooks creates the
company data file that stores your firm’s financial information. QuickBooks
suggests a default name or a QuickBooks data file based on the company
name (see Figure 1-3). All you need to do is accept the suggested name and
the suggested folder location (unless you want to save the data file into the
My Documents folder, which isn’t a bad idea).

Filename for New Company B3]

Savein: | | QuickBooks 2007 for Dummies v 3 T e M

% Pine Lake Porcelain. QBW
9 [ERlstephen L Nelson, CPA.QBW

My Recert stephen,.qbw
Documents

Desktop

My Documents

53
W Comater File name: Pine Lake Porcelain QBW :V
“_q] Saveastyps: |QuickBooks Fies " GBW. GBA) v
y N

Customizing QuickBooks

After QuickBooks collects the general company information mentioned in the
preceding paragraphs, the EasyStep Interview asks you some very specific
questions about how you run your business so it can set the QuickBooks
preferences. Preferences, in effect, turn on or off various accounting features
within QuickBooks, thereby controlling how QuickBooks works and looks.
Here are the sorts of questions that the EasyStep Interview asks to set the
QuickBooks preferences:

4+ Does your firm maintain inventory?
Do you want to track the inventory that you buy and sell?
Do you collect sales tax from your customers?

When do you sell items?

What invoice format do you want to use to bill customers?

R

Do you want to use sales orders to track customer orders and
backorders?

4+ Do you want to use QuickBooks to help with your employee payroll?

4+ Do you want to prepare written or verbal estimates for your customers?
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Do you ever prepare more than one invoice for an estimate (if you want
to do progress billing or partial billing)?

Would you like to track the time that you or your employees spend on
jobs or projects for customers?

Do you want to use classes to further segregate income and expense,
assets, liabilities, and owner’s equity data?

How do you want to handle bills and payments (enter the checks
directly, or enter the bills first and the payments later)?

How often do you want to see your Reminder List?

Do you prefer to view reports on an accrual or cash basis?

Setting your start date

Perhaps the key decision that you make in setting up any accounting system is
the day on which you begin using your new system. This is called the conver-
sion date. Typically, you want to begin using an accounting system on either
the first day of the year or the first day of a new month. Accordingly, one other
big question you are asked is about the conversion date. You are prompted to
identify the start date by using the dialog box shown in Figure 1-4.

EasyStep Interview
¢ Getanswers
QuickBooks Select a date to start tracking your finances
EasyStep Interview The date you select uil be your start date in QuickBooks.
SESSEEEN e ) (3 Beginning of this fiscal year: 01/01/2006,
Interview Progress In order to complete this year's tax returns, youll need to enter transactions
From the beginning of this fscal vear to taday.
() Use today's date or the first day of the guarter or month.
You'll need to enter transactions from this date forward.
Flg ure 1 -4: What date should I choose?
The
EasyStep
Interview
dialog box
that lets you
selectthe Weed help setting up?
start date. st et R | (e ==
P The easiest time to start using a new accounting system is at the beginning

of the year. The reason? You get to enter a simpler trial balance. At the start
of the year, for example, you enter only asset, liability, and owner’s equity
account balances.

Book I
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Figure 1-5:
The
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Interview
collects
information
about your
bank
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Running the EasyStep Interview

At any other time, you also enter year-to-date income and year-to-date
expense account balances. Typically, you have this year-to-date income and
expense information available only at the start of the month. For this reason,
the only other feasible start date that you can pick is the start of a month.

In this case, you get year-to-date income amounts through the end of the
previous month from your previous accounting system. For example, if
you've been using Peachtree, get year-to-date income and expense amounts
from Peachtree.

After you provide the start date, you have supplied the basic company infor-
mation, you've identified most of your accounting preferences, and you've
identified the date on which you want to start using QuickBooks. You're
almost done.

If you click the Leave button, QuickBooks leaves you in the QuickBooks pro-
gram, ready to get to work. However, the EasyStep Interview process isn’t
lost forever; to get back into the interview, just open the file you were in the
process of setting up. When you do, the EasyStep Interview restarts.

Adding bank accounts

During the EasyStep interview, you are asked about any bank accounts you
use in your business, as shown in Figure 1-5. You just name the bank accounts.
Later on, as I describe in the next chapter, you provide the starting balance on
the conversion date.

EasyStep Interview

¢ Getanswers

QuickBooks Add your bank account

EasyStep Interview You should add one bank account to the QuickBooks chart of accounts for each checking,

savings, or money market account your company has. We recommend you add at least one
bank account now. You can always add more accounts in QuickBooks later.

Interview Progress
Would you like to add an existing bank account?

O Mo, [lladd a bank account later,

How can [ add my bank accounts later?

MNeed help setting up?

- Find 3 local

.. I eer— =T
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Reviewing the suggested chart of accounts

At the very end of the EasyStep Interview and based on the information that
you supply about your type of industry and the tax return form that you file
with the IRS, QuickBooks suggests a starting set of accounts — accountants
call it a chart of accounts. These accounts are the categories that you use to
track your income, expenses, assets, and owner’s equity. Figure 1-6 shows the
screen that the EasyStep Interview displays for showing you these accounts.

EasyStep Interview
¢ Getanswers
QuickBooks Review income and expense accounts
— EasyStep Interview Income and expense accounts categorize money your business eams from, or spends on, normal
- — — business operations.
Flgure 1-6: ‘ﬁ g de fo your sty rc yacal il vou need
The T o mcome tax purposes. e
| Account Name Type
EasyStep -
Interview e Eepense
+ | Automobile Expense Expense
screen Mt oL - ik
Charitable Contributions Expense
shows ! e Fors
you its 7 e tmtons Eopenee
Equipment Rental Expense
recom- A - B V]
mended
income and Why should 1 use the recommended accounts?
exp ense o e et You can modify your chart of accounts anytime after completing this intsrvisw.
accounts. ghodskal . OEEM | e ) <Eak
QuiciFools expert [ teave.. ]
The accounts that QuickBooks marks with a check, as the screen explains,
are the recommended accounts. And if you don’t do anything else, these
checked accounts are the ones you’'ll use (at least to start) within QuickBooks.
However, you can remove a suggested account by clicking the checkmark.
QuickBooks removes the checkmark and that means the account won'’t be
part of the final chart of accounts. You can also click an account to add a
checkmark and have the account included on the starting chart of accounts.
A\\S

You can click the Restore Recommendations button at the bottom of the list
to return to the initial, recommended chart of accounts (if you made changes
you later decide you don’t want).

When the suggested chart of accounts looks okay to you, click Next. It’s fine
to just accept what QuickBooks suggests because you can later change the
chart of accounts.
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Figure 1-7:
The
QuickBooks
Learning
Center
window.

Looking at the QuickBooks Learning Center window

After you finish with the EasyStep Interview, QuickBooks displays the
QuickBooks Learning Center window, as shown in Figure 1-7. This window
provides clickable hyperlinks that you can use to view tutorials that provide
a “big picture” overview of how you work with QuickBooks. There’s good
stuff here, so if you're new to QuickBooks, go ahead: poke around. After you
finish poking, click the Begin Using QuickBooks button and the QuickBooks
program window comes into full view. Now, finally, you can begin to enter
accounting data into QuickBooks. Whew.

@ QuickBooks Learning Center
QLIicKBoG Welcome to QuickBooks
Learning Get started with tutorials
‘Welcome to
et bk New to QuickBooks? Watch this tutorial to get oriented
3 + QuickBooks overview 420
Understanding
e Basics
Learn how to set up the basics
P
é@ Customers & Sales * Accounts s
= « Customers 5:40
+ Items for the products & services you sell 5:20
Ready to learn more? Click tabs on the left to se2 more tutorials.
4 toventory Ready to dive in? Click "Begin Using QuickBooks” below. Come back at any time by
4 choosing Learning Center Tutorials from the Help menu,
a
@ What's New
™ Show this window at startup

Identifying the Starting Trial Balance

Here’s an interesting bit of trivia: In spite of all the accounting, tax, and just
general financial genius residing at Intuit (the maker of QuickBooks and a
bunch of other financial accounting software), the EasyStep Interview doesn’t
leave you at a point where you're truly ready to begin using QuickBooks. You
still haven’t entered your trial balance data.

A simple example to start

In order to record your starting trial balance, you record a journal entry. The
journal entry records the trial balance amounts for all your accounts at the
conversion or start date except for the account balances of your accounts
receivable, accounts payable, and inventory.

As a simple example to show you how this works, suppose that you have the
trial balance shown in Table 1-1. Note that these trial balances are used in
the discussion in Book [, Chapter 2 and shown in that chapter’s Table 2-19.
Please notice that, for this example, no balance is recorded for accounts



Figure 1-8:
The Make
General
Journal
Entries
window
showing a
simple trial
balance.
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receivable (this account doesn’t even show up in the trial balance) and no
balances are recorded for inventory or accounts payable (because these
accounts have zero balances at the conversion date).

Table 1-1 A Trial Balance
Account Debit Credit
Cash 5,000

Inventory 0

Accounts payable 0
Loan payable 0
S. Nelson, capital 1,000
Sales revenue 13,000
Cost of goods sold 3,000

Rent 1,000

Wages expense 4,000

Supplies 1,000 -
Totals 14,000 14,000

Figure 1-8 shows how the Make General Journal Entries window looks when
it records the missing trial balance information from Table 1-1. After this
journal entry is recorded, the trial balance is correct as of the start date.

[ Make General Journal Entries Type a help question ~ HowDoT?] [=JEJEJ
Drrevious [ Next gfPrint.. B Find B History @PReverse  ElReports -

Date o201/2007 Entry No. | 1 Adjusting Entry

Account Dehit Credit Memo Name Billable?

Cash 5,000.00 |
5. Nelson, Capital 1,000.00

Sales 13,000.00

Cast of goods sold 3,000.00

Rent 1,000.00

Wages expense 4,000.00

| Totals 14,000... 14,000.00 |

List of Selected General Journal Entries: | Last Month v

| pate Entry. No, adj Account Memo Debit/Credit(+/-)

Hide List of Entries Save &Close | [_saveaNew | [ Clear

For more information about how to record a journal entry by using the Make
General Journal Entries window, you can refer to Book IV, Chapter 1. If you
want to try this on your own with no further instruction from me, choose the
Company=>Make Journal Entry command. When QuickBooks displays the

Book I
Chapter 1
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General Journal Entries window, as shown in Figure 1-8, use the Account,
Debit, and Credit columns to record your journal entry.

Does the idea of making a journal entry terrify the heck out of you? If so, you
may find yourself in a bit of a pickle. You need to become comfortable work-
ing with double-entry bookkeeping in order to set up QuickBooks at a time
other than at the beginning of the year. This means, unfortunately, that if you
are setting up QuickBooks sometime during the middle of the year, you must
enter a general journal entry in order to fix the weirdness that the EasyStep
Interview creates. If you don’t know how double-entry bookkeeping works —
if debits and credits aren’t your friends — you probably need to get some-
body’s help. I suggest that you call your CPA or some other friend who truly
understands accounting. Get him or her to come over and enter the last part
of the trial balance for you by using the General Journal Entry window. Note
that this shouldn’t be a big project — just in case you decide to call your
CPA. If your CPA comes over to your office and if you have the trial balance
ready for her, it should only take a few minutes to enter the general journal
entry necessary. Perhaps you can buy her a nice lunch and that will settle
the score.

A real-life example to finish

Okay, true confessions. The example I give in the preceding four paragraphs?
you probably won’t be lucky enough to have your starting trial balance jour-
nal entry be so simple. You probably have to deal with an account balance in
your accounts receivable, accounts payable, or inventory account. [ now
show you, therefore, how this works.

Suppose that you have the trial balances shown in Table 1-2.

Table 1-2 A Trial Balance
Account Debit Credit
Cash 5,000

Inventory 2,000

Accounts payable 1,000
Loan payable 0
S. Nelson, capital 2,000
Sales revenue 13,000
Cost of goods sold 3,000

Rent 1,000

Wages expense 4,000

Supplies 1,000 .

