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PIONEER COLLEGE

SMALL BUSINESS DEVELOPMENT CENTER

PHYSICAL: 951 W. DEUCE OF CLUBS, SHOW LOW
Mailing: P.O. Box 610, Holbrook, AZ 86025
(928) 532-6172 — FAX (928) 532-6171
Web Page: www.npcsbdc.com

The Small Business Development Center is funded in part throngh a

cooperative agreement with the U.S. Small Business Administration.

All opinions, conclusions or recommendations expressed are those of
the author(s) and do not necessarily reflect the views of the SBA.

Information in this booklet may become out-of-date after publishing,
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About the Small Business Development Center

Northland Pioneer College's Small Business Develop-
ment Center serves Navajo and Apache counties and is
one of eleven statewide centers.

The SBDC offers confidential, nocost counseling ser-
vices. Clients may utilize counseling time as agreed
upon by the SBDC. We guarantee that anything we dis-
cuss with a client will be held in the strictest confi-
dence.

The center staff and consultants work with clients to
identify problem areas and help the client with strate-
gies to deal with the problem. We provide quality educa-
tional programs, access to resources, and “one-on-one"
assistance throughout the region.

We can help you with:

Evaluating business ideas
Creating business plans
Start up cost projections

Business financial projections
Loan packaging
SBA loan programs
Business expansion studies
Business valuation studies
Marketing Plans
Bookkeeping skills
Customer service skills
Employee issues
Government contracting
Computer classes
Small business management, and more.....
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Licensing and Permits

It's easy to forget the need for licenses and permits when you're
caught up in the excitement of opening a new business; but you may
be operating illegally if you fail to do so.

Alicense is a privilege granted by a legislative body at its discretion.
There are essentially two types of licenses, general and special. A
general business license, similar to a use tax, is assessed annu-
ally for the privilege of operating a business in the jurisdiction. A
special license is one that is issued to a business that will provide
products or services that require regulation. Special licenses are
issued to professionals, such as doctors, lawyers, barbers, and
others who have met a certain level of training or education.

A permit is a right that anyone can obtain if the requirements of the
granting agency are met. State and local governments regulate the
safety, structure, and appearance of the community through the
use of local laws, called ordinances. Zoning ordinances, which
regulate how property can be use, are a common type of ordi-
nance. Once the jurisdiction determines that you have complied
with such ordinances, it will issue a permit that will enable you to
operate your business. If, for some reason, your business is un-
able or unwilling to comply with an ordinance, you can petition the
jurisdiction for a special permit, called a variance, that would allow
you to, in effect, violate the ordinance. If you're interested in a vari-
ance, talk to your lawyer. Variances are not routinely granted and
they can be expensive (in terms of legal fees) to obtain, so make
sure you really need the variance before you request it.

Licenses and permits may be granted at the town, city, county or
state. The following lists departments that issue licenses or permits
at the local level.

Building: Construction, renovations, zoning, signs

Health : Food handling, rest rooms, sewer, septic systems

City Offices: Business licenses, conditional use permits, special event per-
mits, sign permits

Police : Alamm & special event registrations

Safety inspections, alarm registrations, capacity cerfificates

Weights and Measures: Weighing and measuring, packaging and labeling
Conservation Commission: Wetland alterations, building and activity near
wetlands

Historic: Signs, building and home alterations, business activities
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The following lists types of businesses, trades and professions that often
require a license, permit or registration. These lists may not be complete.
Check with your attorney or local government for requirements in your area.

Business Activity
Alcohol sales
Amusement parks, camival rides,
music, dancing
Appliance testing labs
Asbestos abatement
Auto body repair
Auto sales - new and used
Child day care centers
Cigarettes - wholesale and retail
Collection & finance agencies
Concrete technicians /labs
Dairies, milk dealers and plants
Dancing schools
Detective agencies
Diesel fuel trucks
Elevators operators, escalators
Employment agencies
Engine fuel and lubricants
Engineering and related fields
Entertainment
Fireamms sale
Fishing, hunting, trapping
Food or beverage service, sale or
preparation
Fortune tellers
Hawkers and peddlers - balloons
souvenirs arts and crafts, flowers,
auctioneers
Hazardous chemicals or flammables
Insurance agents, adjusters, brokers,
advisors
Junk dealers
Lodging - hotels, motels, inns, bed
and breakfasts, guesthouses
Motion picture operators
Motor vehicle appraisers
Notaries public, justices of the peace
Nursing homes
Outdoor advertising
Painters, riggers
Pet shops, riding schools, cattle

dealers, stables, riding instructﬁresi,g

guard and hearing dog busi-
nesses

Restricted pesticide dealers and ap-
plicators

Solid fuel burning, construction su-
pervision

Trade or Profession
Athletic trainers
Occupational therapists
Attorneys
Optometry
Audiology
Pharmacy
Barbers
Physical therapists
Chiropractors
Physicians
Cosmetologists
Plumbing and gas fitting
Dental examiners
Podiatry
Dispensing opticians
Public accounting
Drinking water facility operators
Psychology
Electricians
Radio technicians
Electrolysis
Real estate brokerage
Embalming and funeral directing Real
estate sales
Engineers
Respiratory care therapy
Exterminators (Insect)
Sanitarians
Hairdressers
Social workers
Health officers, certified
Speech pathology
Land surveyors
Television technicians

Veterinary medicine
e 5
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Business in Navajo and Apache: Most businesses do not require a
business license to operate in Navajo and Apache County, but if you
are planning a business within an incorporated area in the county,
chances are you will need licenses and permits. Check with the
Town or City offices to obtain any necessary licenses. Health Depart-
ment certification of restaurants and kitchen facilities is administered
by the County using state Health and Safety codes as a guide. On
the state level, specialized businesses such as day care, hospitals,
dairies, meat plants, etc. will require state and/for federal licenses.
Operating a business on an Indian reservation or Indian trust lands
will usually require a business and/or site lease from tribal authority.
This process can involve a multitude of approvals, including Bureau
of Indian Affairs, tribal, Department of Justice, and other agencies.

Home Based Businesses: If you decide to start a home-based
businesses, one of your first steps should be to find out what your
local zoning ordinances allow. Some jurisdictions have zoning or-
dinances that prohibit home-operated businesses altogether.
Most, though, are less restrictive and will prohibit only those busi-
nesses that may pose a local health hazard or will disrupt the
neighborhood. Call your city hall and ask them for zoning informa-
tion in your area.

Federal, State and Local Requirements

A common challenge to most start-up entrepreneurs is complying
with the myriad of government regulations. Each level has their
own requirements and employers rarely get a comprehensive look
at what is required. You will want to visit the |.R.S. internet based
Tax Center which contains a great deal of information that will as-
sist you.

www.irs.govibusinesses/small.html
Also, the Arizona Department of Revenue and Department of
Commerce have excellent tax requirement sites.

On the following pages, we will identify the most common regis-
tration and tax requirements for small businesses owners, for
more information consult with your accountant.
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Identification Numbers - Federal

All taxpayers must have a taxpayer identification number in order
for the Internal Revenue Service to process tax returns. The two
most common kinds of identification numbers are the social secu-
rity numbers (SSN) and the employer identification numbers
(EIN).

« An SSN is issued to individuals by the Social Security
Administration (SSA) and is in the following format:
000-00-0000.

« An EIN is issued to individuals (sole proprietors),
partnerships, corporations, and other entities by the
IRS and is in the following format: 00—0000000.

