
So what is G.A.A.P., and 
why does it matter? I have  
written several articles on 
this subject .  But to provide 
a brief background, over the 
last ten to fifteen years the 
banking industry has gotten 
away from it, and instead  
gone to using  tax returns, 
credit scoring, and what’s 
called a “global, debt service 
coverage ratio” to measure a 
small business’ ability to re-
pay a loan.  Basically, this 
means that if the company’s 
and its owner’s combined tax 
returns show a lot of income, 
and the owner has a high 
credit score, you’re in!  If not, 
you’re out!   

The problem with this under-
writing approach is that if a 
business owner (Sub-
chapter S) can utilize legiti-
mate tax methods to reduce 
his or her income and taxes, 
doing so may very well work 
against them when applying 
for a business loan, when in 
fact the business may be 
very profitable.  Or worse, 
your bank may terminate 
your existing line of credit 
just when you need it the 
most.   

But now, after the recession 
I’m hearing about more and 
more banks getting back to 
the basics — G.A.A.P ac-
counting, reviewed financial 
statements, and financial 
covenants.  One banker for a 
major regional bank told me 
that in his area he never 

sees “global debt service 
ratios” being used anymore.   

G .A.A.P stands f or 
“Generally Accepted Ac-
counting Principles,” and 
the difference it makes is 
potentially between being 
profitable or not being prof-
itable, getting a loan or not 
getting a loan, and surviving 
or not surviving. G.A.A.P. is 
the true accounting stan-
dard that CPAs are  tested 
on.  But because banks 
have been requiring only 
tax returns from “smaller” 
businesses in recent years, 
many of those business 
owners have no idea what it 
is, and many tax account-
ants don’t care, because 
that’s not what they do, and 
they don’t want to.   

So if you aren’t presently 
having G.A.A.P. financial 
statements prepared by 
your CPA at the end of the 
year, you should strongly 
consider it.  It can make a 
world of difference with your 
bank in the months and 
years to come, as well as in 
how you interpret your fi-
nancial statements and how 
you manage your business.   
 

• Is your company 
making money, or 
losing money? 

• How do you know? 

• What are your fi-
nancials telling you? 

• Are you sure about 
that?   
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was a $297,000 
profit under 
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pany's real 
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for tax pur-
poses.” 
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The Difference “GAAP” Can Make — Case Studies  

• Private Ambulance Company:  In our website there is a testimonial by the owner of 
an ambulance company who had been turned down for a $30,000 loan, and was subse-
quently approved for a total of $650,000 after converting to G.A.A.P.  The difference 
was a $297,000 profit under GAAP, which was the company's real profit, versus a 
$46,000 "loss" on a cash basis for tax purposes (both of which were entirely legitimate 
for their intended purpose).  But there  were also some other solutions that came out 
of this company's change to GAAP accounting which completely contradicted the 
owner's perception of their cash flow issues.  She had been being told by another con-
sultant that her paramedic payroll was too high, when in fact it was below the industry 
average.  After further investigation, it was discovered that their wage rates were actu-
ally below the local market, causing an abuse of overtime and high employee turn-
over.  And as it turned out, her real problem was slow receivable billing and collections - 
NOT "profitability." 

 
• Legal Services Consulting Firm:  More recently, a client of ours found out the hard 

way what happens when your bank relies on your tax return to support your line of 
credit.  We prepare the company’s internal financial statements based on G.A.A.P., and 
their CPA  converts them to cash basis for tax purposes.  However, as banks require a 
CPA “sign off” at year end, they relied on the tax return to support the company’s line of 
credit.   Then, due to various accounting adjustments for tax purposes, their tax return 
made it appear that the company had distributed a large amount of money to the owner 
at a time when the company’s “profit” on a cash basis was already way down.  The bank 
panicked and terminated the company’s half million dollar line.   

 
Two lessons to be learned from the above cases have to do with the “Matching Principle,” 
and the Principle of “Consistency” under G.A.A.P.  Ask your CPA about compiled or re-
viewed G.A.A.P. financial statements, or call us.    
 

Now that tax season has passed for the year, are you wondering if the re-
turn you just filed could be at risk of an IRS audit? The IRS’s main goal in 
audits is to close the "tax gap” which is the difference between what the 
IRS expects to collect and what it actually collects. While it's true that 
some returns are randomly selected for examination, most of the time the 
IRS has a reason for plucking a form 1040 out of the pile. Audits are gen-
erally triggered by a specific item or pattern of behavior on your tax return. 
The following is a brief checklist of items or behaviors that might trigger an audit. 
 
1. Failing to Include a Form 1099 Income 
 
Over 60% of underreported individual income tax is related to business and self-
employment income. The IRS matches forms 1099 in their records to the amounts on your 
return, so make sure those are correct. 