Totals 16,000 16,000




Figure 1-9:
The General
Journal
Entries
window
showing
partofa
more
complicated
trial
balance.
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Here’s the tricky part of recording this balance. You are not — I repeat not —
to record all this trial balance information through a journal entry. (I know —
this topic is confusing, but stick with me.) you will record the parts of the
journal that are not accounts receivable, not inventory, and not accounts
payable, as shown in Figure 1-9. Your trial balance won’t balance, of course.
To make it balance, you plug in the difference to an account that QuickBooks

supplies for just this sort of bookkeeping madness: the Opening Bal Equity
account.

[T Make General Journal Entries Type 2 help question

€ Find By History FPReverse ElReports -

S rowoor] O

Wirrevious [ Next &5 Print...

Date 02/01/2007 [EE]

Account Dehit
Cash 5,000.00
5. Nelson, Capital 2,000.00
Sales 13,000.00
Cost of goods sold 3,000.00
Rent 1,000.00
Viages expense 4,000.00
Supplies 1,000.00

o000 I I I - I

Entry No. | 1 Adjusting Entry.

Credit Memo Name Billable?

Opering Bal Equity

Totals 15,000... 15,000.00

List of Selected General Journal Entries: | Last Month v

Date Entry. No. Ad Account Memo Debit/Credit(+/-)

Hide List of Entries

saveacCiose | [ saveanew | [ dlear

Supplying the missing account balances . . .

With a more life-like trial balance, such as the one shown in Table 1-2, you
don’t enter the entire trial balance by using a general entry. Accordingly, you
need a way (obviously) to supply the missing account balance balances.

The burning question, then, is how do you supply the missing account bal-
ances? I'll tell you. You supply the missing information when you set up the
master files for the customers, your inventory, and your vendors. This is all
more straightforward than you might guess, so let me just give you a bit
more detail about how this process works. (In the next chapter, when I
explain how to load the master files, I describe the mechanics of supplying
almost all the missing information.)

Supplying missing inventory balances
Take the case of the $2,000 of inventory shown in Table 1-2. Suppose that

this inventory is made up of two items: 1,000 widgets that cost $1 each and
500 whatchamacallits that cost $2 each.

Book I
Chapter 1
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When you set up your inventory master file (also known as the Item List) and
you tell QuickBooks about the widgets (including what they cost and how
many you're holding), QuickBooks knows that you have $2,000 of inventory.

This makes sense, right? If you tell QuickBooks that you have 1000 widgets
in stock and they cost $1 apiece, QuickBooks is smart enough to figure out
that you’re holding $1,000 of widgets in your inventory.

Similarly, if you tell QuickBooks that you have 500 whatchamacallits in stock
and that they cost $2 apiece, again, QuickBooks is smart enough to figure
out that you're holding $1,000 of whatchamacallits in your inventory.

No huge surprise, then, that if QuickBooks knows that you’re holding only two
items in your inventory — $1,000 of widgets and $1,000 of whatchamacallits —
QuickBooks can also calculate that your inventory balance equals $2,000.

It’s really that simple. (See Book III, Chapter 3 for more information.)

Supplying missing accounts receivable

and accounts payable balances

QuickBooks arrives at the accounts receivable and accounts payable bal-
ances in a fashion very similar to how it determines the inventory account
balance.

As part of setting up your vendor master file, you describe what you owe a
vendor. For example, if you tell QuickBooks about a particular vendor and
indicate that you owe that vendor $1,000, QuickBooks knows that the $1,000
balance represents an account payable. Furthermore, QuickBooks can figure
out your total accounts payable balance by adding up the amounts you owe
all your vendors.

Accounts receivable works in the same way. When you set up your customer
master file, you can describe what each customer owes you. By tallying up
all the individual customer open balances, QuickBooks can easily determine
your accounts receivable balance.

For more information about setting up customer and vendor accounts,
including the opening balances, refer to Book II, Chapter 2.



Chapter 2: Loading the
Master File Lists

In This Chapter

v~ Setting up the Chart of Accounts List
v~ Setting up the Item List

1~ Setting up the Payroll Item List

1~ Setting up classes

v~ Setting up a Customer List

v~ Setting up the Vendor List

1~ Setting up your employees

v~ Setting up the Profile Lists

Setting up QuickBooks, as a practical matter, requires that you take two
steps: Run the EasyStep Interview described in Book II, Chapter 1, and
load the master file lists. The master file lists store information that you can
use and reuse. For example, one of the master file lists describes each of
your customers. And this master file of customer information includes the
customer’s name and address, contact information, account numbers, and
so on.

In this chapter, [ walk you through the process of adding information to each
of the master files — or lists, as QuickBooks calls them — that you need to
fill (or mostly fill) before you begin using QuickBooks on a day-to-day basis.

One important note: You don’t need to completely fill your master files
before you start doing anything. If you enter your active customers into the
customer master file, your active vendors into the vendor master file, and
so forth, that amount of information may be all you need to get started. With
the information you entered through the EasyStep Interview (as described
in Book II, Chapter 1) and the addition of a few more entries into key master
files, you may be able to add everything else on the fly. QuickBooks enables
you to add entries to the various master files as you work with windows and
dialog boxes that reference master file information.
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Setting Up the Chart of Accounts List

Figure 2-1:
The Chart of
Accounts
window.

The Chart of Accounts List is a list of accounts that you use to categorize
your income, expense, assets, liabilities, and owner’s equity amounts. If you
want to see a particular line item of financial data on a report, you need an
account for that line item. If you want to budget by a particular line item,
you need an account for that budget amount. If you want to report some bit
of financial information on your tax returns, you need an account to collect
that specific data.

Fortunately, the steps for creating new accounts are quite straightforward.
To set up a new account within your Chart of Accounts List, follow these
steps:

1. Choose the Lists=>Chart of Accounts command.

When you choose the Listsw>Chart of Accounts command, QuickBooks
displays the Chart of Accounts window shown in Figure 2-1.

2. Click the Account button at the bottom of the window.

QuickBooks displays the Account menu. One of the Account menu
options is New, which is the command that you use to add a new account.

Pine Lake Porcelain - QuickBooks Premier: A Edition 2007 - [Chart of Ac 1 Type a help question [ HowDo ] Ja)c|
{7 File Edit View Lists Accountant Company Customers Vendors Employees Banking Reports Window Help Beta s = e

® F % % & ¥ & @ 2
Search Reminders Fescback  Services Payrol Credit Cards

Customer Center Vendor Center Employes Center  Report Center

Hame
Name £ | Type Balance Total
|_Jgank 1 100.000.00

Big Banking Account Bank 117,351.53 [ -
+Accounts Receivable sccounts Receivable 2,219.52 =
eInventary Asset Other Current Asset 153,913.50
Lindeposited Funds Other Current Asset 0.00
oFixtures & Equip - Accum Deprec Fixed Asset -2,000.00
oFixtures & Equipment Fixed Asset 60,000.00
+Vehides Fixed Asset .
Accounts Payable ccounts Payable 92,650.00
oFrequentFlyer Credit Card 160.00
oPayrol Lisbilties Other Current Liabi... 0.00
#Sales Tax Payable Other Current Liabi.... 1,013.30
oLoan Payable Lang Term Lizbility 10,000.00
+Opering Bal Equity Equity 308,125.00
«+Retained Earnings Equity
oSales Income
Uncategorized Income: Income
+Cost of Goods Sold Cost of Goods Sold
+Purchases Cost of Goods Sold
Accounting Fees Expense
+Advertisng and Promotion Expense
+Automobile Expense Expense
#Bank Service Charges Expense
Business Licenses and Permits Expense
+Computer and Internet Expenses Expense
+Consulting Expense
+Depredation Expense Expense
+Duss and Subscriptions Expense
eInsurance Expense

oInsurance-General Lishiity Ins Exnense

eInsurance-Life and Health Insur Expense

+Insurance-Shareholder Health In Exnense

oInsurance-Worker's Campensation Expense
eInterest Expense Expense
oLegal Fees Expense
#Meals and Entertainment Expense
oMerchant Account Fess Expense
+Office Supplies Expense
+Outside Services Expense
+Payrol Expenses Expense
+Rent Expense Expense
Repairs and Maintenance Expense
Software Expense Expense
»Telephone Expense Expense
oTravel Expense Expense
+Uncategorized Expenses Expense
eLltiities Expense
oEquity Income Other Income
+Equity Expenses Other Expense ™

Account~][ Actvites + ][ Repors =




Figure 2-2:
The first
New
Account
dialog box.
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3. Add a new account by choosing the New command from the Account
menu.

QuickBooks displays the first New Account dialog box, as shown in
Figure 2-2.

=

Use the Type buttons to identify the type of account that you are
adding.

QuickBooks supplies the following account types: Income, Expense,
Fixed Assets, Bank, Loan, Credit Card, Equity, and, if you mark the Other
Accounts Type and open the Other Accounts Type drop-down list box,
Accounts Receivable, Other Current Asset, Other Asset, Accounts
Payable, Other Current Liability, Long Term Liability, Cost of Goods Sold,
Other Income, and Other Expense. If you have a question about which
account type your new account fits into, you should review Book I,
Chapter 1, which describes how financial statements work. These
account groups essentially tell QuickBooks in which area of a financial
statement account data gets reported. Note, too, that the first New
Account dialog box shows examples of the selected account type in the
box above the Continue and Cancel command buttons.

[E] Pine Lake in - Qui Premier: Edition 2007 - [Add New Account: Select Account Type] BB
# File Edit View Lists Accountant Company Customers Vendors Employees Banking Reports Window Help Beta _ & x
® & =] =3 5 B 4 > i

‘ 2] (4 =
Home | CustomerCenter Vendor Center Employes Center ReportCenter - Search Reminders Feecback | Services Payrol Credit Cards

% Chaose one account type and click continue.

Categorize money your business earns or spends

(&) Tncomel Income Account
Okx
St Categorizes money earned from
normal business operations, such as:
Or, Track the value of your assets and liabiities

= +Product sales

O Fixed Asset (major purchases) el gy

O Bank * Discounts to custamers
O Loan
O Credit Card tore..
O Equity
() Other Account Types | <select> v
Help me choose the richt account type. Cancel
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Figure 2-3:
The second
New
Account
dialog box.

5. Click Continue.

QuickBooks displays the second New Account dialog box, as shown in
Figure 2-3.

6. Use the Name box to give your new account a unique name.

The name that you give the account will appear on your financial
statements.

7. If the account you'’re adding is a subaccount underneath a parent
account, identify the parent account by selecting the Subaccount Of
check box.

After you select the Subaccount Of check box, name the parent account
by using the Subaccount Of drop-down list.

8. (Optional) Provide a description for the new account.

You don’t need to provide a description. Without a description,
QuickBooks can still use the account name on financial statements. If
you want a more descriptive label placed on accounting reports, how-
ever, use the Description box for this purpose.

[ Pine Lake Porcelain - QuickBooks Premier: A Edition 2007 - [Add New Accounf] Type 3 help question [Ask] [+ How Do 2] [=JaJEd|
# File Edit View Lists Accountant Company Customers Vendors Employees Banking Reports Window Help Beta s =
= 1 y F & »|
® & & &2 = H B oo ¥ & 0w
Home | Customer Center Vendor Center Employee Center ~ Report Center Search Reminders Feedback  Services Payrol Credit Cards
Tr Account Type | Bank v
Account Name ||
[ subaccount of
Optional
Description
Bank Acct. No.
Tax-line Mapping |B/S-Assets: Cash w | How do I choose the right tax line?

Enter Opening Balance. . Should I enter an opening balance?

Remind me to order checks when T print check number

[ order checks I can print from QuickBooks. Learn more

save & Close | [ saveatien | [ Cancel
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Provide other account information.