You must include your taxpayer identification number (SSN or
EIN) on all returns and other documents you send to the IRS. You
must also furnish your number to other persons who use your
identification number on any returns or documents they send to
the IRS. This includes returns or documents filed to report the fol-
lowing information.
1) Interest, dividends, royalties, etc., paid to you.
2) Any amount paid to you as a dependent care provider.
3) Certain other amounts paid to you that total $600 or
more for the year.
If you do not furnish your identification number as required, you
may be subject to penalties.

EMPLOYER IDENTIFICATION NUMBER (EIN)

EINs are used to identify the tax accounts of employers, certain
sole proprietors, corporations, partnerships, estates, trusts, and
other entities.

If you don't already have an EIN, you need to get one if you:
1) Have employees,

2) Have a qualified retirement plan,

3) Operate your business as a corporation or partnership, or
4) File returns for:
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a) Employment taxes, or

b) Excise taxes, or

c¢) Alcohol, tobacco or firearms taxes

Applying for an EIN

You may apply for an EIN:
®  Online—Click on the EIN link at www.irs.gov/businesses/

® small. The EIN is issued immediately once the application in-
formation is validated.

® By telephone at 1-800-829—4933 from 7:30 a.m. to 5:30 p.m.
in the applicant’s local time zone.

® By mailing or faxing Form SS—4, Application for Employer
Identification Number.

When to apply. You should apply for an EIN early enough to re-
ceive the number by the time you must file a return or statement or
make a tax deposit. If you apply by mail, file Form SS—4 at least 4
to 5 weeks before you need an EIN. If you apply by telephone or
through the IRS website, you can get an EIN immediately. If you
apply by fax, you can get an EIN within 4 business days.

If you do not receive your EIN by the time a return is due, File your
return anyway. Write “Applied for” and the date you applied for the
number in the space for the EIN. Do not use your social security
number as a substitute for an EIN on your tax returns.

More than one EIN.
You should have only one EIN. If you have more than one EIN and
are not sure which to use, Contact the Internal Revenue Service
Center where you file your return. Give the numbers you have, the
name and address to which each was assigned, and the address
of your main place of business. The IRS will tell you which number
to use.

PAYEE IDENTIFICATION NUMBER
In the operation of a business, you will probably make certain pay-
ments you must report on information returns . The forms used to
report these payments must include the payee’s identification
number.

Employee. If you have employees, you must get an SSN from
each of them. Record the name and SSN of each employee ex-
actly as they are shown on the employee’s social security card. If
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the employee’s name is not correct as shown on the card, the em-
ployee should request a new card from the SSA. This may occur,
for example, if the employee’s name has changed due to marriage
or divorce.

If your employee does not have an SSN, he or she should file
Form SS-5, Application for a Social Security Card, with the SSA.
This form is available at SSA offices or by calling 1-800-772—
1213. ltis also available from the SSA website at www.ssa.gov.

Other payee. If you make payments to someone who is not your
employee and you must report the payments on an information
return, get that person’s SSN. If you make reportable payments to
an organization, such as a corporation or partnership, you must
get its EIN.

To get the payee’s SSN or EIN, use Form W-9, Request for Tax-
payer ldentification Number and Certification. This form is avail-
able from IRS offices or by calling 1-800-829-3676. It is also
available from the IRS web-site at www.irs.gov.

CAUTION

If the payee does not provide you with an identification number,
you may have to withhold part of the payments as backup with-
holding. For information on backup withholding, see the Form W-9
instructions at www.irs.gov.

Identification Numbers—State

TRANSACTION PRIVILEGE AND WITHHOLDING NUMBER

A transaction privilege tax license and number must be issued for
each location at which business is conducted. Businesses with
multiple locations or business lines can opt to license and report
for each location separately or have a consolidated license (and
report aggregate sales).

The State of Arizona requires employers with employees to with-
hold state income taxes. Fortunately, both the TPT and withhold-
ing license can be done on one form called the Arizona Joint Tax
Application. The application is called “joint” because it is used by
both the Departments of Revenue and Economic Security and
allows you to apply for any of the listed licenses and registrations
on a single application. The application is available from the Ari-
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zona Department of Revenue website. The cost for each license/
location is $12. Tax rates vary by city and county.

Business Taxes and Information Returns

In the Getting Started SBDC Booklet you reviewed types of busi-
ness ownership and structure. The structure of business you oper-
ate determines what taxes you must pay and how you pay them.
The following are the general types of business taxes employers
must pay:

A summary of forms

® Income Tax : :: needed for each type of
e Self-Employment Tax structure is included at
® Employment Taxes the back of this booklet.
® Excise Tax

® Sales Tax

INCOME AND CORPORATE TAX

All business except partnerships must file an annual income tax re-
turn. Partnerships file an information return. The form you use de-
pends on how your business is organized. The federal income tax is
a pay-as-you-go tax. You must pay the tax as you earn or receive
income during the year. An employee usually has income tax with-
held from his or her pay. If you do not pay your tax through with-
holding, or do not pay enough tax that way, you might have to pay
estimated tax. If you are not required to make estimated tax pay-
ments, you may pay any tax due when you file your return.

Sole proprietors, partners, and S corporation shareholders.
You generally have to make estimated tax payments if you expect
to owe tax of $1,000 or more when you file your return. Use Form
1040-ES, Estimated Tax for individuals, to figure and pay your esti-
mated tax.

Sole proprietors report business income on the Arizona individual
income tax return. The starting point for an individual is the individ-
ual's federal adjusted gross income. The individual must complete
his or her federal return before beginning the Arizona return. Indi-
viduals whose Arizona gross income is $75,000 or more may be
required to make estimated income tax payments.
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Partnerships doing business in Arizona must file Arizona Form
165 to determine what partnership income is subject to Arizona
income tax. Each partner is subject to Arizona income tax on his

or her pro rata share of partnership income.

Corporations. You generally have to make estimated tax pay-
ments for your corporation if you expect it to owe tax of $500 or

more when you file its return. Use Form 1120-\W, Estimated Tax
for Comorations, to figure the estimated tax.

Corporate Income Tax for a taxable year is 6.968% of taxable
income or $50, whichever is greater. Estimated tax payments are
required if the taxpayer's Arizona income tax liability for the tax-
able yearis $1,000 or more. Electronic Funds Transfer (EFT) is
the required method of payment for corporate estimated tax pay-
ments if the taxpayer’s Arizona income tax liability for the pre-
ceding taxable year was $20,000 or more.

LLC’S: A separate legal entity but does not have its own tax
classification; therefore LLC's must choose how to be treated for
tax purposes. LLC’s can be treated as a sole proprietorship,
partnership or corporation for tax purposes through filing an elec-
tion form

SELF-EMPLOYMENT TAX

Self-employment tax (SE tax) is a social security and Medicare
tax primarily for individuals who work for themselves. Your pay-
ments of SE tax contribute to your coverage under the social
security system. Social security coverage provides you with re-
tirement benefits, disability benefits, survivor benefits, and hospi-
tal insurance (Medicare) benefits. You must pay SE tax and file
Schedule SE (Form 1040) if either of the following applies.

® Your net earnings from self-employment were $400 or
more.

® You had church employee income of $108.28 or more.

EMPLOYMENT TAX
When you have employees, you as the employer have certain
employment tax responsibilities that you must pay and forms you
must file. Employment taxes include the following:

e Social security and Medicare taxes
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® Federal income tax withholding
® Federal unemployment (FUTA) tax
e State income tax withholding

Federal Income, Social Security, and Medicare Taxes

You generally must withhold federal income tax from your em-
ployee's wages. To figure how much federal income tax to with-
hold from each wage payment, use the employee's Form W—4 and
the methods described in IRS Publication 15.

