CHAPTER ¥

OO0

N ow that you’re a pro at mixing lemonade, you make up a good sized batch. The
batch takes fifty lemons (@ 20¢/each) and five pounds of sugar (@ 40¢/Ib.), to make
sixty glasses. What'’s the cost of production?

Before we answer, let’s add another element. So far, you have made all your own
lemonade, but this morning you decided to take off some time to go biking with
friends. Still, you want to have the lemonade stand opened as soon as you return.

So, you ask your older sister if she’ll make the lemonade for you. Most of the time
you and your sister are pretty good buddies. But, suddenly, with your friends waiting
outside, she turns into Scrooge!

“Why should | do you any favors?” she asks.

“Come on,” you plead. “Just this once. | promise | won't bug you the next time
you’re on the phone.”

“That's not.good enough,” she replies. “I'm no dummy. I've heard all that cash
rattling in the cigar box. You have to pay me if you want your lemonade ready.”

Well, she has you now. Boy, wait until you're rich and famous! See her come
crawling for a favor then! But that’s a few years down the road, and now your friends
are screaming for you to hurry up.

“You win,” you say with a sigh. “How much do you want?”

She smiles. She never is very modest in victory. “I want one dollar to make 60
glasses.”
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CHAPTER 4

Let’s look at why a company with inventory can’t use the Cash Method.

At the end of every year, if we saw that we were going to make a profit and have
to pay taxes, we could just run out and buy a lot of inventory and pay cash for it, and
then take it all as COGS and reduce our.profit so we wouldn’t have to pay any taxes.

Do you think the government would ltke that? Since we have a business that sells
inventory, do you think the government will allow us to report on the cash method?
No way!

What kind of businesses can be on the Cash Method? Service business, like doc-
tors. lawyers, accountants, seminar companies, consultants, real estate companies,
cleaning services. efc.

What's the deciding factor? Inventory.

So, you mean to tell me that our lemonade stand can'’t report to the IRS using
the Cash Method? Sorry it's the law.

What accounting method do we have to report on? Accrual.

Because we have what? Inventory.

So if you're delivering a service, the IRS says it's okay for you to be on which method?

Cash.

And for those of us in manufacturing, retail, or wholesale with inventory for sale
we must be on which method? Accrual.

For the sake of argument, what would happen next year if we could be on the
Cash Method? On the Cash Method, we’ll take $3 this year for our insurance expense.

Can we take any of the insurance next year as an expense? No. So what'’s going
to happen? Our profit’s going to go up.

So, for those service businesses that can be on the Cash Method, they take as
many expenses now so they can pay less what? Taxes. right!

When will it catch up with them? Next year.

They weren't getting out of paying taxes, just what? Delaying.

Have you ever heard the saying “a tax deferred is a tax reduced”? The theory is

you're going to defer taxes this year and when you do have to pay them, you’ll pay
for them with what kind of dollars? Cheaper or inflated. And who gets to use the
money you saved by deferring taxes? You dol

So that’s the game. If you’re a manufacturer, can you do this? No.

What method is the most accurate reflection of reality and profitability? Accrual.

What method are we running your lemonade business on? Accrual.

Can a service company keep both sets of books?
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THE ACCOUNTING GAME

it's not accounted for because We charged it; we didn’t pay what? Cash.

So if sales are $22 and COGS is $21, what is the Gross Profit?

$1.00. WOW! All that hard work for one measly buck! No wonder some really lucky
kids get their parents to send them fo car‘npl

Let’s look at Expenses:

Does the Bad Debt show up? No.

Because it’s not what? Cash.

How about interest? Yes. $2.00, because 4ou paid ouf cash for that

How about the insurance? Yes. Okay, but $1.00 or $3.007

How much did you pay out in Cash? §3.00.

So, yes, you can expense all $3 this year? Wow! Because you paid for it, with
what? Cash.

So, we're going to take the whole $3 for all three years this year. We paid for it
with cash in advance, so we’re going to take all three years worth of expense now.

Total Expenses areé $5. If Gross Profit is one dollar and Expenses aré $5, what's
the Net Profit. §-4.00. Yikes! This is going from bad to worsel

Let's look at these two Income Statements.

We used two methods. Did we get different results? Yes! The Accrual Method +$10
in Earnings and the cash Method was -§4.

So, you can see that businesses have an opportunity here to be creative in how
they account for things. Which method would you want to use? Accrual.

Accrual, why? If looks better—to take to the bank or investors—because it has
more profit.

For what other reason would you use the Accrual Method? Ii's more accurate-
everything that happened is accounted for.

Why use the Cash Method? For fax purposes.

Oh, with minus $4 in earnings, will you owe any taxes? No. In fact god might get
some refund.

Can you use the Cash Method in our lemonade pusiness? Good question

Well, some businesses can use the Gash Method and some cannot. There is oné
item on the Balance Sheet that determines whether or not you can useé the Cash Method.

What is it? Invenfory.

Yes, any business with inventory must use only which method? Accrual.

Does the lemonade stand have inventory? Yes. So which method do we have to
use? Accrual.
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Guess what? In the service business, we can report to the government on the
Cash Method, and keep our books on the Accrual Method to show the banks or
investors. Sounds like two sets of books...pretty shady! Can we have two sets of
books? Yes. It's called “Creative Accounting.”

Guess what happens at the end of the year? We give our books to our accountant
and what does our accountant do? Turns it into the Cash Method for whom? For the IRS.

A lot of businesses run the business on the Accrual basis and submit to the gov-
ernment on the Cash basis for tax purposes.

Can you switch methods? Be very creative? The government will always allow a
business to switch from the Cash to the Accrual Method (they will most likely collect
more taxes), but you cannot switch the other way. So if you start a service company
and want to use the Cash Method, you need to elect that method the first year.

What about service companies that have some inventory they sell? Like a
seminar company that sells books?

This can get into a gray area where there is disagreement between the business
owner and the IRS. The IRS will ask, “Is the inventory material to the generation of
profit to the business?” If the answer is “yes,” then you have to use the Accrual
Method. If “no,” you can use the Cash Method. The gray area is how much is “mate-
rial to generating profit” and most businesses would consult its Certified Public
Accountant (CPA) on this issue, but it doesn’t take much.

Before closing this chapter, let’s review it.

On the Accrual Method you account for things when? When they happen.

When you earn it and when you...what? Owe it.

Or when you? Use it.

Whether or not you’ve paid or received any what? Cash.

And on the Cash Method, cash is cash is cash.

And you only account for things when they happen in cash or when you what?

Pay it or receive it.
PHEW!
You’re doing great! Take a break before we move on the next bit of business!