The New Account window shown in Figure 2-2 includes a Bank Acct. No.
box that lets you record the bank account number for a particular bank
account. Other account types may have similar boxes for storing related
account information. For example, the credit card account type version
of the New Account window lets you store the card number. If you do
have another box or two in which to store account information, go
ahead and use that, if necessary, to collect the bits and pieces of data
that you want to save.

Identify the tax line on which the account information is to be reported
by selecting a tax form and tax line from the Tax Line drop-down list.

You may not need to assign a particular account to a tax line if that
account data isn’t reported on the business’s tax return. For example,
cash account balances aren’t reported on a sole proprietor’s tax return.
So a bank account for a sole proprietor doesn’t have any required tax
line data. Cash account balances are recorded on a tax return of a corpo-
ration, however. So if you are adding a bank account for a corporation,
you use the Tax Line drop-down list to identify the tax line on which the
bank account information gets reported.

(Optional but dangerous) Consider recording an opening balance for
the account.

Typically, you should not supply an opening account balance for an
account. But the second New Account window does let you do so.

For example, in the dialog box shown in Figure 2-3, you can click the
Enter Opening Balance command button. When you click this button,
QuickBooks displays another dialog box that you can use to set a start-
ing account balance. All this sounds rather innocuous. But, seriously,
this is something you rarely do. (You should set starting balances for
accounts using a journal entry, as discussed at the end of Chapter 1 in
Book II.) However, if you know something [ don’t, you can use this capa-
bility to set the starting balance for the account as of some date. One
last caution, however. My accounting professors taught me two things
that would suggest that this approach to setting account balances is
crazy:

¢ Debits are supposed to equal credits. (If you're setting the opening
balance for an account as part of setting up the new account, you're
only recording half of the accounting transaction.)

¢ Entering the opening balance as part of setting up a new account
means no audit trail exists for the transaction. (Rather than having
an invoice associated with a transaction or a check, or even a gen-
eral journal entry, you're just setting balances on the fly. But hey,
maybe you know something [ don't. . .).
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After you describe the new account that you want to set up, you can click
the OK button to save the new account to the Chart of Accounts List. You
can also click the Next button to save the account information and then

redisplay the New Account window so that you can add another account.

If you look closely at Figure 2-3, note some boxes and buttons and even a
hyperlink that I haven’t talked about. QuickBooks does supply other fields
for collecting account information. And, occasionally, QuickBooks also pro-
vides clickable hyperlinks and buttons that you can use to do special tasks
associated with the particular type of account. For example, in the case of a
bank account, QuickBooks supplies an Order Checks hyperlink that you can
click to start the process of ordering check forms for the new account.

And that’s almost everything you need to know about adding accounts. The
one other thing I should mention is that the Account menu — this is the
menu of commands that QuickBooks displays when you click the Account
button available on the Chart of Accounts window — provides several other
useful commands for working with accounts. The menu provides a Delete
command that you use to delete the selected account (as long as you
haven’t already used the account). The menu provides an Edit button that
you can use to make any changes to the selected account information (by
using a window that looks very much like the New Account window shown
in Figure 2-3). The Account menu also provides other commands that you
can use to work with the Chart of Accounts List. Fortunately, most use self-
descriptive command names: Print List, Make Inactive, and so on.

The Activities button, which appears at the bottom of the Chart of Accounts
window, displays a menu of commands that you can use to write checks,
make deposits, enter credit card charges, transfer funds, make journal
entries, reconcile a bank account, and use a register. The Reports button
displays a menu of commands that you can use to print reports containing
account information.

Setting Up the Item List

If you choose the ListstoItem List command, QuickBooks displays the Item

List window, as shown in Figure 2-4. The Item List window lists all the items
that you've set up as part of running the EasyStep Interview and items that
you’ve added manually since running the EasyStep Interview.

[ don’t talk about how you add items to the Item List window here because
Book III, Chapter 3 details that. Note that the Item List is very important! The
Item List lets you keep track of what you buy, hold, and sell to your customers.
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Pine Lake in - Qui Premier: Edition 2007 - [item List] Type 3 help question [Ask] | How Do 17] =) @IEd|
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Working with the Price Level List

The Price Level List lets you create price adjustments that you can use on
the fly as you invoice customers, issue credit memos, and so forth. Because
the Price Level List directly relates to how you work with and bill for inven-
tory items, | describe how you work with the Price Level List in Book III,
Chapter 3. Rather than repeat information that is of interest to only a few
people and isn’t actually essential for getting started with QuickBooks, I
refer you instead to Book 3, Chapter IIL

Using Sales Tax Codes

The Sales Tax Codes List keeps a list of codes, or abbreviations, that you can
use to describe items as taxable or nontaxable. If you choose this command,
QuickBooks displays a window listing the existing sales tax codes. (Usually,
you see two existing codes: Tax and Non.) To add a new sales tax code, click
the Sales Tax Code button, choose New, and describe the new sales tax.

The Sales Tax Code List doesn’t appear unless you tell QuickBooks to track
sales tax.
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Setting Up a Payroll Item List

The Payroll Item List identifies items that appear on employee payroll check
stubs. If you're using an outside payroll service bureau to handle your pay-
roll — and this is not a bad idea — you don’t even need to worry about the
Payroll Item List. If you're using either the QuickBooks Deluxe or QuickBooks
Premier Payroll Service, again, don’t worry about the Payroll Item List. (In
either case, the QuickBooks folks set up the payroll items that you use for
recording payroll.) And in the case of the QuickBooks Premier Payroll Service,
you don’t even need to track payroll inside QuickBooks because the
QuickBooks people do it at their office location on their computers.

If you do need to add payroll items, follow these steps:

1. Choose the Lists=oPayroll Item List command.
QuickBooks displays the Payroll Iltem List window.

2. To add a new Payroll Item, click the Payroll Item button and then
choose New from the Payroll Item menu.

QuickBooks displays the Add New Payroll Item dialog box. You can
choose to set up a new payroll item either by using the EZ Set Up
Method or the Custom Set Up Method. If you want QuickBooks to help
you and you’re setting up a common payroll item, click the EZ Set Up
button, click Next, and then simply follow the on-screen instructions.

If you want to perform a custom setup of a payroll item, click the
Custom Set Up button and then Next. QuickBooks walks you through a
multiple-screen interview — like the EasyStep Interview discussed in
Book II, Chapter 1 — that asks you about the payroll item to set up. For
example, the first dialog box that QuickBooks displays asks you to iden-
tify the type of payroll item that you want to create. You answer this
question by selecting one of the radio buttons and then clicking Next.

3. Name the payroll item.

After you identify the type of payroll item, you name it. QuickBooks pro-
vides another version of the Add New Payroll Item dialog box that
includes a field you fill in to give the new item a name.

4. To finish the payroll item setup, click the Next button to move through
the remaining payroll items setup questions.

You identify the name of the government agency to which the liability is
paid, the taxpayer identification number that uniquely identifies you to
the taxing agency, the liability account that you use to track the items, the
tax form line that you use to report the item, the rules that QuickBooks
should use for calculating the item (such as whether the item is subject
to taxes), and a couple of other miscellaneous pieces of data. After you
supply all this information and click the Finish button (which appears on



A\

Setting

Figure 2-5:
The Class
List window.
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the last version of the Add New Payroll Item dialog box), QuickBooks adds
the new payroll item to the Payroll Item List.

The Payroll Item menu supplies commands that are useful for working
with the Payroll Item List. In addition to the commands that you use to
add an item to the list, the menu supplies commands for deleting payroll
items, renaming payroll items, making payroll items active, and printing
the list of payroll items.

Up Classes

QuickBooks lets you use classes to segregate or track financial data in ways
that aren’t possible by using other bits of accounting information, such as
the account number, the customer, the sales rep, the item, and so forth. A
firm can use classes, for example, to segregate business units for product
lines or geographical territories.

To set up classes, follow these steps:

1. Choose the Lists>Class List command.

QuickBooks displays the Class List window, as shown in Figure 2-5.
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Figure 2-6:
The New
Class
window.

N

If you don’t see the Class List command, Choose Edite>Preferences, click
the Accounting icon and then the Company Preferences tab, and check
the Use Class Tracking box.

To create a new class, click the Class button and choose New from the
Class menu.

QuickBooks displays the New Class window, as shown in Figure 2-6.

3. To name the new class, enter a name or abbreviation into the Class

Name box.

Note that you enter the class name whenever you record a transaction
that falls into the class. For this reason, you don’t want to create lengthy
or easy-to-mistype class names. Keep things short, simple, and easy.

4. If the class that you’re setting up is actually a subclass of a parent

class, select the Subclass Of check box and then select the parent class
from the Subclass Of drop-down list box.

After you describe the new class, you can click OK to save the class.
Alternatively, you can click Cancel to not save the class. Or, you can click
the Next button to save the class and redisplay the New Class window.

If you don’t want the class to be used any more, you can select the Class
Is Inactive check box.

fE] Pine Lake in - Qui Premier: Edition 2007 - [New Class] BEF]|
&, File Edit View Lists Company Cust Vendors Ei Banking Reports Window Help Beta mEE
@ - Er 5 B g & =
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The
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window.
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The Class menu, which appears when you click the Class button, also
supplies commands for editing the information of the selected class, for
deleting the selected class, for making the selected class inactive, for
printing a list of classes, and several other useful commands as well.
These commands are all pretty straightforward to use. Go ahead and
experiment with them to find out how they work.

Up a Customer List

A Customer List keeps track of all your customers and your customer infor-
mation. For example, the Customer List keeps track of billing addresses and
shipping addresses for customers.

Follow these steps to add a customer to the Customer List:

1. Choose the Customers->Customer Center command.

QuickBooks displays the Customer Center window, as shown in Figure 2-7.

& Pine Lake in - Qui Premier: Edition 2007 - [Customer Center: Coffee Rock Coffee HType  helo qusstion [AsKJs)] [ How Do 12] |- @]

@ File Edit View Lists Accountant Company Customers Vendors Employees Banking Reports Window Help Beta o =
e ® & @B F A B & ¥ & © :
Home | Customer Center Vendor Center Employee Center | Report Center Search Reminders Feedback  Services Payrol CreditCards

% WewCustomer&Job v ] NewTransactionsv (2 Print* [ Excelv [ Wordv

Customers & Jobs Transactions || customer Information Edit Customer. .. Reports for this Customer

e PET—— = ame Coffee Rock Coffee House Contact = QuiReport
one * Open Balance:

Balance Total
——p— = Show Estimates

- =ss Coffee Rock Coffee House Fax
=Rainy Day Collectibles 0.00 Whitman R Castle £
1620 Silver Lake Road
Port Gardner WA 98201

Show | All Transactions v | Fitersy |Al v| Date (Al v
| Type Num Date ~ Account Amount
Estimate 2 11/26/2007 Estimates 1,109.76|
Invoice: 5 11/26/2007 Accounts Receivable 1,109.75
Invoice 2 10/31/2007 Accounts Receivable 834,00
Credit Memo 3 10/31/2007 Accounts Receivable -95.47
Payment 07/26/2007 Undeposited Funds 788.53
Invoice 4 07/26/2006 Accounts Receivable 1,109.76
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2. To add a new customer, click the New Customer & Job button and

then choose the New Customer command.

QuickBooks displays the New Customer window, as shown in Figure 2-8.

. Use the Customer Name box to give the customer a short name.

You don’t need to enter the customer’s full name into the Customer
Name box. That information can go into the Company Name box shown
on the Address Info tab. You just want some abbreviated version of the
customer name that you can use to refer to the customer within the
QuickBooks accounting system.

. (Usual Rule) Ignore the Opening Balance and As Of boxes.

You typically don’t want to set the customer’s opening balance by using
the Opening Balance and As Of boxes. That’s not the right way to set
your new customer accounts receivable balance. If you do this, you are
essentially setting up the debit part of an entry without the correspon-
ding credit part. Later, you'll have to go in and enter crazy, wacky journal
entries in order to fix your incomplete bookkeeping. But, an exception to
the usual rule exists, as discussed in the tip that follows.