Social security and Medicare taxes pay for benefits that workers
and their families receive under the Federal Insurance Contribu-
tions Act (FICA). Social security tax pays for benefits under the
old-age, survivors, and disability insurance part of FICA. Medicare
tax pays for benefits under the hospital insurance part of FICA.
You withhold part of these taxes from your employee's wages and
you pay a matching amount yourself. To find out how much social
security and Medicare tax to withhold and to pay, see IRS Publica-
tion 15.

These taxes are on reported on Form 941, Empioyer's Quarterly
Federal Tax Return. (Farm employers use Form 943, Employer's
Annual Federal Tax Return for Agricultural Employees.)

Federal Unemployment (FUTA) Tax

The federal unemployment tax is part of the federal and state pro-
gram under the Federal Unemployment Tax Act (FUTA) that pays
unemployment compensation to workers who lose their jobs. You
report and pay FUTA tax separately from social security and Medi-
care taxes and withheld income tax. You pay FUTA tax only from
your own funds. Employees do not pay this tax or have it withheld
from their pay.

These taxes are reported on federal unemployment Form 940,
Employer's Annual Federal Unemployment (FUTA) Tax Retum.
Or, if you qualify, you can use the simpler Form 940-EZ instead.
See Publication 15 to find out if you can use this form
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PAYING FEDERAL EMPLOYMENT TAXES

You generally have to deposit employment taxes, certain excise
taxes, corporate income tax, and S corporation taxes before you
file your return.

Electronic deposit of taxes. Generally, taxpayers whose total
deposits of social security and Medicare taxes and withheld in-
come tax during previous years exceeded certain amounts are
required to deposit taxes through the Electronic Federal Tax Pay-
ment System (EFTPS). Any business that has a federal tax obliga-
tion and requests a new EIN will automatically be enrolled in
EFTPS. Through the mail, the business will receive an EFTPS PIN
package that contains instructions for activating its EFTPS enroll-
ment. If a business is not required to use EFTPS, it can make de-
posits with an authorized financial institution. These deposits must
be accompanied by a deposit coupon.

Taxpayers not required to make deposits by EFTPS may enroll in
the system, which will allow tax deposits without coupons, paper
checks, or visits to an authorized depositary.

Making deposits with coupons. Mail or deliver deposits with
completed deposit coupons to an authorized financial institution
Unless you make the deposits electronically, as discussed earlier.
Generally, a mailed deposit will be considered timely if the tax-
payer establishes that it was mailed in the United States at least 2
days before the due date. You may be charged a penalty for not
making deposits when due, unless you have reasonable cause.
Deposit coupons. Use Form 8109, Federal Tax Deposit Cou-
pon, to deposit taxes. On each coupon, you must show the deposit
amount, the type of tax, the period for which you are making a de-
posit, and your telephone number. Use a separate coupon for
each tax and period. You must include a coupon with each deposit
you make.

If you apply for a new EIN and have a federal tax obligation, you
will be mailed one deposit coupon. If you want to order a coupon
book, call 1-800-829-4933. You should receive the coupon book
within 4 to 6 weeks of ordering.

If you have a deposit due and there is not enough time to obtain a
coupon book, you can get a blank coupon (Form 8109-B) by call-
ing 1-800-829-4933.

If you have not received your EIN and must make a deposit, mail
your payment with an explanation to the Internal Revenue Service
Center where you file your return. Make your check or money or-
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der payable to the United States Treasury. On the payment, write
your name (exactly as shown on Form SS—4), your address, the
kind of tax, the period covered, and the date you applied for an
EIN. Do not use Form 8109-B in this situation.

STATE INCOME TAX WITHHOLDING

Withholding of Arizona income tax is required for businesses or
individuals who hire employees. There are a few exceptions to this
requirement. Businesses considering the use of “contract” workers
are cautioned to consult with their tax professional for advice. Use
the Arizona Joint Tax Application for your withholding registration
number and your unemployment insurance registration (there are
no registration fees).

Withholding percentages are a minimum of 10% of the amount of
federal income tax withheld for employees whose annual
compensation (wages, salary, bonuses) is less than $15,000, and
18.2% of the amount of federal income tax withheld for employees
whose annual compensation is $15,000 or more. Employees may
elect a higher percentage of Arizona withholding (18.2%, 21.3%,
23.3%, 29.4%, or 34.4%). Employees elect the applicable percent-
age of Arizona withholding on Form A-4, Employees Withholding
Allowance Certificate.

PAYING ARIZONA WITHHOLDING TAXES

Due dates for the quarterly returns (Form A1-QRT) are April 30,
July 31, October 31, and January 31 for the preceding calendar
quarter. Payments are due at the same time as the quarterly re-
turn if the average amount of Arizona income taxes withheld in the
preceding four calendar quarters does not exceed $1,500. Ifthe
average amount of Arizona income taxes withheld in the preceding
four calendar quarters exceeds $1,500, the withholding payments
are due at the same time as the employer’s federal withholding
deposits. The employer must determine its Arizona withholding
payment schedule for each calendar quarter by calculating the
average amount of Arizona income taxes withheld in the four pre-
ceding calendar quarters.

Annual withholding may be allowed if the amount collected and
payable by the employer in each of the preceding calendar
quarters did not exceed an average of $200. Electronic Funds
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Transfer (EFT) is the required method of payment for withholding if
the employer’s average quarterly withholding liability for the pre-
ceding calendar year was $20,000 or more.

The annual reconciliation (Form A-1R) is due February 28 of the
year following the calendar year for which Arizona withholding
payments were made. The completed form is submitted with the
state copy of Forms W-2.

INFORMATION RETURNS

If you make or receive payments in your business, you may have
to report them to the IRS on information returns. The IRS com-
pares the payments shown on the information returns with each
person's income tax return to see if the payments were included in
income. You must give a copy of each information return you are
required to file to the recipient or payer. In addition to the forms
described below, you may have to use other returns to report cer-
tain kinds of payments or transactions.

Form 1099-MISC. Use Form 1098-MISC, Misceilaneous In-
come, to report certain payments you make in your trade or busi-
ness. These payments include the following items.

® Payments of $600 or more for services performed for your
business by people not treated as your employees, such as
subcontractors, attorneys, accountants, or directors.
® Rent payments of $600 or more, other than rents paid to real
estate agents.
® Prizes and awards of $600 or more that are not for senvices,
such as winnings on TV or radio shows.
® Royalty payments of $10 or more.
® Payments to certain crew members by operators of fishing
boats.
You also use Form 1099-MISC to report your sales of $5,000 or
more of consumer goods to a person for resale anywhere other
than in a permanent retail establishment.

Form W-2. & A1—R. You must file Form W-2 Federal and A1-R
State: Wage and Tax Statement, to report payments to your em-
ployees, such as wages, tips, and other compensation, withheld

income, social security, and Medicare taxes, and advance earned
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income credit payments.

Form 8300. You must file Form 8300, Report of Cash Payments
Over $10,000 Received in a Trade or Business, if you receive
more than $10,000 in cash in one transaction or two or more re-
lated business transactions. Cash includes U.S. and foreign coin
and currency. It also includes certain monetary instruments such
as cashier's and traveler's checks and money orders.