2. Inflating Home Office Deductions 
(Continued on page 3) 

Are You At Risk For An IRS Audit? 
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If you use part of your home for business, you're entitled to deduct the related costs as a 
home office deduction. To qualify for the home office deduction, the IRS says you must use 
the part of your home attributable to business "exclusively and regularly for your trade or 
business." Your home office must be your actual office and not used for other purposes. 
Most of your business deductions based on the size of your home office but do not over-
state the size of your office. 
 
3. Citing Too Many Losses on a Schedule C 
 
Filing a Schedule C isn't generally enough to trigger an audit, but taxpayers who file a 
Schedule C may be statistically more likely to face an audit because there is a temptation to 
overstate losses. The IRS assumes you're in business to make money. Filing a loss year 
after year might make the IRS question your losses. 
 
4. Claiming High Charitable Deductions 
 
Charitable deductions are one of the most common deductions claimed on a personal in-
come tax return. More than 90% of taxpayers who opt to itemize claim charitable deduc-
tions. Be sure to document your donations. 
 
5. Using Too Many Round Numbers 
 
Your tax return isn't intended to be an estimate. You should report your actual items of in-
come and losses, not approximations. If the IRS sees too many numbers that look like 
guesses, they may ask you for supporting documentation. 
 
6. Reporting Rental Real Estate Losses When you Don't Materially Participate 
The IRS considers all rental real estate activities that aren't performed by real estate profes-
sionals to be passive activities. That means expenses associated with rental real estate ac-
tivities will be deductible only to the extent of rental income. However, if you're considered to 
be in the business of renting real property because of your active involvement, you may be 
entitled to deduct rental real estate losses in full. 
 
7. Citing Too Many Business-Related Deductions 
 
A bona fide business expense must be both "ordinary and necessary in carrying on any 
trade or business." If you have a lot of deductions that seem a bit out of the ordinary for your 
trade or business, you may call attention to your return. To claim a business-related deduc-
tion there should be a clear connection between your expenses and your business in order 
to take the deduction. Don't try to make something fit that doesn't qualify, and keep excellent 
records. 
 
You should not pay more in taxes than you have to so don't be afraid to take legitimate de-
ductions on your return. But be careful, however, to report all income and expenses properly 
and keep good records. 

(Continued from page 2) 

Are You At Risk For An IRS Audit? (Cont.) 



Between the Numbers 
The hidden meaning behind the numbers.  

 “And forget about 
getting whether 
they can get a 
loan, these peo-
ple don’t even 
know if they are 
making or losing 
money, or how 
they are going to 
make it to the 
other side of this 
recession.” 

 
Our services have benefited our clients in the following ways: 

• Helping business owners to make better, more informed business decisions.    

• Establishing credibility with prospective lenders and buyers. 

• Enhancing the ultimate success of the business or funding transaction.  

Call or email us today for a free initial consultation.   

We’re on the Web! 
www.KernAccounting.com   

Phone: (727) 864-2246 
E-mail: JDKernAssoc@tampabay.rr.com 

Jack D. Kern, Pres. 
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Kern Accounting & Tax, Inc. 
(J. D. Kern & Associates, Inc.) 

How Improper Use of QuickBooks Can Distort 
Your Company’s Profits 

  

A while back I met with a bank commercial loan officer who specializes in SBA loans.  We 
talked about the current lending environment and the impact that the method of “financial 
reporting” can have on her ability to approve a loan.  Suddenly she stopped in the middle of 
what we were discussing and said, “You know, one of my biggest frustrations with prospec-
tive borrowers is the total ‘garbage’ they send me from QuickBooks.  These people really 
have no idea what they are doing in accounting, and they just don’t realize how the kind of 
information they provide prevents me from understanding their business and approving their 
loan.  And in the current economic environment, forget about whether they can get a loan, 
these people don’t even know if they are making or losing money, or how they are going to 
make it to the other side of this recession.” 
 
To her point, a few examples I’ve seen of QuickBooks users can distort their profits are:  
 
• Improper set-up of Items List and Chart of Accounts, usually by someone who doesn’t 

understand accounting. 
 
• Maintaining their books on a “cash basis” of accounting, which distorts profit margins.  

(See article on Page 1).  Your tax accountant can convert them to cash basis for tax 
purposes in their own tax software, not yours. 

 
• Entering a “Bill” to record a supplier invoice, and then paying it with a “check” transac-

tion rather than the “Pay Bills” feature.  The expense has now been recorded twice. 
   
• Entering a “Bill Payment” without first having entered a Bill – the expense has not been 

recorded at all, and the account payable is now negative (which should never be).    
• Using non-inventory items to post large inventory purchases and labor cost to cost-of-

goods-sold , when the sale to the customer may not be until the following month. 
 
• Multiple “company files” with extensive inter-company transactions, with no effort to rec-

oncile and consolidate the financial statements.  As a stand-alone business, none of the 
numbers make sense. 

 
And there are numerous other examples.  If your books need cleaned up, call us. 