Although the usual rule is that you do not want to set an opening bal-
ance for a customer, this rule has an important exception. As discussed
at the very end of Chapter 1 in Book II, you record your accounts receiv-
able balance on the conversion date by setting an opening balance for
each customer as of the conversion date. The sum of these opening bal-
ances is what QuickBooks uses to determine your total accounts receiv-
able on the conversion date.

. Use the boxes of the Address Info tab to supply the company name,

including contact information, billing and shipping addresses, contact
name, contact phone number, fax number, and so on.

(I'm not going to tell you that you should enter somebody’s first name
into the First Name box, or that the phone number of your customer goes
into the box labeled Phone. I figure you don’t need that kind of help.)

. Supply a bit of additional information about the customer.

If you click the Additional Info tab, shown in Figure 2-9, QuickBooks dis-
plays several other boxes that you can use to collect and store customer
information. For example, you can use the Type drop-down list to cate-
gorize a customer as fitting into a particular “customer type.” (I talk
about how to set up a Customer Type List later in this chapter.) Use the
Terms drop-down list box to identify the customer’s default payment
terms. Use the Rep drop-down list box to identify the customer’s default
sales rep. Finally, use the Preferred Send Method to select the default
method for transmitting the customer’s invoices and credit memos. You
can also record a resale number, specify a default price level, and even
click the Define Fields button to specify additional fields that you want
to collect and report for the customer.



Figure 2-8:
The New
Customer

Setting Up a Customer List 99
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Figure 2-9:
The
Additional
Info tab.
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Figure 2-10:
The
Payment
Info tab.

The Price Level List and how it works is discussed in Book IIl, Chapter 3.

7. Click the Payment Info tab to display the set of boxes shown in Figure
2-10. You can record the customer’s account number, his or her credit
limit, and the preferred payment method.

8. (Optional) Click the Job Info tab to describe the customer job.

The Job Info tab lets you describe information associated with a particu-
lar job being performed for a customer. You use the Job Info tab if you
not only set up a customer but also set up a job for that customer. See
Book IV, Chapter 5 for more information on how job costing works.
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Setting Up the Vendor List

Just as you use a Customer List to keep records on all your customers, you
use a Vendor List to keep records on your vendors. Like a Customer List, a

Vendor List lets you collect and record information, such as the vendor’s
address, the contact person, and so on.



Figure 2-11:
The Vendor
Center
window.
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To add a vendor to your Vendor List, follow these steps:

1. Choose the Vendors-Vendor Center command.

When you do, QuickBooks displays the Vendor Center window, as shown
in Figure 2-11.

2. To add a new vendor, click the New Vendor button.
QuickBooks displays the New Vendor window, as shown in Figure 2-12.
3. Give the vendor a name in the Vendor Name box.

As is the case with the Customer:Job List, you use this name to refer to
the vendor within QuickBooks. For this reason, an abbreviation is fine.
You just want something easy to enter and easy to remember.

4. (Usual Rule) Ignore the Opening Balance and As Of fields.

Don’t do anything with the Opening Balance and As Of boxes. People
who don’t know better use those boxes to enter the opening balance
owed a vendor and the date the amount is owed. But this only creates
problems later. At some point in the future, this poor soul’s accountant
will need to find and correct this error. As when you add new customers,
however, an exception to the usual rule exists, as discussed in the tip
that follows.

E_ Pine Lake in - Qui Premier: Edition 2007 - [Vendor Center: Acme Property ManageTvpe 2 help question [Ask]s)] [ How Do I2] B@@

O File Edit View Lists Accountant Company Customers Vendors Employees Banking Reports Window Help Beta BEE
® & = 5 & 5H B & ¥ &8 = 2
Home Customer Center Vendor Center Employee Center  Report Center Search Reminders Feedback = Services Payrol Credit Cards

{3 MewVendor.. ] MewTransactions [ Printr ] Excelv [T Word~

Vendors Transactions Vendor Information Edit Vendor. .. Reports for this Vendor
view | I = = endor Name  Acme Property Management Contact Peter Aane = QuickReport
# Rate This Vendor Orline Phone = Open Balance
Name: Balance Total ne -
[Acme Property Management 0.00]
Department of Revenue 1,013.30 Address Acme Property Management E
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[Ecit Motes...
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Figure 2-12:
The New
Vendor
window.
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Although the usual rule is that you do not want to set an opening bal-
ance for a vendor, this rule has an important exception. As discussed at
the very end of Chapter 1 in Book II, you record your accounts payable
balance on the conversion date by setting an opening balance for each
vendor as of the conversion date. The sum of these opening balances is
what QuickBooks uses to determine your total accounts payable on the
conversion date.

bl

Supply the vendor address information.

The Address Info tab supplies a bunch of easy-to-understand boxes that
you use to collect vendor name and address information. You enter, pre-
dictably, the vendor’s full name into the Company Name box.

You can click the Address Details button to display another dialog box
called the Edit Address Information dialog box, which lets you enter the
address in typical street address, city, state, and ZIP code format.

6. Supply any additional information necessary.

If you click the Additional Info tab (shown in Figure 2-13), QuickBooks
displays a handful of other boxes that you can use to collect and store
information, such as your account number with the vendor, the vendor
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Figure 2-13:
The
Additional
Info tab.

Setting Up the Vendor List ’03

type, the payment terms that you use when paying the vendor, your
credit limit, and the vendor’s tax ID number. The tax ID number is actu-
ally important if you later send this vendor a 1099 form to report pay-
ments to him.

A good guideline if you're paying a vendor for the first time is to get

his or her tax ID number. If somebody won’t give you his or her tax ID
number — thereby making it impossible for you to report payments that
you make to him — it’s probably a sign of something a bit amiss.

ﬁ Pine Lake in - Qui Premier: Edition 2007 - [New Vendor] Type ahelp question [Ask] % How Do I7] B@'@
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Cancel
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Custom Fields
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v
Terms
-

Credit Limit
TaxID
[] vendor elgble for 1099 Coemeress )

Setting Up a Fived Assets List

If you choose the Listse>Fixed Asset Iltem List command, QuickBooks displays
the Fixed Asset Item List window. You can use this window to see a list of the
fixed assets — furniture, equipment, machinery, vehicles, and so forth — that
you've purchased. Or at least you can after you click the Iltem button, choose
New from the menu, and fill in the New Item window for each fixed asset.
Figure 2-14 shows the New Item window you use to describe each fixed asset.
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Figure 2-14:
You
describe
each fixed
asset using
the New
Item
window.

Let me make a couple of comments about the QuickBooks Fixed Asset Item
List. The Fixed Asset List doesn’t really integrate with the QuickBooks gen-
eral ledger. You record the purchase or disposal of fixed assets using regular
old QuickBooks transactions. For example, you might record the purchase of
a particular fixed asset simply by entering a check in the usual fashion. And
you might record the disposal of a fixed asset by entering a general ledger
journal entry.

[l Pine Lake in - Qui Premier: Edition 2007 - [New Item] Type ahelp queston [Ask] [ HowDo17] =) @IE]|
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Next
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Cost 0.00 Sales Price
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Asset Description

Location PO Number Serial Number Warranty Expires

Notes

Setting

The Fixed Assets Item List, then, just acts as a standalone list that lets you
keep track of the fixed assets you purchased. Because the list is so standalone-
ish, 'm not going to spend much time talking about it in the books of this ref-
erence. Let me also say that your CPA probably — no surely — maintains a list
of your fixed assets because she needs that list in order to correctly include
depreciation on your tax return and in your financial statements (if you get
CPA help to prepare those). For this reason, some people — including me —
see the fixed asset item list as a little bit redundant.

Up Your Employees

If you click the Employee Center button, QuickBooks displays the Employee
Center window. You can use this window to see a list of the employees —
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active or inactive — that you've identified to QuickBooks. You can also click
the New Employee button to add employees to the list.

Because I discuss how to add employees to the Employee List in Book III,
Chapter 5, | won’t repeat that information here.

Setting Up an Other Names List

If you choose the Lists>Other Names List command, QuickBooks displays
the Other Names List window. The Other Names List identifies those busi-
nesses or individuals that you pay but who don’t fall into one of these other
standard categories: customers, vendors, and employees. For example, you
may use the Other Names List to identify government agencies that you pay.

To add a name to the Other Names List, click the Other Names button,
which appears at the bottom of the Other Names window. When QuickBooks
displays the Other Names menu, click New. The New Name window that
QuickBooks displays after you choose the New command provides boxes for
a name, identifying the entity, recording an address, and so on. I don’t show
this window here because it’s just a simplified version of the window that
you use to identify and describe a customer, vendor, or employee.

Setting Up the Profile Lists

If you choose the Listse>Customer & Vendor Profile List command,
QuickBooks displays a submenu of commands that you use to create
some of the mini-lists that QuickBooks uses to ease your bookkeeping and
accounting. The Profile Lists include lists of sales reps, customer types,
vendor types, job types, payment terms, customer messages, payment
methods, shipping methods, and vehicles.

Most of the Profile Lists are pretty darn simple to use. For example, if you
choose the Sales Rep List command, QuickBooks displays the Sales Rep List
window. You then click the Sales Rep button and choose New. QuickBooks
displays the New Sales Rep window, as shown in Figure 2-15. I bet you can
figure out how to use this window.

In case you're still experiencing a certain amount of accounting anxiety, let
me just point out that you enter the name of the sales representative into the
Sales Rep Name box. Then, throwing caution to the wind, you enter the sales
rep’s initials into the Sales Rep Initials box. When you click OK, QuickBooks
adds the sales rep to your Sales Rep List.
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E Pine Lake Porcelain - QuickBooks Premier: Edition 2007 - [New Sales Rep] B@@
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Figure 2-15:

The New

Sales Rep

window.
The other Profile Lists work in the same, simple, scaled-down fashion. You
choose the Profile List in the submenu, click the Profile List button, and
choose New. When QuickBooks displays a window, you use one or two boxes
to describe the new Profile List.
Just to prove to you that this really is as easy as I've said here, take a look at
the New Customer Message window shown in Figure 2-16 (accessible from
the Customer Message List). This is the window that you use to create a new
customer message. You can place customer messages at the bottom of cus-
tomer invoices and credit memos.

P If you want to track vehicle mileage within QuickBooks — and note that you

usually must track business vehicle mileage in order to claim business vehi-
cle expenses as a tax deduction — you can maintain a list of business vehi-

cles using the Vehicle List. This list then lets you easily track your business

vehicles — something you do by using the Company=>Enter Vehicle Mileage
command.



Setting Up the Profile Lists 107

E] Pine Lake in - Qui Premier: Edition 2007 - [New Customer BEE|
4, File Edit View Lists Accountant Company Customers Vendors Employees Banking Reports Window Help Beta BEE
»

% F—
5 B & F & =
Search Reminders Feedback Services Payrol Credit Cards

-]

Home | Customer Center Vendor Center Employee Center | Report Center

|
Speling

Message is
v

Book Il
Chapter 2

Figure 2-16:
The New
Customer
Message
window.

sisr a1y
J1a)seyy ay) buipeo




108  Book 1: Getting Ready to Use OuickBooks



Chapter 3: Fine-Tuning
OuickBooks

In This Chapter

1 Accessing the Preferences settings

+ Changing the accounting, checking, and finance charge rules

1~ Setting the desktop view, general, and integrated applications options
v Controlling jobs and estimates

v~ Setting up payroll and employees

v Setting purchases and vendors preferences

1+ Changing reminders and reports and graphs settings

v Dealing with sales, customers, and sales tax

v~ Setting 1099 tax reporting rules

v Controlling time tracking

ou can specify how QuickBooks works for you by setting preferences.

In fact, just so you know, much of what you do when you run the
QuickBooks EasyStep Interview (when you set up QuickBooks) is provide
information that QuickBooks uses to set your preferences. For example, if
you indicate that you charge customers sales tax, the EasyStep Interview
describes how sales tax should work for your business by using the sales
tax preferences.