STATE SALES AND USE TAXES (TPT)

We all hear the term “sales tax” which implies a tax charged on the
sale of goods. However, sales tax is actually one of several types
of tax categorized as Transaction Privilege Tax (TPT). TPT are
actually taxes imposed on the seller for doing business in the
state, (although the tax is usually passed on to the customer).
Various business activities are subject to transaction privilege tax
and must be licensed, including retail sales, restaurants/bars, ho-
tel/ motel (transient lodging), commercial leasing, amusements,
personal property rentals, contracting, owner/builders, severance
(mining, timbering), transportation, printing, publishing, utilities,
communications, airfrailroad, and private cars/pipelines. The rate
of tax charged depends upon the county, city and type of busi-
ness.

The basic TPT rate is determined by the location of the business
and the type of business activity. Added to the basic rate are spe-
cialized tax rates discussed below.

City Privilege Tax
If your business is located within an incorporated city or town, a

city privilege tax will be levied in addition to the basic tax. The city
tax is generally imposed along with the basic at the state level and
paid at the same time, on the same form. However, there are
some cities which levy their own city transaction privilege taxes.
These cities are called Non-Program Cities and taxes are paid
directly to the city offices. When you get a business license at your
local city office, ask them about any city tax obligations.

At the time of this publication, ail of Navajo and Apache county are
program cities, meaning you pay ail your TPT's at the state level.
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Excise Tax

Another specialized tax is the excise tax. Excise taxes usually
have one of two goals: to raise revenue or to alter a behavior.
The most common business activities that require excise tax are
motor vehicle highway use tax (large equipment), fuel tax, tires
and tube tax, recreation equipment, firearms, air transportation,
telephone, wagering, coal mining, alcohol, tobacco, vaccines,
and environmental.

Use Tax

Use tax is a companion tax to the transaction privilege tax. Busi-
nesses (or individuals) making out-of-state purchases for their
own use — not for resale — on which no sales tax is paid, are re-
quired to pay the use tax. Therefore, businesses planning to use,
store, or consume goods brought into Arizona on a regular basis
must register for use tax using the Arizona Joint Tax Application.
Out-of-state vendors conducting business in the state or making
direct sales into Arizona are also required to be registered and to
collect and report the tax. Payment and reporting requirements
are the same as for transaction privilege tax. The Arizona State,
County, and City Transaction Privilege and Other Tax Rate Ta-
bles identify the use tax rates for the state and cities.

Transaction privilege tax and use tax are complementary
taxes; only one of these taxes can be applied to a given
transaction.

Luxury Tax

A luxury tax is an additional tax charged on products not consid-
ered essential. Some luxury taxes include liquor, tobacco and
cigarettes.

Other specialized taxes include: Bingo Tax, Waste Tire Disposal
Fee, Hotel and Transient Lodging Tax. Taxable activity occur-
ring on an Indian Reservation must be reported separately.
Tribal region codes should be used in place of county codes for
all business activity occurring on an Arizona Indian Reservation.
Activity will continue to be reported by TPT class.

TPT TAX EXEMPTIONS

Some sales are exempt from Transaction Privilege Tax. To
common exemptions are:
Sales for resale (wholesale) are exempt. The burden of
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proving that a sale was for resale is on the seller. However, if the
seller has a valid Transaction Privilege Tax Exemption Certificate
(Form 5000) or an Exemption Resale Certificate (Form 5000A)
on file that was completed by the purchaser, the burden of proof
shall shift to the purchaser. Please contact the Department of
Revenue to obtain copies of the form.

Subcontracting income is not subject to transaction privi-
lege tax if the subcontractor can demonstrate that the job was
within the control of a prime contractor and that the prime con-
tractor is liable for the tax on the job. If the subcontractor is given
a Transaction Privilege Tax Prime Contractor's Certificate (Form
5005) that has been completed by the prime contractor, the sub-
contractor is relieved of the burden of proof. Please contact the
Department of Revenue to obtain copies of the form.

PERSONAL PROPERTY AND REAL PROPERTY TAX

This tax is reported to your local county assessor’s office. Busi-
nesses must list all personal property (other than motor vehicles)
used in the business. These taxes are paid to the Navajo or
Apache County Assessor. As a percentage of revenues these
taxes can be less significant, however, with some industries they
can be very significant. For example, the agriculture industry
has larger amounts of real estate, and have historically paid per-
sonal property tax on their livestock also. The County Assessor
will get your name and address from the Arizona Department of
Revenue if you file for a resale number, and send you a state-
ment at year end automatically. This will need to be returned by
March 31 of the next year with your fixed assets shown at cost

Other State Requirements

Unemployment Insurance

Employers are required to register with the Department of Economic
Security. Employers use the Arizona Joint Tax Application for both the
withholding identification number and registration for unemployment
insurance. For unemployment tax rates and other information, please
contact the Department of Economic Security.
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Worker’s Compensation Insurance

Worker's Compensation Insurance is mandatory under state law.
You can get quotes from many insurance carriers, SCF is a major
supplier of Worker's Compensation Insurance in Arizona.

Forms Needed for Hiring Employees

Hired employees should fill out Form -9 , Form WW—4 and Form A-
4. If your employees qualify for and want to receive advanced
earned income credit payments, they must give you a completed
Form W-5.

Form I-9. You must verify that each new employee is legally eli-
gible to work in the United States. Both you and the employee
must complete the U.S. Citizenship and Immigration Services
(USCIS) Form |-9, Employment Eligibility Verification. You can get
the form from USCIS offices or from the USCIS website at
http:ffuscis.gov. Call the USCIS at 1-800-375-5283 for more
information about your responsibilities.

Form W—4. Each employee must fill out Form WW—4, Employee's
Withhoiding Allowance Certificate. You will use the filing status
and withholding allowances shown on this form to figure the
amount of income tax to withhold from your employee's wages.

In certain circumstances, you may be required to send a copy of
an employee's Form W—4 to the IRS. If you have an employee
who submits a Form WW—4 claiming more than 10 withholding al-
lowances, or claiming an exemption from withholding when the
employee's wages are normally more that $200 a week, see Publi-
cation 15.

Form W=5. An eligible employee who has a qualifying child is
entitled to receive advance earned income credit (EIC) payments
with his or her pay during the year. To get these payments, the
employee must give you a properly completed Form W-5, Earned
Income Credit Advance Payment Certificate. You are required to
make advance EIC payments to employees who give you a com-
pleted and signed Form W-5. For more information, see Publica-
tion 15.

Form W-2 Wage Reporting: After the calendar year is over, you
must furnish copies of Form W-2, Wage and Tax Statement, to
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Form A4. Each employee must fill out Form A—4, Empioyee's
State Withhoiding Allowance Certificate. You will use the filing
status and withholding allowances shown on this form to figure the
amount of income tax to withhold from your employee's wages.
Arizona withholding is a percentage of the Federal tax withheld.

Business Tax Deductions

You can deduct business expenses on your income tax return.
These are the current operating costs of running your business. To
be deductible, a business expense must be both ordinary and nec-
essary. An ordinary expense is one that is common and accepted
in your field of business, trade, or profession. A necessary ex-
pense is one that is helpful and appropriate for your business,
trade, or profession. Some deductible expenses are:

Business Start Up Costs

These are costs you incur before you start up your business.

You usually recover costs for a particular asset (such as machin-
ery or office equipment) through depreciation (discussed

next). Other, intangible qualifying start-up costs (such as trade-
marks and goodwill) can be recovered through amortization. This
means you deduct them in equal amounts over a period of 60
months or more. If do not choose to amortize these start-up costs,
you generally cannot recover them until you sell the business or
otherwise go out of business.