Because these preferences have so much effect on how QuickBooks works
and on how a particular user works with QuickBooks, I devote this chapter
to describing how you change the preferences. None of this material is par-
ticularly complicated, but because QuickBooks provides you with a rich set
of preferences options, I cover quite a bit of material. Don’t worry: You don’t
have to read this chapter from beginning to end. Simply use it as a reference
when you have a question about how to change the way QuickBooks works
in a particular area.
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Accessing the Preferences Settings

Figure 3-1:
The
Preferences
dialog box.

You can set preferences within QuickBooks in two ways:

4+ During the EasyStep Interview: You actually set all the preferences, or
at least all the starting preferences for QuickBooks, when you run the
EasyStep Interview. Most of the time, the preferences that the EasyStep
Interview sets are correct. The EasyStep Interview is very smart about
the way it asks questions and translates your answers into preferences
settings. But, if your business changes, or if you make a mistake during
the setup interview, or if someone else in your office ran the EasyStep
Interview for you, you may still need to check and fiddle-faddle with
these preferences.

4+ By manually changing the preferences: You can manually change the
preferences by choosing the Edit=>Preferences command. QuickBooks
displays the Preferences dialog box, as shown in Figure 3-1. QuickBooks
groups categories of preferences. For example, QuickBooks groups all the
accounting preferences into an accounting preference set. QuickBooks
groups all the checking account preferences into a checking preference
set. If you look closely at Figure 3-1, you see that along the left edge of the
Preferences dialog box, QuickBooks displays a list of icons. The first icon
is Accounting. The third icon is Checking. To see the preferences within
one of these groups, you click that preference’s icon.
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One other item to note about the Preferences dialog box is that it supplies,
in general, two tabs of preferences for each preference set. Preferences that
are specific to an individual user appear on the My Preferences tab, shown
in Figure 3-1. Preferences that are tied to the company data file appear on
the Company Preferences tab, shown in Figure 3-2.



Figure 3-2:
The
Company
Preferences
tab of the
Preferences
dialog box.
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Not every My Preferences tab gives you options for changing the way that
QuickBooks works. Sometimes a particular set of preferences gives personal
options; sometimes it doesn’t.

For example, the My Preferences tab of the Accounting set of preferences
provides no personalized options. In other words, you can’t tell QuickBooks
that a firm’s accounting works differently for a particular person. This makes
sense, right? Accounting needs to work the same way for every user within a
firm. However, with other preferences settings, QuickBooks may allow differ-
ent options for different users. You'll see this as I discuss the various sets of
preferences in the remainder of this chapter.

And now, I'm just going to walk you through a discussion of each of these
preferences sets. [ talk both about the My Preferences option (if available)
and the Company Preferences option.

Setting the Accounting Preferences

QuickBooks doesn’t give individual users personalized preferences for the
way that accounting works within QuickBooks. This makes sense, if you think
about it. Accounting for a business needs to work the same way for Jane as it
does for Joe and for Susan. However, you do have the option to set company
preferences for accounting. This makes sense, again, if you think about it.
Different companies run their accounting system in different ways. Figure 3-3
shows the Company Preferences tab for the Accounting Preferences set.
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Figure 3-3:
The
Company
Preferences
tab of the
Accounting
Preferences
dialog box.
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Using account numbers

By default, QuickBooks lets you use names to identify accounts on the Chart
of Accounts or in the accounts list. For example, the account that you use to
track wages expense may be known as “wages.” However, you can check the
Use Account Numbers box to tell QuickBooks that you want to use account
numbers rather than account names for identifying accounts. Larger busi-
nesses and businesses with very lengthy lists of accounts often use account
numbers. You can more easily control both the ordering of accounts on a
financial statement and the insertion of new accounts into the Chart of
Accounts if you're using numbers.

The Show Lowest Subaccount Only check box lets you tell QuickBooks that it
should display the lowest subaccount rather than the higher parent account
on financial statements. QuickBooks allows you to create subaccounts, which
are accounts within accounts (discussed further in Book II, Chapter 2). You
can also create sub-sub accounts, which are accounts within subaccounts.
You use subaccounts to more finely track assets, liabilities, equity amounts,
revenues, and expenses.

General accounting options

The Company Preferences tab provides the following five general accounting
check boxes as well as closing date settings. (These check boxes are proba-
bly self-explanatory to anybody who has done a bit of accounting with
QuickBooks, but for new QuickBooks users, I provide a brief description of
what each one does.)

4 Use Account Numbers: The Use Account Numbers check box, if selected,
enables you to enter an account number for a transaction. The associ-
ated check box, Show Lowest Subaccount Only, tells QuickBooks to dis-
play only the name and account number of a subaccount (if you're using
one) instead of the full heritage of the account. If you use a lot of levels of
subaccounts, this option can really clean up views, making it easier to tell
what account you're looking at.
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4+ Require Accounts: The Require Accounts check box, if selected, tells
QuickBooks that you must specify an account for a transaction. This
makes sense. If you aren’t using account numbers to track the amounts
that flow into and out of the business, you aren’t really doing account-
ing. It would never make sense, in my humble opinion, to deselect the
Require Accounts check box.

4 Use Class Tracking: The Use Class Tracking check box lets you tell
QuickBooks that you want to use not only accounts to track your financial
information but also classes. Classes let you split account level informa-
tion in another way. This sounds complicated, but it’s really quite simple.
The account list, for example, lets you track revenue and expenses by cat-
egories of revenue and expense. You may track expenses by using cate-
gories such as wages, rent, and supplies. Classes, therefore, provide you
with a way to track this information in another dimension. For example,
you can split wages expense into those wages spent for two different loca-
tions of your business. A restaurateur with two restaurants may want to
do this.

4+ Automatically Assign General Journal Entry Number: This check box
tells QuickBooks to assign numbers to the general journal entries that
you enter by using the Make Journal Entry command. You want to leave
this check box selected. General journal entries, by the way, are typi-
cally entered by your CPA or your professional on-staff accountant.

4+ Closing Date settings: The Closing Date box lets you identify a date
before which your QuickBooks data file can’t be changed. In other
words, if you set the closing date to December 31, 2004, you're telling
QuickBooks that you don’t want any changes made to the QuickBooks
data file before this date. This means that someone can’t modify a trans-
action that is dated before your closing date without getting a scary
warning message. It also means that someone can’t enter a transaction
by using a date before this closing date. You can also click the Set
Password button to display a dialog box that lets you create a password,
which is required if someone wants to add an old transaction or modify
an old transaction.

Past versions of QuickBooks also let you turn on and off an audit trail feature
by using the Company Preferences tab of the Accounting Preferences.
However, QuickBooks 2007 provides an always-on audit trail, so you don’t see
an Audit Trail check box accounting preference any more. An audit trail, by
the way, simply keeps a list of who makes which changes to transactions.
Accountants, predictably, love audit trails. Audit trails enable someone, such
as your CPA, to come in after the fact and figure out why an account balance
is what it is.
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Setting the Bill Preferences

If you display the Preferences dialog box and click the Bills icon, you can set
company-level preferences for handling vendor bills. You can, for example,
specify that bills are considered “due” a certain number of days after their
receipt by entering a value into the appropriate text box. You can also use
these company-level preferences to specify that early-payment discounts
should be used and to choose an account for recording the value of these
discounts. (I don’t show you a picture of the Company Preferences tab for
the Bills Preferences. It’s not really worth your time.)

Setting the Checking Preferences

Figure 3-4:
The My
Preferences
tab for
Checking
Prefer-
ences.

If you display the Preferences dialog box and click the Checking icon,
QuickBooks displays either the My Preferences tab, shown in Figure 3-4, or
the Company Preferences tab, shown in Figure 3-5.
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The My Preferences tab for Checking Preferences lets you tell QuickBooks
which account it should suggest as a default account when you open partic-
ular types of windows within QuickBooks. For example, if you look closely
at Figure 3-4, you see the Open the Write Checks check box. This is the first
check box on the tab. To the right of the Open the Write Checks check box,
you see the Form With Account box. If you check the Open the Write Checks
check box, you can select an account from the Form With Account box. This
tells QuickBooks to use or suggest the specified account every time you
open the Write Checks window.

The My Preferences tab also includes check boxes that you can use to spec-
ify the default account for the Pay Bills window, the Pay Sales Tax window,
and the Make Deposits window. If you have multiple checking accounts set
up, setting the default accounts using the My Preferences tab is a good idea.
Setting these preferences makes it less likely that you’ll erroneously write
checks on or pay bills from the wrong account.

The Company Preferences tab, as shown in Figure 3-5, provides check boxes
that you can use to describe how checks work within QuickBooks:

4+ Print Account Names On Voucher: This check box lets you indicate to
QuickBooks that it should print account names on the voucher portion
of the check.

4+ Change Check Date When Check Is Printed: Select this check box to tell
QuickBooks to use the current system date as the printed check date.

4+ Start with Payee Field on Check: Select this check box to tell QuickBooks
to place the insertion point, or text cursor, on the Payee field when you
open the Write Checks window.

4 Warn about Duplicate Check Numbers: Selecting this check box tells
QuickBooks to alert you to duplicate check numbers. (You want to leave
this check box selected, obviously, so that you don’t use duplicate or
erroneous check numbers.)

4+ Autofill Payee Account Number in Check Memo: Select this check box
to tell QuickBooks to automatically fill in the payee account number
when you write a check. QuickBooks retrieves the account number for
a payee from the Vendor List or from the Other Names List.

4+ Select Default Accounts To Use: These check boxes let you specify which
account QuickBooks suggests when you open the Create Paychecks
window or open the Pay Payroll Liabilities window. Essentially, then, these
boxes let you tell QuickBooks which checking account you use to write
payroll checks and to pay payroll liabilities, such as federal income tax
withholding amounts.
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Changing the Desktop View

Figure 3-6 shows the My Preferences tab of the Desktop View Preferences
set. The My Preferences tab provides View radio buttons — One Window
and Multiple Windows — that let you indicate whether QuickBooks should
use one window or multiple windows for displaying all its information. The
Multiple Windows option looks like older versions of Microsoft Windows.
With multiple windows, an application such as QuickBooks displays multi-
ple, floating document windows within the application program window. If
you have a question about how this works, your best bet is to simply try
both view settings.
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The Desktop radio buttons (refer to Figure 3-6) let you specify whether and
when QuickBooks should save the current appearance, or view, of the desk-
top. You can select the Save When Closing Company radio button to tell
QuickBooks that it should save the view of the desktop when you close a
company. When you reopen a company, QuickBooks then reuses this desk-
top view. You can also select the Save Current Desktop radio button to tell
QuickBooks to save the current view and then reuse this view when
QuickBooks later opens. If you don’t want to make changes to the default
desktop view, select the Don’t Save the Desktop radio button or the Keep
Previously Saved Desktop radio button.

The Color Scheme box lets you pick a color set for the QuickBooks program.
The default color scheme is the Checkbook: Sea Green scheme. QuickBooks
provides several other color schemes, including Denim Blues, Desert Isle,
Grappa Granite, and so on. (If you are wild about color, you can experiment
with these other options.) Note that these are My Preferences options, which
means that they are personal to you. You can experiment with the settings for
color without having anyone else see that you are really into Sea Stone or
Summer Linen (two other color options).
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The Windows Settings buttons let you access the Windows Display Properties
and Windows Sounds Properties settings. Typically, you would make changes
to Windows Display Properties and Windows Sounds Properties by using

the Control Panel tools. However, you can also make changes from within
QuickBooks by using these two buttons. (In actuality, when you click these
buttons, QuickBooks just starts the Control Panel tools.)

If you have questions about how the Windows Display Properties or Sounds
Properties work, refer to the Windows Help file or to a good book, such as
Windows XP For Dummies, by Andy Rathbone (Wiley Publishing, Inc.).

The Company Preferences available for the Desktop view let you specify
what icons appear on the QuickBooks home page, as shown in Figure 3-7.
The Customers set of check boxes, for example, let you specify which cus-
tomer-related accounting tasks are available via icons on the home page.
The Vendors set of check boxes let you specify, in similar fashion, which
vendor-related accounting tasks are available via icons on the home page.
Near the button of the Company Preferences tab for the Desktop view are
other hyperlinks you can click to turn on and off the display of other
accounting task icons.
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Setting Finance Charge Calculation Rules

The Finance Charge Preferences settings let you specify how QuickBooks
should calculate finance charges on overdue invoices to customers. None of
the My Preferences options are available for finance charges — only Company
Preferences. Because [ describe how the Company Preferences tab for the
Finance Charge Preferences works in Book I, Chapter 1, I won’t repeat that
information here.
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Setting General Preferences

Figure 3-8 shows the My Preferences tab of the General Preferences set. This
tab provides check boxes that you can select to tell QuickBooks to do the

following:
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field when you press Enter
To automatically open drop-down lists when typing
To beep when you record a transaction

To automatically place a decimal point two characters from the right
end of the number

To warn you when you are editing an existing transaction
To bring back all the one-time Help messages that it shows
To turn off pop-up messages for products and services

To show ToolTips for clipped text

To warn you when you are deleting an existing transaction or some item
on a list

To automatically recall account or transaction information — telling
QuickBooks, for example, to automatically recall the last transaction for
a particular customer, vendor, or employee

To use either today’s date or the last entered date as the default date

To keep custom item information changed as part of entering a
transaction
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Controlling Integrated Applications

If you have specific questions about the My Preferences check boxes that
are available for the General Preferences options, click the Help button that
appears along the right edge of the Preferences dialog box. QuickBooks pro-
vides brief but useful descriptions of how the Preferences options work and
what they do.

Figure 3-9 shows the Company Preferences tab for the General Preferences
set. The Time Format radio buttons let you specify whether QuickBooks
should show the minutes in an hour as a decimal value or as minutes. The
Time Format radio button descriptions include examples of how these two
approaches vary, so look closely at the dialog box if you have questions. The
Company Preferences tab includes a check box that lets you specify that
QuickBooks should always show years using four digits. And the Company
Preferences tab includes a check box that you can select to tell QuickBooks
that it should not update the name information for a particular customer,
vendor, employee, or other name when you are saving a new transaction for
that customer, vendor, employee, or other name.
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Controlling Integrated Applications

The Integrated Applications Preferences aren’t personal, so no options are
available on the My Preferences tab. However, the Company Preferences tab
for the Integrated Applications Preferences set does control and track other
applications, or computer programs that open the QuickBooks company
data files. Figure 3-10 shows the Company Preferences tab for the Integrated
Applications Preferences set.

The Don’t Allow Any Applications to Access This Company File check box, if
selected, tells QuickBooks that it should not allow other applications to open
this company data file. The Notify the User Before Running Any Application
Whose Certificate Has Expired check box, if selected, tells QuickBooks that it
should not allow any program whose security certificate is out of date to open
the QuickBooks company data file without first notifying the user (that’s you).
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Figure 3-10:
The
Company
Preferences
tab of the
Integrated
Applications
Preferences
dialog box.
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The list box on the Company Preferences tab of the Integrated Applications
Preferences set shows the name of the applications that have previously
requested to open the QuickBooks company data file. You can remove an
application from this list by clicking the application and then the Remove

button. You can change the rules or properties that the QuickBooks program
applies to access this other application by clicking the application in the list
and then clicking the Properties button.

Controlling Inventory

Figure 3-11:
The
Company
Preferences
tab of the
Inventory
and ltems
dialog box.

No personal preferences are available for inventory tracking and control,
but QuickBooks provides several Company Preferences available regarding
inventory and items, as shown in Figure 3-11. You can turn the QuickBooks
inventory and purchase order features on and off. You can specify you want
to be warned if you enter a purchase order number you've previously used.
And you can specify how QuickBooks determines whether you have or don’t
have enough inventory to sell.
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If you buy or sell an item using more than one unit of measure — say you sell
fabric both by the yard and by the bolt (the rolled-up fabric), QuickBooks
lets you quantify your inventory items using more than a single unit of meas-
ure. If you're interested in doing this, click the Enable button.

Controlling How Jobs and Estimates Work

Figure 3-12:
The
Company
Preferences
tab of the
Jobs &
Estimates
Preferences
dialog box.

Because no personal preferences are available for Jobs & Estimates prefer-
ences, the My Preferences tab for this Preferences set shows no options.
However, you have several Company Preferences available regarding jobs
and estimates, as shown in Figure 3-12. The Pending text box lets you
describe what term or word should be used for jobs that have been submit-
ted but haven’t been accepted or rejected. The Awarded box lets you pro-
vide a term or description that you want to use within QuickBooks to
identify those jobs that customers or clients have accepted. The default
description of an awarded job is, cleverly, awarded. The In Progress, Closed,
and Not Awarded boxes similarly let you describe what term you want to use
for jobs that fit into these categories.
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The Do You Create Estimates? radio buttons let you indicate to QuickBooks
whether you want to create job estimates for customers. You select the
radio button — Yes or No — that answers the question. The Do You Do
Progress Invoicing? buttons let you indicate whether you do progress billing
for jobs. The Warn About Duplicate Estimate Numbers check box, if selected,
tells QuickBooks to warn you about using duplicate estimate numbers. The
Don’t Print Items That Have Zero Amount check box, if selected, tells
QuickBooks not to print estimates that have zero balances.

Book IV, Chapter 5 talks more about setting up jobs and estimates. You may
want to refer to it if you have questions about how project costing and job
costing work within QuickBooks.
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Controlling How Payroll Works

Figure 3-13:
The
Company
Preferences
tab of the
Payroll &
Employee
Preferences
dialog box.

The Payroll & Employees Preferences set includes only Company Preferences.
The Company Preferences tab is shown in Figure 3-13. The QuickBooks Payroll
Features radio buttons let you tell QuickBooks how you want to handle pay-
roll: using an outside payroll service such as Intuit Complete Payroll (select
Complete Payroll Customers in this case), using QuickBooks payroll features
(select the Full Payroll radio button), or that you're not using payroll at all
(select the No Payroll radio button).
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The Printing Preferences button lets you tell QuickBooks what employee
information to print on the payroll check: employee address, company
address, sick pay information, vacation pay information, and pay period
information. You can figure out how this works by clicking the button and
looking at the dialog box that QuickBooks displays.

The Set Preferences button lets you fiddle with the way that QuickBooks
tracks information related to your workers’ compensation tax. Again, click the
button to see a screen that provides more information about how this works.

In roughly the middle of the Company Preferences tab of the Payroll &
Employees Preferences set, QuickBooks supplies several other check boxes
and radio buttons:

4+ Copy Last Paycheck Earnings When Creating New One: Another Duh.

4+ Recall Quantity Field on Paychecks: QuickBooks recalls or reuses pay-
check quantity information from the last pay period’s paychecks. (The
QuickBooks Help File suggests that you use this option when you have a
“fixed quantity that occurs from paycheck to paycheck.” The Help File
uses the example of tiered sales commissions where the commission
amount is set for each tier.)
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4+ Job Costing, Class and Item Tracking for Paycheck Expenses:
QuickBooks lets you track payroll expenses not just by account but
by job, class, or item.

4 The Assign One Class Per radio buttons (Entire Paycheck and Earnings
Item): Enables you to break down wages expense into classes more finely.
For example, you can indicate that you want to use a different class for
each item that appears on an employee’s paycheck. (This option only
appears if classes are enabled.)

The Display Employee List By radio buttons let you choose how employee
lists are sorted on reports — by first name or by last name.

Book I
If you click the Employee Defaults button, QuickBooks displays a dialog box Chapter 3
that you can use to set employee payroll default information, such as deduc-
tions for taxes or health insurance.

Finally, at the bottom of the dialog box, QuickBooks provides two other
options for handling payroll. The Mark New Employees as Sales Reps check
box, if selected, does what you’d expect: It marks new employees that you
add to the employee list as sales reps. And the Display Employee Social
Security Numbers in Headers on Reports, if selected, also does what you'd
expect: It adds employee social security numbers to reports.

s)oogyaINY
Buiun]-aul4

Telling QuickBooks How Reminders Should Work

The My Preferences tab of the Reminders Preferences set consists of just
one check box: You can use it to tell QuickBooks that you want to see the
Reminders list when you open a company file. Because the My Preferences
tab includes only a single check box, [ don’t show it here as a figure.

The Company Preferences tab, as shown in Figure 3-14, provides a bunch of
radio buttons that you can use to specify how QuickBooks should remind you
of accounting and bookkeeping tasks that you need to complete: Checks to
Print, Paychecks to Print, Invoices/Credit Memos to Print, Overdue Invoices,
Sales Receipts to Print, Sales Orders to Print, Inventory to Reorder, Assembly
Items to Build, Bills to Pay, Memorized Transactions Due, Money to Deposit,
Purchase Orders to Print, and To Do Notes.

For each of these accounting or bookkeeping tasks, you indicate whether
you want to see a reminder for the item in the Summary list that appears in
the QuickBooks Company Preferences Reminders list. You can also choose
to actually see the List of Tasks — such as the list of Checks to Print — or
you can indicate that you don’t want to be reminded of some particular cate-
gory of accounting or bookkeeping. For some of the reminder notes, you
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Figure 3-14:
The
Company
Preferences
tab of the
Reminders
Preferences
dialog box.

indicate how many work days in advance you want to be reminded. For
example, if you indicate that you want to be reminded to print checks, you
must indicate how many days before the check date that you want the
reminder to appear. You do this by entering a numeral in one of the Remind
Me text boxes.
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Specifying Reports & Graphs Preferences

The My Preferences tab of the Reports & Graphs Preferences set is shown in
Figure 3-15. This tab provides radio buttons that you can use to indicate how
QuickBooks should refresh reports when the information upon which the
report is based changes. The default refresh option is Prompt Me to Refresh.
If you set refreshing to Prompt Me to Refresh, when QuickBooks updates a
report for changes in the information, it prompts you via a message box. You
can also select the Refresh Automatically radio button to have QuickBooks
automatically refresh a report whenever the data changes. You don’t want to
refresh automatically, however, if you have a large data set and many reports.
Refreshing a report can be rather time-consuming. Refreshing many reports
based on a large data set takes a long time. You can also select the Don’t
Refresh radio button if you don’t want or don’t need to be reminded about
refreshing a report.

The Graphs Only check boxes let you control the way QuickBooks graphs
report information. You can select the Draw Graphs in 2D check box to tell
QuickBooks to draw two-dimensional rather than three-dimensional graphs.
(QuickBooks draws two-dimensional graphs much more quickly, so you may
want to use two-dimensional graphs.) Note also that two-dimensional graphs
are visually more precise than three-dimensional graphs. You can also select
the Use Patterns check box to tell QuickBooks to draw a graph that uses
cross-hatching patterns rather than colors for the different pieces of a chart.
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Specifying Reports & Graphs Preferences

Type = help question [ How Do I7]
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Flgure 3-15: & GZ:::\ e When a report or 2 graph needs to [ oraw graphs in 20 (faster)
The My £ Integrated Applications Er::;s::‘e - [ use patterns R
& Items & Inventory O Refresh I
Preferences S Jobs & Estimates st aseuidy Genera
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tab of the & omrs b
1M Reports & Graphs
Reports & g —
Graphs 5 s
4 Service Connection
Preferences | 4™
T Tax:
set. I et
The Prompt Me to Modify Report Options Before Opening a Report check
box, if selected, tells QuickBooks to open the Modify Report window when-
ever you create a report. You can use the Modify Report window to control
what information is included in a report (such as what date range the report
is based on) and other reporting options as well. If the Prompt Me to Modify
Report Options Before Opening a Report check box isn’t selected, QuickBooks
creates a report by using the default reporting options.
For a complete discussion of the Modify Reports window, refer to the discus-
sion in Book IV, Chapter 2.
Figure 3-16 shows the Company Preferences tab for the Reports & Graphs
Preferences set. This Company Preferences tab provides several useful
options for default report generation rules. The Summary Reports Basis
radio buttons, for example, let you indicate whether the default accounting
method used to create a report should be accrual-basis accounting or cash-
basis accounting. The Aging Reports radio buttons let you specify how the
age of an invoice or bill should be calculated: from the due date or from the
transaction date. The Reports-Show Accounts By Option radio buttons let
you specify how account information appears on reports: account name
only, description only, or both name and description.
Type = help question [ How Do I7]
# Accounting My Preferences Company Preferences
e
1 . B chedin ummary Reports Basis eports - Show Accounts by:
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Preferences ~ Jobs & Estmates @ Age from due date Statement of Cash Flows General
5§ payrol & Employees © Age from fransaction date Click here to assign accounts
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Preferences 4 service connection
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Figure 3-17:
The Header/
Footer tab of
the Report
Format
Preferences
dialog box.