Depreciation

If property you acquire for your business has a useful life of be-
yond a year, you generally cannot deduct the entire cost as a busi-
ness expense in the year it is acquired. You must spread the cost
over more than one tax year and deduct part of it each year. This
is called depreciation. Consult an accountant on the depreciation
allowance allowed each year for certain items.

Home Based Businesses

You may be able to deduct the expenses for the part of the home
you use for business. The use of your home must meet very spe-
cific requirements in order to qualify for these deductions. For ex-
ample, the space you use for business must be for the exclusive
and regular use of your business. It also must be your principal
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place of business or where you meet to deal with customers in the
normal course of your business, or a separate structure you use in
connection with your trade or business.

For schedule C use Form 8829, for Schedule F use Publication
587 worksheet.

Car and Truck Expenses

If you use a car or truck in your business you can generally deduct
the costs of operating and maintaining the vehicle. The deduction
can be either actual expenses or the standard mileage rate. If you
use your car for personal purposes, you must divide your ex-
penses between business and personal use based on the mileage
driven for each. See the IRS website for more information on
mileage and expense deductions.

Tax Years and Accounting Methods

Annual Accounting Periods

You will file your income tax returns based on an annual account-
ing period called a tax year. Atax year is 12 consecutive months.
It can be a calendar tax year (January 1—December 31) or a fiscal
tax year (any other 12 consecutive months). If you file your taxes
with your personal income tax returns (sole proprietorships) you
must have the same accounting period. Once you have chosen a
tax year, you will be sticking with it. To change a tax year, you
must get IRS approval on Form 1128.

Accounting Methods

An accounting method is a set of rules used to determine when
and how income and expenses are reported. You choose an ac-
counting method when you file your first return. There are two
types of methods:

Cash Method: You show income at the time you receive the cash
and you show an expense at the time you pay for it. This is an
easy system and can be run off your checkbook. However, it
makes it difficult to compare one period to another because you
could purchase three months worth of inventory in January and
show a large expense but not show income. You might also be
recording income but not pay your credit cards or accounts pay-
able and show an inaccurate net income. Unpaid taxes are often
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hidden in a cash based system.

Accrual Method: You report income when you EARN it, even
though payment may not be received. You report expenses when
you INCUR them, even if you haven't paid for them yet. This allows
for an accurate look at net income and a truer picture of comparing
period to period. This system is more complex and requires some
expertise. It is more time consuming. Companies with large capital
assets and inventory holdings will want to use the accrual method.
of accounting to account for inventory. Once you elect an accounting
method you generally stick with it. A change in accounting method
requires IRS approval and changes the treatment of all material
goods in the company. Talk to a tax advisor before making changes.

Recordkeeping

Everyone in business must keep records. Keeping good records will
help you:
v" Monitor the progress of your business
v" Prepare your financial statements
Cash flow Statement
Income Statement
Balance Sheets
v Identify the source of receipts
Business vs. non-business
Taxable vs. non-taxable
Keep track of deductible expenses
Prepare tax returns
Support items reported on tax returns

ENENEN

Poor recordkeeping can cause a business a huge amount of problems
and may result in audits, penalties and event the termination of your
business. Equally as important as meeting the requirements of the
tax man is having useful information to help you manage your busi-
ness. Without the ability to analyze financial information, you will be
operating your business in the dark. Overtime you will learn to read
your financial reports and at a glance you will be able to determine
how the business is doing and where to make corrections.

KISS: Keep It Simple, Silly!
Simplicity is the key to small business accounting. You can choose to
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use an accounting software program or hire a bookkeeper/
accountant or simply keep hand written records. Whichever ave-
nue you choose, you will want to do what is most compatible with
your skill level, time availability and complexity of your business.
For most small businesses, hand-written records are perfectly fine.

Hiring an Accountant

Understanding how your business ticks is one of the keys to suc-
cess. We suggest you set-up a hands-on system and maintain
most of your general records throughout the year. However, there
are some tasks that are better left to accounting professionals.
Most small business owners will not be able to keep up with tax
code changes, complicated business tax returns and more difficult
records such as payroll and depreciation. These tasks can be
handled more efficiently and accurately by a professional account-
ant. If daily recordkeeping is not your cup of tea, its better to ac-
knowledge that now and hire a bookkeeper. The most important
thing is well maintained records. A bookkeeper can take your
monthly records and keep a system for you. This person can gen-
erate monthly financial statements that you should review to un-
derstand the health of your business. If you choose and account-
ant andfor bookkeeper, make sure you stay involved!

Accounting Software

There are many computer programs on the market to help you
automate your accounting procedures. Using accounting software
can make bookkeeping more simple or more difficult, depending
on the situation. You must have a good working knowledge of
bookkeeping and computers before considering an accounting
package. If you feel comfortable learning a software program, it
can make developing financial statements much easier and help
with posting and balancing errors. You should analyze what you
do on the computer to make sure it will really save you time and
be convenient to your situation. However, there are some draw-
backs to using accounting programs.  For instance, many busi-
ness owners find it advantageous to have a checkbook that they
can have on their desk or take with them to record transactions on
the go. To computerize this function may involve more effort in
posting transactions from a check record to the computer. An-
other example might be keeping a record of accounts receivable.
There are many good software programs that will do a great job
using the computer, but having a folder on your desk with copies
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of outstanding invoices may be all that's required.

If you do decide to use accounting software enlist your account-
ant's opinion. Your accountant may want you to use a program
that is compatible with the system he or she uses. If you have em-
ployees, look for accounting software that permits the use of pass-
words to control access to all or some of your accounting transac-
tions. In order to prevent irregularities by your employees or oth-
ers, it's wise to restrict access to your accounting records. Get
help setting up the program. It is difficult to make changes down
the road.

Keep Separate Records

Keeping your personal and business expenses separate is im-
perative. The recordkeeping process becomes very complicated
and the paper trail becomes confusing when you use business
funds for personal expenses and vice versa. The best way to
keep records separate is to open a business checking account to
be used exclusively for business purposes.

Open a Business Checking Account

Before you choose where to open your business checking ac-

count, think about your future plans:

v Will you need a bank loan in the future? Establish a relation-
ship with a bank now to help with debt equity down the road.

v Is the bank stable? Be sure your funds are insured.

v What kind of perks are available? Can you get checks printed
for free? Is there an overdraw protection service? Can you
get night time deposit service? Will they require a monthly
charge? Can you get hard copies of your cancelled checks?

Most banks will require you to provide your DBA statement. A
DBA statement will be your fictitious name statement filed with the
county, or your trade name filed with the Secretary of State, or if
you filed a corporation or LLC, you will need your articles of incor-
poration. This paperwork allows the bank to deposit funds and
cash checks under the registered company name.