Two other Company Preference options are especially noteworthy. The
Classify Cash button displays a dialog box that lets you indicate whether
changes in a particular account balance should appear under the operating,
investing, or financing portion of the Statement of Cash Flows. If you're not a
professional accountant, you want to get your CPA’s help in making changes
to this area of QuickBooks. The rules for presenting a Statement of Cash
Flows are quite involved.

The Format button displays the Report Format Preferences dialog box, which
lets you customize the report header and footer information. Figure 3-17
shows the Header/Footer tab for the Report Format Preferences dialog box.
The Show Header Information check boxes let you specify what information
should appear in the report header area. The Show Footer Information check
boxes let you make the same specifications for the report footer. The Page
Layout Alignment box lets you specify how information should be aligned on
the report page.

Report Format Preferences Type & help question w How Do I?

Header/Footer Fonts & Numbers

Show Header Information Page Layout

e Pine Lake Porcelain Alignment

: - Standard w
Report Tite
Subtitle Time  Company
Date
Date Prepared 12/31f01 w Blasis

Time Prepared s
Report Basis

Print header on pages after first page

Show Foater Information

Page Number Page 1 A

Extra Footer Line
Print footer on first page

[ OK I [ Cancel I [ Help J

Figure 3-18 shows the Fonts & Numbers tab of the Report Format Preferences
dialog box. This dialog box lets you specify what font and formatting you want
to use for bits of report information. For example, if you want to change the
font for the reports column labels, click the Column Labels entry in the
Change Font For list box. Then click the Change Font button. QuickBooks dis-
plays a Font Formatting dialog box that lets you specify the font, font style,
point size, and other special effects.

If you're confused about changing report formatting, refer to the discussion
in Book IV, Chapter 2. It talks about all this stuff.



Figure 3-18:
The Fonts &
Numbers
tab of the
Report
Format
Preferences
dialog box.

Setting Sales & Customers Preferences
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Setting Sales & Customers Preferences

[ won’t show you the My Preferences tab. The personalized preferences for
dealing with sales and customers are pretty basic. The tab just lets you spec-
ify whether QuickBooks should prompt you to invoice a customer for time
or costs you've previously said are billable to that customer.

Figure 3-19:
The
Company
Preferences
tab of the
Sales &
Customers
Preferences
set.

The company preferences deserve more explanation. Figure 3-19 shows the
Company Preferences tab for the Sales & Customers Preferences set. The
Sales Forms options relate to the invoice information you supply to cus-
tomers. The Usual Shipping Method box lets you specify the default shipping
method. The Usual FOB box lets you set the default FOB, or Free On Board,
point. You can mark a check box to tell QuickBooks if it should warn you
when you use duplicate invoice numbers.
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The Miscellaneous options fine-tune some of your invoicing calculations. For
example, to indicate how you want to track reimbursed expenses, mark or
unmark the Track Reimbursed Expenses as Income box. The Default Markup
Percentage box lets you specify a default retail markup percentage to use in
your pricing (although you should double-check that it’s showing up prop-
erly on estimates before you count on it). You can also use the Choose
Template for Invoice Packing Slip drop-down list box to specify how packing
slips should look.

The Receive Payments check boxes let you indicate that you want to auto-
matically apply and automatically calculate payments as well as use the
Undeposited Funds account as a temporary holding account for customer
payments. (For more information about the Undeposited Funds account and
customer payments, refer to Book IlI, Chapter 1.)

The Use Price Levels check box lets you turn on QuickBooks price levels fea-
tures.  won’t say more about this here. Price levels are discussed in more
detail in Book IlI, Chapter 3.

The Sales Orders boxes let you control how the QuickBooks sales orders
work, including whether you even want to use sales orders and how they
should look when they print.

Specifying How Sales Are Taxed

Figure 3-20:
The
Company
Preferences
tab of the
Sales Tax
Preferences
dialog box.

Although no personal preferences are available for sales tax, company pref-
erences do exist. Figure 3-20 shows the Company Preferences tab for the
Sales Tax Preferences set. The Do You Charge Sales Tax? radio buttons,
which appear near the top of the tab, control whether you can charge sales
tax within QuickBooks. You select the radio button — Yes or No — that
answers the question.
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The Default Sales Tax Codes boxes let you define what code QuickBooks
should use to identify taxable and non-taxable sales. By default, QuickBooks
uses the clever “tax” code for taxable sales and the equally clever “non”
code for non-taxable sales. However, you can select the Add New entry from
either the Taxable drop-down list box or the Non-Taxable drop-down list box
and use the dialog box that QuickBooks displays to create your own taxable
and non-taxable codes.

The Set Up Sales Tax Items and Assign Sales Tax Codes boxes let you set up
an item for the sales tax that you charge on invoices. You can indicate the
default (or most common) sales tax item that you want to include by enter-
ing this sales tax item name into the Your Most Common Sales Tax Item box.
To add the sales tax item by using the Most Common Sales Tax Item box,
select the Add New entry from the drop-down list box and complete the
dialog box that QuickBooks displays. The New Item dialog box lets you name
the sales tax item and identify the sales tax rate.

Book I
Chapter 3

A\\S
You can also add a new sales tax item by clicking the Add Sales Tax Item
button.
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The Taxable Iltem Code and Non-taxable Item Code drop-down lists let you
select the code words to designate invoice items as subject to sales tax. The
Mark Taxable Amounts With “T” When Printing check box, if selected, tells
QuickBooks to flag taxable amounts on an invoice with the code T.

The When Do You Owe Sales Tax radio buttons let you indicate when the
taxing authority says you owe sales tax: as of the invoice date (which means
the taxing authority requires accrual-basis accounting) or upon receipt of
payment (which means the taxing authority allows cash-basis accounting).

The When Do You Pay Sales Tax radio buttons (Monthly, Quarterly, and
Annually) let you tell QuickBooks how frequently you must remit sales tax
amounts. You select the radio button that corresponds to your sales tax pay-
ment frequency.

Book II, Chapter 2 describes how to set up sales tax items.

Setting the Send Forms Preferences

The Company Preferences tab for the Send Forms Preferences set is shown
in Figure 3-21. The Company Preferences tab lets you specify the default
message text, message subject, and salutation for e-mailed invoices, esti-
mates, and statements. To use the Company Preferences tab, you use the
Change Default For drop-down list box to specify which type of message text
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Figure 3-21:
The
Company
Preferences
tab of the
Send Forms
Preferences
dialog box.

that you want to change. Then you use the other boxes on the Company
Preferences tab to make whatever change you want to the default message.
To change the message subject, for example, you replace the contents of the
Subject text box.
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&4 Service Connection
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B Tax: 1099
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The only personal preference for sending forms is a check box that tells
QuickBooks you want the To Be Emailed check box on the invoice automati-
cally marked. Book IIl, Chapter 1 talks about invoicing customers and how to
e-mail customer invoices.

Fine-Tuning the Service Connection

For the Service Connection Preferences set, several company preferences
options are available. You can, for example, indicate whether QuickBooks
should automatically connect to QuickBooks Services without asking for a
password, or whether it should always ask for a password. To make this
decision, you simply select the appropriate radio button. You can also select
the Allow Background Downloading Of Service Messages check box to tell
QuickBooks that background collection of messages is okay. (If you select
this check box, QuickBooks downloads new messages during idle times so
that it doesn’t slow down your other Internet activities.)

The My Preferences tab of the Service Connection Preferences provides two
check boxes you can mark to control how QuickBooks works when you're
making Web connections, as shown in Figure 3-22. One check box gives you
the option of saving downloaded files. The other tells QuickBooks not to
close your Web browser when it finishes using the Web.



Figure 3-22:
The My
Preferences
tab of the
Service
Connection
Preferences
dialog box.
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Controlling Spell Checking

Figure 3-23:
The My
Preferences
tab of the
Spelling
Preferences
dialog box.

No company preferences exist for the Spelling Preferences, but the My
Preferences tab (shown in Figure 3-23) provides several options for control-
ling how spell checking works for you within QuickBooks. You can select the
Always Check Spelling Before Printing, Saving, or Sending Supported Forms
check box, for example, if you want to have automatic spell checking per-
formed before you actually distribute a document to an outside party, such
as a customer or vendor. You can also use the Ignore Words With check
boxes to tell QuickBooks not to spell check words or phrases that aren’t
going to appear correctly spelled because they aren’t real words. For exam-
ple, you can select the Internet Addresses check box to tell QuickBooks that
it shouldn’t check Internet URL addresses. And you can select the All UPPER-
CASE Letters check box to tell QuickBooks that it shouldn’t attempt to spell
check words that are acronyms and abbreviations, such as OK and ASAP.
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Controlling How 1099 Tax Reporting Works

Figure 3-24:
The
Company
Preferences
tab of the
Tax: 1099
Preferences
dialog box.

No personal preferences exist for 1099 tax reporting. Company preferences,
however, exist as indicated by the Company Preferences tab, shown in
Figure 3-24. The Company Preferences tab lets you tell QuickBooks when you
are required to file 1099-MISC forms. The Company Preferences tab also lets
you identify the threshold amounts for the different types of miscellaneous
income that you can report. For example, the current threshold amounts for
rent that is paid is $600. Therefore, the threshold amount shown for Box 1:
Rents on the 1099 appears as $600. You can change this amount by editing
the value shown in the Threshold box. Note that different types of 1099 mis-
cellaneous income have different reporting thresholds. For example, if you
look down to Box 9: Direct Sales, you see that the reporting threshold is
$5,000. Confer with your tax advisor if you have questions about these
amounts or visit the IRS Web site at www. irs.gov.
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Time Tracking

Setting Time Tracking Preferences

Figure 3-25 shows the Company Preferences tab for the Time Tracking
Preferences set. To turn on time tracking within QuickBooks, select Do You
Track Time? by selecting the Yes radio button. You can also use the First Day
of Work Week box to indicate which day should appear first on the Weekly
Time Sheet window. (This is what you use to describe billable time for the
week.) Book IlI, Chapter 1 talks about billing for time in more detail. You may
want to look there if you have questions about tracking time and billing for
that time.



Figure 3-25:
The
Company
Preferences
tab of the
Time
Tracking
Preferences
dialog box.

Setting Time Tracking Preferences
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Chapter 1: Invoicing Customers

In This Chapter

v+ Choosing an invoice form

1 Customizing an invoice form
v Invoicing a customer

v~ Billing for time

+ Recording a sales receipt

+ Recording credit memos

+ Receiving customer payments

1~ Assessing finance charges

0 uickBooks provides several tools for invoicing your customers. This
w” chapter describes these tools as well as a handful of related tools for
recording customer payments and for issuing credit memos.

If you've already been invoicing customers using some manual method —
perhaps you’ve been preparing invoices with a word processor — you'’ll find
QuickBooks to be a godsend. Not only does QuickBooks make invoicing and
related tasks easier, but it also collects invoice information, recording this
information into the QuickBooks data file. Happily, this means that you get
the extra benefit of recording accounting transactions simply by using
QuickBooks for invoicing.