The checkbook will be your basic source for recording business
expenses and daily receipts. Try to identify the source of deposits
as business income, personal funds or loans. Keep copies of all
deposit slips. If possible, make all payments by check to docu-
ment expenses. Avoid writing any checks payable to yourself or to
cash. If you must, be sure to have a supporting receipt. Be sure
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Keep Supporting Documents

Purchases, sales, payroll, and other transactions you have in your
business will generate supporting documents such as invoices and
receipts. Supporting documents include sales slips, paid bills, in-
voices, receipts, deposit slips, and canceled checks. These docu-
ments contain the information you need to record in your books. It
is important to keep these documents because they support the
entries in your books and on your tax return. You should keep
them in an orderly fashion and in a safe place. For instance, or-
ganize them by year and type of income or expense. Generally all
documents should be kept for three years, however some need to
be kept longer. The following are some of the types of records you
should keep:

Gross receipts are the income you receive from your
business. You should keep supporting documents that show the
amounts and sources of your gross receipts. Documents for gross
receipts include the following:

eCash register tapes
eBank deposit slips
®Receipt books
elnvoices

oCredit card charge slips
eForms 1099-MISC

Purchases are the items you buy and resell to customers.

If you are a manufacturer or producer, this includes the cost of all
raw materials or parts purchased for manufacture into finished
products. Your supporting documents should show the amount
paid and that the amount was for purchases. Documents for pur-
chases include the following:

eCanceled checks

eCash register tape receipts

oCredit card sales slips

eInvoices

Expenses are the costs you incur (other than purchases)
to carry on your business. Your supporting documents should
show the amount paid and that the amount was for a business
expense. Documents for expenses include the following:

eCanceled checks
eCash register tapes
eAccount statements
oCredit card sales slips
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elnvoices
®Petty cash slips for small cash payments

Travel, Transportation, Entertainment, and Gift Ex-
penses If you deduct travel, entertainment, gift or transportation
expenses, you must be able to prove (substantiate) certain ele-
ments of expenses.

Assets are the property, such as machinery and furniture,
that you own and use in your business. You must keep records to
verify certain information about your business assets. You need
records to compute the annual depreciation and the gain or loss
when you sell the assets.

Employment Records There are specific employment
tax records you must keep. Keep all records of employment for at
least four years. Keep all employment applications and file notes.

What to do Now

You should open a business checking account as soon as possi-
ble. Start keeping all records separate from your personal ex-
penses. Keep track of all your costs in starting up your business.
Keep a journal of your daily activities, where you go, who you see,
what you spend. Keep track of business classes you take, mile-
age you drive, supplies you purchase and costs of licenses and
registrations. Most start up costs can be amortized over five years
once your business starts. Keep all your supporting documents.

RECORDKEEPING JOURNALS

The purpose of general accounting records are to record every
transaction and then develop financial reports and tax reports.
You should not set up more records than you need. To do more is
a waste of time and can complicate your recordkeeping. For ex-
ample, if you are a cash based business, you don't need to keep
an accounts receivable journal.

Financial statements are derived from recordkeeping. Financial
statements will be discussed in a separate booklet called
“Understanding Financial Statements.” In this booklet, we will dis-
cuss the general records most businesses should keep. You may
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need all or part of these depending on your business. There may
be records you need that are not discussed here. Ask your ac-
countant..

Note: Whatever system you use, consider the following:

v You can keep any kind of recordkeeping system that suits
you, but it must clearly indicate your income.

v If you have more than one business, keep completely sepa-
rate books for each business.

v An accrual or cash method of accounting will affect the type of
records you keep.

v Keep a summary journal of all transactions, commonly called
an accounting journal or ledger.

v You must show your gross income and deduction and credits.
v Keep supporting documents. All transactions in your company
are generated from some sort of document (check, invoice,
charge slip, register tapes, receipt books, petty cash slips,

etc.) Keep all these documents.

General Journal—Ledger

The general journal is the core of your company’s financial re-
cords. Every transaction in your business will flow through the
general journal and this will be a permanent record of all transac-
tions since day one of the life of your company. You will have sub-
sidiary journals and all transactions entered on the sub-journals
will be posted to your general journal. There may be some capital
financial transactions that will not be a part of the operational sub-
journals and will go directly to the general journal.

Income and Expense Sub-~Journals

There are different ways to keep track of income and expense.
Some people prefer to keep all income and expenses on one jour-
nal called an Income and Expense Journal. If you keep your
checkbook in good order, you can often use your checkbook regis-
ter as your Income and Expense Journal. This eliminates the
need for a separate recording of checks and posting to a journal.
The more steps you can save in accounting the better. At the
end of each month the columns are totaled and transferred to that
month’s profit and loss statement.
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Many business owners find it easier to keep separate income and
expense records. This can be done through a series of individual
journals:

v Cash Receipts Journal—for income

v Cash Disbursements Journal—for expenses

v" Payroll Disbursements Journal— to properly track

employee withholding and taxes

v Petty Cash Journal—to keep track of cash expenses
For small businesses that deal with daily transactions, this might be
the best choice.

Daily Summary of Cash Receipts

This is a summary of all the cash on hand in the business at the end
of the day. Petty cash should be held and accounted for separately.
Each daily summary of cash receipts is transferred to the monthly
cash receipts journal. Here the sales tax is deducted from the gross

1. Daily Summary of Cash Receipts
Date
CashSaleS 4uvenvanvoanannanen
SARSIUBX  wii. s ¥ eteimin d walieinle & 5
TOTAL RECEIPTS
Cash on hand
Cash in register
Coins . -
Bils  ...... 13300
CheckS o o e o0 s 34 _+
TOTAL CASH IN REGISTER, , , ,,,, [ 26780
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income. Because sales tax is not earned but simply collected and
turned over to the state, this can not be included as daily sales nor
taken as a deduction.

Monthly Summary of Cash Receipts Journal

Sales Daily Re-
Day |Net Sales| Tax ceipts Deposit
3 263.6| 4.2] 267 8]
4 212] 3.39 215.39]
5 194 4 31 197.5| 680.69
6 2224 3.54 225.94]
7 231.15] 3.68 234.83]
8 137.5) 2.13] 139.63 600.4|
10 187.9 2.99 190.89
11 207 .56 3.31 210.87| 401.76
12 128.95| 2.05 131
13 231 4f 3.77 235.17]
14 201.28] 3.21 204 49|
15 88.01 1.4] 8941 660.07
17 210.95] 3.36) 214.31
18 221 8] 3.53 225.33| 439.64
19 225.15] 3.59 228.74]
20 221.93] 3.52 225 45|
21 133.53 2.13] 135.66| 589.85
22 130.84f 2.08 132.92f
24 216.37] 345 219.82| 352.74
25 220.05] 3.5 223.55]
26 197.8 3.15 200.95]
27 27249 4.34] 276.83| 701.33
28 150.64f 24 153.04f
29 224.05] 3.56) 227 61
31 133.3) 2.13] 13543 516.08
[TOTALS| 4,865.05) 77.51 4,942 56| 4,942.56)
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Disbursement Journal

All funds going out of the company (expenses) are written in this
journal. You should keep individual employee compensation re-
cords (show on the following pages). The check numbers are
listed. Frequent expenses have their own column headings and
less frequent expenses are under the general account heading.
This can be your check register.

Petty Cash Journal

Petty cash refers to all the purchases made with cash or personal
checks when it is not convenient to pay with a business check.
These transactions are recorded in a separate journal and paid by
periodically writing a business check that is recorded as an ex-
pense in the Cash Disbursement Journal and a deposit in the
Petty Cash Record. You then use your petty cash to make pur-
chases, and replace the cash used with a receipt for the expense.
At month end you can do a recap and post all expenses to their

NORTHLAND PIONEER COLLEGE ~ SMALL BUSINESS DEVELOPMENT CENTER

proper categories, taking them from petty cash. A word of caution:
the IRS frowns on the use of cash receipts for paying expenses,
and a petty cash fund should be used sparingly for small pur-
chases only. Most businesses will accept checks for payment,
which is preferable to IRS and gives you a record with your check
copy.