Choosing an Invoice Form

QuickBooks allows you to use an invoice form that matches the requirements
of your business. For example, businesses that sell products need an invoice
that includes descriptions of the product items that are sold. Businesses that
sell services — such as a law firm or an architectural firm — need an invoice
that appropriately describes these services. Businesses that sell both prod-
ucts and services need a blend of attributes.

Fortunately, QuickBooks lets you choose the invoice form that best matches
your business. To choose an invoice form, display the Create Invoices window
by choosing the Customers=>Create Invoices command. When QuickBooks
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displays the Create Invoices window, use the Form Template drop-down list
box, which appears in the top-right portion of the window, to choose the
invoice form that you want. This drop-down list box provides choice such as
a product invoice, a service invoice, or a professional invoice. Choose the
invoice form template that seems to best match your business. QuickBooks
redraws the Create Invoices window when you choose a new invoice form
template. This means that you can see what an invoice form template looks
like simply by choosing an option from the Form Template drop-down list box.

Customizing an Invoice Form

Figure 1-1:
The Basic

Customiza-
tion dialog

box.

Although you can choose a predefined invoice form template for your
invoices, QuickBooks gives you more flexibility than that. You can also create
custom invoice form templates to design an invoice that looks just the way
you want. To do this, you can start with one of the basic invoice form tem-
plates and then customize it so that it perfectly matches your requirements.

Choosing a template to customize

To choose a template to customize, display the Create Invoices window. You
can do this by choosing the Customers=>Create Invoices command. Next,
click the Customize button. QuickBooks displays the Basic Customization
dialog box, shown in Figure 1-1.
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Figure 1-2:
The
Manage
Templates
dialog box.

Customizing an Invoice Form '3 9

You may need to maximize the Create Invoices window in order to see the
Customize button.

To identify which invoice form template you want to customize, click the
Manage Templates button and then, when QuickBooks displays the Manage
Templates dialog box (see Figure 1-2), choose the invoice template you want
to customize. QuickBooks initially supplies a custom invoice template and a
finance charge template you can customize.

Manage Temp

Select Template Preview

Custom Invoice

Template Name

Finance Charge

Invoice

Copy Delete
Help [ Download Templates... | [ Cancel I[ oK

Alternatively, you can click one of these existing templates and then click
Copy to create and then customize one of these templates. When you click
OK, QuickBooks closes the Manage Templates dialog box and returns you to
the Basic Customization dialog box.

Easy invoice customizations

The Basic Customization dialog box, shown in Figure 1-1, provides you with
several easy-to-make invoice customization choices. As you make these
customizations — and I describe how in the paragraphs that follow —
QuickBooks updates the Preview box shown on the right half of the Basic
Customization dialog box so you can see what your changes look like. But
first, I talk about how to make the changes.

Logo, please

To add a logo to your invoices, check the Use Logo box. Then when
QuickBooks displays the Select Image dialog box (not shown), use it to

Book IlI
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select the graphic image file that shows your logo. The Select Image dialog
box works like a standard Windows open file dialog box.

Color you beautiful

To add color to your invoices — say you’ve got a color printer and you don’t
care if you spend a small fortune on colored ink — select the color scheme
you want to use from the Select Color Scheme drop-down list box. Then click
the Apply Color Scheme button.

Fiddling with invoice fonts

You can choose the font that QuickBooks uses for the bits of text that go on
an invoice. Just select the bit of text you want from the Change Font For list
box and click the Change Font button. QuickBooks displays the Example
dialog box, shown in Figure 1-3. Use its Font, Font Style, and Size boxes to
specify what the selected bit of text should look like. The Example dialog
box includes a Sample box that shows how your font changes look. When
you complete your specification of the font, click OK.

Example
Font: Font Style: Size:
gn;l lEDI::I : 21 |
o = MV o (o laaald
T A edod MT 8] | Bl o i [
—_— (_Feb_
A . Effects Sample:
Flgure 1-3' DS[ftIkEUul £
The ] Undeline AaBbYyZz
Example Color:
dialog box.  [ESSE=_MISE xEtlat e
Specifying Company & Transaction information
The Company & Transaction Information options, also shown in Figure 1-1,
let you indicate what information should appear on the form template. You
select the check box that corresponds to the bit of information. If you want
the company name to appear on the invoice form — this means you aren’t
using letterhead or preprinted invoice forms — select the Print Company
Name check box.
P If you need to change some bit of company information, click the Update

Information button. QuickBooks then displays the Company Information
dialog box which you can use to edit or update your company name,
address, telephone number, and so on.



Figure 1-4:
The Header
tab of the
Additional
Customiza-
tion dialog
box.
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Reviewing the Additional Customization options

If you can’t create invoices that look exactly the way you want using the
options available on the Basic Customization window, shown in Figure 1-1,
your next step is to click the Additional Customization button. QuickBooks
displays the Additional Customization dialog box, as shown in Figure 1-4.
This dialog box gives you more control over both the information that
appears on your invoices and how invoices print.
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Specifying Header information

The Header tab of the Additional Customization dialog box (see Figure 1-4)
lets you specify what information goes on the top portion of the Create
Invoices window and in the top area of an actual printed invoice form. This
information is called the header and provides the invoice number, the
invoice date, and the billing and shipping information. You can also choose
how information is labeled by filling in or editing the contents of the text
boxes. For example, the Default Title check boxes let you specify whether
the form title should appear on the screen version of the invoice (this would
be inside the Create Invoices window) and on the printed version of the
invoice. The Default Title text box lets you specify what the form title should
be. In a similar fashion, the Date check boxes let you specify whether the
date should appear on the screen and print versions of the invoice and what
label should be used to describe the invoice date. Figure 1-4, as you can see,
uses the clever descriptive text Date for this invoice date information.
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P If you don’t need a particular piece of information on an invoice, leave the
Screen and Print check boxes for that bit of data deselected. This tells
QuickBooks that it should not include that piece of header information on
the window or print version of the invoice form.

Specifying Columus information
The columns portion of an invoice describes in detail the items for which
an invoice bills. For example, product invoice columns describe the specific
products, including price and quantity; they also describe the items being
invoiced. A service invoice’s columns describe the specific services being
billed. As you may guess from looking closely at Figure 1-5, the Columns tab
of the Additional Customization dialog box looks like the Header tab. You
use the Screen and Print check boxes to indicate whether a particular piece
of column-level information should appear as a column on the Create
Invoices window or on the actual created invoice. Similarly, you use the Title
text boxes to provide the descriptive labels that QuickBooks uses on the
Create Invoices window and on the printed invoice form. The only unusual
option shown on the Columns tab is the Order text boxes (see Figure 1-5).
The Order boxes let you indicate in what order (from left to right) the
column should appear. If the item number or code should appear in the first
column on the left, for example, you enter the value 1 in the Item Order box.
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P The Header and Columns tabs let you make changes to your invoice forms,

but don’t get too tense about making perfect changes the first time. You can
easily see exactly how your changes look by using the Preview box (if your
eyesight is better than mine) or by clicking OK and then carefully reviewing
the new version of the Create Invoices window. If you realize that you've
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made an error — perhaps you’ve used the wrong bit of descriptive text or
you’ve incorrectly ordered the columns — you can customize your invoice
again and thereby fix your earlier mistakes.

Some versions of QuickBooks may include a tab for specifying how the
columns on a progress billing invoice look and work. This tab, called the
Prog Cols tab, looks and works very much like the Columns tab.

Specifying Footer information

The Footer tab of the Additional Customization dialog box lets you specify
what information appears on the Create Invoices window beneath the
columns area and on the actual printed invoice beneath the columns area.
As Figure 1-6 indicates, the footer information includes a customer message,
the invoice total, payments and credit information, a balance due field, and,
optionally, a longer text box. You work with the Footer tab in the same
manner as you work with other tabs. If you want some bit of information to
appear, select the Screen check box and the Print check box. To change the
bit of text that QuickBooks uses, edit the contents of the Title text box.
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Specifying Print information

The Print tab of the Additional Customization dialog box, shown in Figure 1-7,
lets you exercise a bit of control over how QuickBooks prints invoices that
use the template you have customized. For example, the radio buttons at the
top of tab let you specify that when printing this particular invoice template,
QuickBooks should use the regular old invoice printer settings or, alterna-
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Figure 1-7:
The Print
tab of the
Additional
Customiza-
tion dialog
box.

tively, that it should use other, special print settings. The Print settings also
let you tell QuickBooks how it should number the pages of a multiple-page
invoice.
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You can return all the customized invoice settings to their default condition
by clicking the Default button. When you do this, however, you remove any
changes or customizations that you've made.

Working with the Layout Designer tool

Okay. Perhaps you’ve used the Basic Customization window to make some
changes to your invoice’s appearance. And you haven’t been satisfied.
Maybe you’ve gone the extra mile and noodled around with the Additional
Customization window to make further changes. And maybe even that hasn’t
left you happy with the appearance of your invoice.

Do you have any additional recourse? Are you stuck with an invoice that
doesn’t look right? That doesn’t work for your organization? Heck no!

If you click the Layout Designer button, which is available in both the Basic
Customization and Additional Customization dialog boxes, QuickBooks dis-
plays the Layout Designer window, as shown in Figure 1-8. The Layout
Designer window lets you move invoice information around on the actual
printed invoice. Your best bet for learning to work with the Layout Designer
tool is to experiment with it. My recommendation is that you create an exam-
ple invoice form template — something you don’t really care about — and
then use this new invoice form template for some goofing around.
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Here are some of the things that you may want to try:

4+ Moving and resizing objects: You can move and resize objects on the
form pretty easily. To move some bit of the form, first select the bit by
clicking it. Then use the arrow keys or drag the mouse to move the
selected bit. You can resize the selected bit in a similar way. Resize the
selected object by dragging the black squares (called resizing handles)
that show the object is selected. When moving and resizing invoice form
objects, keep two points in mind:

¢ You can select the Show Envelope Window check box to have

QuickBooks draw envelope windows on the invoice form to show
you where these appear. You want to have envelope windows shown
to make sure that your customized invoice still has its address infor-
mation showing through.

You can click the Grid button to display the Grid and Snap Settings
dialog box. This dialog box provides two check boxes where you can
indicate whether QuickBooks should use a grid (those are the dots
you see) to more accurately line up invoice objects on the form. The
Grid And Snap Settings dialog box also includes a Snap To Grid box so
you can tell QuickBooks that it should make gridlines sticky — sticky
gridlines automatically attract invoice objects so that you can more
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easily line up the objects against the gridlines. The Grid And Snap
Settings dialog box also includes a Grid Spacing box that you can use
to specify how wide or narrow QuickBooks should draw gridlines.

4+ Selecting objects: You can select multiple objects on the invoice by
dragging the mouse. To do so, click at a point above the upper-leftmost
object that you want to select and drag the mouse to a point that is just
below the lower-rightmost object that you want to select. As you drag
the mouse from one corner to the other, QuickBooks draws a rectangle.
Any object that’s inside this rectangle when you release the mouse gets
selected.

4+ Resizing multiple objects: You can change the height, width, and size of
multiple selected objects by clicking the Make Same Width, Make Same
Height, and Make Same Size buttons. To use these Make Same buttons,
you first select the objects that you want to make the same.

4+ Changing column widths: You can change the width of columns in the
column area of the invoice form by clicking the Column object. After
you do this and QuickBooks selects the columns area, drag the column
divider line left or right to resize the column. Note that if you make
column 1 narrower, QuickBooks makes column 2 wider to take up the
space. Also note that you can resize the entire column area in the
manner described in the preceding point.

4+ Positioning text within fields: If you click an invoice object and then
click the Properties button, QuickBooks displays the Properties dialog
box, shown in Figure 1-9. The Properties dialog box includes a Text tab
that lets you specify how text should appear within an invoice object
area. The Properties dialog box also includes a Border tab that lets you
specify whether QuickBooks should draw a border along the edges of
the invoice object.

4+ Changing fonts: You can change the font used for the selected object by
clicking the Properties button, clicking the Text tab of the Properties
dialog b