Inventory Records

These are records that keep track of all products purchased or
manufactured for resale. The IRS requires a beginning and end-
ing inventory for each taxable year for most businesses that would
normally maintain an inventory. Inventory control is a major factor
contributing toward business success, or failure. Internal use of
these records can greatly enhance your profits. Inventory can be
complex. You may need to consider a computerized system if you
hold large quantities or lines of inventory.

Purchase
Date Stock # |Description [Purch Price |Date Sold [Buyer

Expense
Paid To: Date  [Account |Deposit [Amount Balance
Balance Forward:[1/106 $ 50.00
lAce Hardware 15-Jan[Materials $ (15.00)|$ 35.00
US Post Office 16-Jan|Postage $ (2.00)|$33.00
Check #21 21-Jan| $17.00 $ 50.00
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6. Depreciation Worksheet
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Fixed Asset Log/Depreciation Worksheet

This is a list of all assets (tangible and intangible) that will have to
be capitalized (or depreciated over a specified number of years).
They are items purchased for use in your business (not resale),
usually at a cost of $100 or more and not debited to an expense
account. They are depreciated over a period determined by tax
regulations. Examples would be as follows: vehicles, office equip-
ment, production equipment, buildings, etc

Accounts Receivable

This record is used to keep track of debts owed to you by your
customers as a result of the sale of products or the rendering of
services. Each client with an open account should have a sepa-
rate page or journal with account information and a listing of in-
voices, payments, and balance owing. Statements of balances
due are sent to your account holders at the close of each month.
When a customer pays an invoice, you will credit their accounts
receivable balance and the payment will be posted to your in-
come journal. In accrual basis, the income is recorded at the
time of the sale, so the payment is recorded to the cash received
at the time of payment.

Accounts Payable

You might make several purchases on a credit card and have
one check written to the credit card company. The amount owed
is kept in an accounts payable journal. When you pay the bill you
will decrease the accounts payable journal and show the check
written in the cash disbursement journal. Be sure to identify each
expense in the proper category of the cash disbursement journal.

Mileage, Entertainment & Travel Records

These are the records used to keep track of auto and transporta-
tion expenses, meals and entertainment of clients and travel out
of your local area. Due to past abuse in these areas, the IRS
requires careful documentation as proof that deductions claimed
are in fact business related expenses. We strongly recommend
you organize a travel log, trip records and entertainment records
so they can be carried with you. It is much easier to keep track of
them at the time they occur than to try to remember them and find
receipts after the fact. In addition, keep all your receipts.
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Payroll Records

The IRS has strict regulations regarding withholding and payroll
taxes and their reporting. Payroll records are not easy to keep,
even with a payroll software program. Leave these records to a
trained tax expert. You will be informed what checks to write and
these wiill be recorded in the Cash Disbursements Journal. The
accounting professional will do all the tax reporting for you. If you
choose to do your own payroll a sample record is included.
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Bank Reconciliation Records

Your checkbook is not only the means to pay your bills. It also serves
as a record of who was paid, how much was paid, and what was pur-
chased. Deposits are recorded and a balance of cash available is al-
ways at your fingertips. Always reconcile your checkbook with your
monthly bank statement and record any service charges, check pur-
chases and interest earned. Try always to reconcile to the penny.

7. Bank Reconciliation as of

Date January

Closing balance shown on bank statement , . 1.458.12

Add deposits not credited:

TOTAL DEPOSITS NOT CREDITED ,

Subtotal

Subtract outstanding checks:

No.

TOTAL OUTSTANDING CHECKS . . . .

Adjusted balance per bank statement
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Don't Throw Them Away

You must keep your records as long as they may be needed for
the administration of any provision of the Internal Revenue Code.
Generally, this means you must keep records that support an item
of income or deduction on a return until the period of limitations for
that return runs out. The period of limitations is the period of time
in which you can amend your return to claim a credit or refund, or
the IRS can assess additional tax. The table below contains the
periods of limitations that apply to income tax returns. Unless oth-
erwise stated, the years refer to the period after the return was
filed. Returns filed before the due date are treated as filed on the
due date. Keep copies of your filed tax returns. They help in pre-
paring future tax returns and making computations if you file an
amended return.

Then the period is:
If You:

lOwe additional tax and situations (2), (3), (3 years
land (4), below, do not apply to you 3 years|

Do not report income that you should re- |6 years
port and it is more than 25% of the gross

File a fraudulent return No Limit

Do not file a return No Limit

3 years or 2 years
after tax was paid
File a claim for credit or refund after you
[filed your return

[Your claim is due to a bad deduction 7 years

[Your claim is due to a loss from worthless|7 years
securities

Most supporting documents can be kept three years. Employee
records should be kept three years after the employment period.
Keep all journals and ledgers three years after the business
closes. Keep bank statements for six years. Keep permanent
records of tax returns, financial statements, contracts, corporate
stock records and real estate records.
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Recording Keeping Top Ten Do’s and Don’ts

TOP TEN DO'S

1.Learn basic accounting before you go into business. Go to
school if necessary.

2.Consult and retain an accountant familiar with your industry
before you start.

3.Determine what accounting software program works best for
your business.

4.1n the beginning, do your own bookkeeping to gain knowledge
of your accounting.

5.Set up inventory policy and internal controls including safe-
guards against dishonesty.

6.Reconcile your bank account at least once a month when your
bank statement is received.

7 .Maintain and update your cash flow control spreadsheet
monthly.

8.Plan to outsource your payroll and payroll reporting to a payroll
service provider.

9.Prepare financial statements at least monthly.

10.Keep your business records separate from your personal re-
cords.

TOP TEN DON'TS

1.Do not delegate the authority to sign checks to anyone.

2.Don't use money withheld for payroll taxes or sales taxes for
other purposes.

3.Do not commingle personal assets with your business assets.

4.Do not delegate cash flow projections-your lifeline to liquidity.

5.Don't be optimistic in sales projections or conservative in ex-
pense projections.

6.Do not rely on verbal agreements on any important matter in-
cluding purchases.

7.Do not pay an invoice without matching it to your purchase or-
der.

8.Do not delegate your relationship with your lending sources.

9.Do not wait to establish credit sources until you have a need for
financing-start now.

10.Don't overlook seeking advice from your accountant and law-
yer on important financial matters.
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Financial Reports

Financial statements are developed from the general records. These
statements are used to provide information for preparing tax returns. It
will also help you see the financial condition of your business and iden-
tify its relative strengths and weaknesses. A detailed look at financial
statements and how to use them can be seen in the “Understanding
Financial Statements” booklet. Here is a brief description of the key
financial statements derived from your recordkeeping.

The Balance sheet

The balance sheet is a "point in time" statement. Think of it as a snap-
shot. Itis a listing of all of your assets as well as your liabilities and the
difference between these two numbers is your equity in your business.
You will see in the example that the balance sheet is divided into two
major sections. The first section is "Assets.” The second section is
“Liabilities and Owner's Equity."The general order of a balance sheet is

to go from the most liquid to the | Assets
least liquid. In other words, un- | ® Cument Assets:

der "assets", you see the head- Cash $5,000
Py " fe" and the first| ~ Receivables 2,000
ing "current assets" an Jnventorios o

item is cash, because cash is

21 Tatal Current Assets 19,000

the most liquid of your assets. ——

After cash are receivables, rep- | ® Propeny and equipment (cost)

resenting money owed you Fixtures and cquipment 12,000
- Truck and car 8,000

from customers. When you re-
ceive the money, the receivable
turns into cash. Next in assets
are "inventories." Since inven-
tory is not as liquid as either
cash or receivables, this falls
below them on your balance
sheet. Following current assets
are property and equipment
that are typically carried at cost.
You will also notice
“depreciation” on a balance
sheet prepared by an account-

= Less acum. Depreciation
Total Property and cquipment
® Total Assets

Liabilities and Owners Equity
®  Current Liabilitics:
= Accounts Payable

~ Accrued L
Debt due within

Total Current Liabilities

Ceid Owners Equi
ant. Deprecla?lon isa non-cash ~ Current E:
expense and is nothing more or
less than an attempt to record Total Equity
that these assets go down in @ Total Liabilities and Owners Equity

value over time.

2.000)

$3,000
4,000

4,000

11,000
2,000
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One reason this particular financial statement is called a "balance
sheet" is that assets always equal your liabilities and owner's eq-
uity. This is called double-entry bookkeeping, and is the type done
in nearly every business. The reason double-entry bookkeeping is
the accounting gold standard is that it serves as a check to make
sure a transaction has been properly recorded. For example, let's
say the first thing you buy is a desk. You have an asset of office
equipment. If you paid cash, you don't owe any liabilities so your
interest in that desk is called your equity (on the other side of the
ledger).

Similarly, other transactions will give rise to an increase in assets
andfor an increase in liabilities or equity. For example, looking at
our balance sheet example under current liabilities (again, from
most liquid to least liquid) your account payables are the first item
listed. After that there are items called "accrued liabilities," which
usually refers to payroll taxes and sales taxes that may not be due
for another month or two.

Also under current liabilities is debt that is due within a year. So,
the current 12 months of payments for equipment would be shown
as a current liability. Following that we have long-term debt, which
are items that are due after the current year.

Following total liabilities is the section called "owner's equity”
which is the owner's interest in the business. If we take all the as-
sets of the business, $37,000, and subtract the total liabilities,
$18,000, there is a difference of $19,000. Of this $19,000 amount,
$13,000 is from past income and $6,000 is from income earned
during the current accounting period, thereby balancing out
$37,000 for both assets and liabilities and owner's equity.

When bankers look at a financial statement, they are interested in
various financial ratios. Ratios help indicate the financial strength
of a business and how the business can handle payback of loans.
For example, current ratio is current assets divided by current li-
abilities. If your current assets are less than your current liabilities,
a red flag will go up because it would indicate a risk of insolvency
during the present year. Various industries will have different lev-
els of ratios. You can track your ratios with others in your industry
to see how your business compares. Your banker will probably be
most interested in your owner's equity.
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The Income Statement (Also called the "Profit and Loss" State-
ment)

The income statement, unlike the balance sheet, covers a period of
time, usually monthly or quarterly. Usually year-to-date figures are
also presented to show how the business is doing during the cur-
rent accounting year. In the example shown here, the financial
statement covers a six-month period and shows the activity for the
current month as well as the year-to-date total of the prior five
months plus the current month, for a total of six months.

The income statement and the balance sheet tie together. Look

back on the bal- Month  Y'TD (6 mo.)
ance:sheet and S S10,000 560,000

you'll see current - %
earnings of $6,000.|® Expenses:
The income state-

g - Purchases 3,000 17,000
;”:r:]‘;sshg‘gg;h's - Wages 2,500 14,000
il Rent 1,000 6,000
which wasithe - Insurance 200 1200

profit for the last six|

y - 500 2,000
months. = 600 3,600
Your income state- 3,
com 500 3,000
ment will disclose - 500 3,000
valuable informa- 200 1200
tion. You will see a = 500 3,000

section for sales as
wellas abreak-  |& Total Expenses 9,500 54,000
down of all your
expenses, leading |= Profit (also called

down to the net Earnings or net Income) $500 $6,000

profit for the period.
The more current your financial statement, the greater will be its
value. If you see a bad trend developing, you can take action at
once.

Cash Flow Control

Cash fuel drives you in business just as jet fuel keeps a plane aloft.
A pilot is very careful to accurately predict his fuel requirements.
You should place the same importance on cash flow control be-
cause if at any point in the future you run out of fuel, like the pilot,
you've got a BIG problem.
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Cash flow control is a simple method of projecting your future
needs for cash. It is an income statement covering future periods of
time that has been changed to show only cash: cash coming in and
cash going out and what your balance of cash is at the end of des-
ignated periods of time. This is a great tool because you can pre-
dict your future needs for cash before the needs arise.

In cash flow control, for each of a number of intervals of time, you
make conservative estimates for your future sources of cash (IN)
and future expenditures (OUT). Use low, conservative figures for IN
items and use high estimates for OUT items. For the initial period,
say a month, you start with the cash you now have. To this you add
IN items and subtract the OUT items, which results in the cash at
end of the month. The cash at the end of month becomes the start-
ing cash for the next month.

The attached cash flow control spreadsheet shows that ending
cash for this first period becomes the starting cash for the second
period. The ending cash for the second period becomes the start-
ing cash for the third period, and so on. Your projection should be
made for an upcoming 12-month period. The projection will be a
useful tool for you to arrange financing before it is required by
showing your banker that you are sophisticated enough to provide
for future cash in order to preserve liquidity.

Jan Eeb Mar Apr
ng Cash 1,000 1.200 200 (300)
— Sales 1,000 1,100 1,200 1,300
Total In 2,000 2300 2100 1.000
= Out
~ Payroll 300 500 600 400
~ Purchases 300 400 400 400
~  Overhead 200 500 400 300
- C Expenses 0 01000 o
Total Out 800 1,400 2,400 1,100
= Cash Balance 1,200 200 @G00)  (100)
(Starting Cash Plus “In” minus “Out")
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Put it in Writing

What general licenses do you need for your business?

What special licenses do you need for your business?

What permits are required for your business?

Will you have employees?

How will you take ownership/structure your business: Sole Pro-
prietorship, Partnership, LLC, Corporation?

Do you need an EIN for tax returns?
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If you are an LLC, how will you elect to be treated for taxes: Sole Proprie-

tor, Partner, Corporation?

Does your business require a TPT number?

Do you know what the TPT tax rate is for your county, city and type of

business?

Does your business require excise taxes, use taxes or luxury tax?

Have you checked the rates and requirements of worker's compensation

insurance for you business type and area?

Are you keeping a detailed journal of all start up costs associated with

your business?

If you are a home-based business, have you researched the latest IRS
guidelines for deducting part of your home as a business expense??
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Will you use accounting software or keep your records manually?
Which software?

Will you utilize a bookkeeper or accountant? Who?

Will you establish a separate business checking account?

What recordkeeping journals are necessary to prepare financial state-

ments and tax returns for your business?

What basic accounting skills do you need to improve upon?

Do you need to establish an inventory records and control system?

Will you outsource your payroll? To whom?

The Northland Pioneer College Small Business
Development Center works in partnership with small busi-
nesses and entrepreneurs o maximize their success.

When small business owners succeed,
we all succeed.

Our Goals for Economic Development for Clients:

When surveyed a client will respond:

Yes, | am satisfied with the service

Yes, the service has had a positive impact on my busi-
ness

Yes, | would recommend the service to others

Your progress in the following areas is progress we want
for the entire region:

Increased jobs or saved jobs
Increased revenue and tax base
New loans, lines of credit or debt capital

New investment capital





