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Introduction

Welcome to  Bookkeeping & Accounting All-in-One For Dummies!  This book explains the different roles that both bookkeepers and accountants take 

on within a business. However, if you run this show on your own, don’t 

worry! Within these pages, you’ll also find out how to do the bookkeeping basics 

and see how an accountant can assist you further. 

About This Book

This book aims to help you understand the bookkeeping tasks that need to be done 

within your business and to demonstrate how an accountant can help your busi-

ness to set targets that will hopefully expand and grow. 

 Bookkeeping & Accounting All-in-One For Dummies is divided into six separate books. 

Each  book  is  split  into  several  chapters  that  tackle  key  aspects  of  bookkeeping and accounting functions. The Table of Contents gives you more detail of what is 

contained within each chapter. Every chapter presents information in a modular 

fashion so that you get all the knowledge that you need to accomplish a task in 

one place. You don’t need to remember things from different parts of the book; 

if another chapter contains details relevant to the discussion at hand, you’ll find a cross reference telling you where you can locate it. That way, you don’t have to read the chapters in order, you can simply pick and choose the parts of the book 

that interest you, whenever it suits you! 

Foolish Assumptions

 Bookkeeping & Accounting All-in-One For Dummies  makes  some  key  assumptions about who you are and why you picked up this book, and assumes that you fall 

into one of the following categories:

 

» You’re a member of staff in a small business who’s been employed to 

undertake the bookkeeping and accounting function. 
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» You’re a small business owner who currently doesn’t have the funds to 

employ an individual. Therefore, you need to understand the basics of 

bookkeeping to enable you to deal with the day-to-day paperwork, with a view 

to perhaps using an accountant at year-end. 

 

» You’re a small-business owner who is thinking of employing a bookkeeper but wants to know the differences between what a bookkeeper can do for your 

business and what an accountant can offer. 

If  any  —  or  all  —  of  these  assumptions  accurately  describes  you,  then  you’ve come to the right book! 

Icons Used in This Book

Every  For Dummies book uses icons to highlight especially important, interesting or useful information. The icons used in this book are:

Look at this icon for practical information that you can use straight away to help you to run your bookkeeping and accounting systems in the most effective way. 

This icon indicates any information, techniques, or jargon you need to remember 

after reading the book — and sometimes throughout it. 

This icon calls your attention to examples of specific tasks that you can undertake to help you perform the bookkeeping or accounting skills explained in this book. 

The paragraphs next to this icon contain information that is, er, slightly technical in nature. You don’t  need to know the information here to get by, but it helps. 

This bombshell alerts you to potential problems you may create for yourself with-

out realising it. Don’t ignore this icon! 
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Beyond the Book

At  www.dummies.com/extras/bookkeepingaccountingaio  you  can  access some  online  extras,  just  in  case  you  need  a  bit  more  help  and  guidance! 

You  can  also  find  the  handy  cheat  sheet  at  www.dummies.com/cheatsheet/

bookkeepingaccountingaio. 

Where to Go from Here

You’re now ready to enter the world of bookkeeping and accounting. If you’re a 

complete beginner, starting at the beginning and gradually working through from 

there is probably the best approach. If you have some experience but are a little rusty in certain areas, you can pick and choose the chapters that are most relevant to you. After all, this book is designed for you to dip in and out of as you like. I hope that you find it a useful tool for developing and managing your business. 

If you’re just starting out and need to understand the fundamentals of a book-

keeping system, then begin with Book 1. 

Maybe you’re already familiar with the basics but keen to expand your knowledge 

and tackle a wider range of bookkeeping tasks. If so, then Book 2 is for you. 

Perhaps  you’re  already  confident  at  entering  invoices,  recording  bank  transactions and preparing bank reconciliations but want to take your skills to the next level — check out Book 3. 

If you’re interested in understanding the mechanics of the Profit and Loss account, Balance Sheet and Cash Flow Statement then head across to Book 4. 

You might want to dive into the details of different business types and gain insight into  how  the  accounts  are  prepared  and  used  as  tools  to  help  aid  management decision-making. If so, then check out Book 5. 

Perhaps you’ve always wanted to know how to interpret an Annual Report and 

accounts with confidence and truly understand what the numbers mean? Or are 

you bursting to know what an auditor does? Either way, have a look at Book 6. 
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IN THIS CHAPTER

 

» Introducing bookkeeping and its 

basic purpose

 

» Maintaining a paper trail

 

» Managing daily business finances

 

» Making sure that everything’s 

accurate

Chapter 1

So You Want to 

Do the Books

For many small-business owners, while they love working in their chosen 

field using the skills they know and love, they don’t always like to perform 

“bookkeeping” duties. Most company owners prefer to employ the skills of a 

qualified bookkeeper. Some may, perhaps, prefer to give their bag full of receipts to their accountant and simply hope that a useful set of accounts comes out of the end of the accounting sausage machine! 

In this chapter we help to demystify the role of a bookkeeper. It may be that you’re just starting off in business and, as a result, can’t afford the services of a bookkeeper just yet! Think of this chapter as a checklist of jobs that need to be done. 

Throughout the book, we introduce Have a Go sections, which are practical exer-

cises aimed at helping you understand the bookkeeping principles we discuss. Feel free to draw all over these sections of the book — we want it to be as useful for you as possible. 
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Delving into Bookkeeping Basics

Like most businesspeople, you probably have great ideas for running your own 

business and just want to get started. You don’t want to be distracted by the small stuff, like keeping detailed records of every penny you spend; you just want to 

build a business with which you can make lots of money. 

Well, slow down there — you’re not in a race! If you don’t carefully plan your 

bookkeeping  system  and  figure  out  exactly  how  and  what  financial  details  you want to track, you’ve absolutely no way to measure the success (or failure, unfortunately) of your business efforts. 

Bookkeeping, when done properly, gives you an excellent measure of how well 

you’re  doing  and  also  provides  lots  of  information  throughout  the  year.  This information allows you to test the success of your financial strategies and make 

any necessary course corrections early in the year to ensure that your business 

moves towards your year-end profit goals. 

Looking at basic accounting methods

You can’t keep books unless you know how to go about doing so. The two basic 

accounting  methods  are   cash-basis accounting  and   accrual accounting.   The  key difference between the two methods is the point at which you record sales and 

purchases in your books. If you choose cash-based accounting, you only record 

transactions when cash changes hands. If you use accrual accounting, you record 

a transaction on its completion, even if cash doesn’t change hands. 

For example, suppose that your business buys products to sell from a supplier but doesn’t actually pay for those products for 30 days. If you’re using cash-based 

accounting, you don’t record the purchase until you actually lay out the cash to 

the supplier. If you’re using accrual accounting, you record the purchase when 

you receive the products, and you also record the future debt in an account called Trade Creditors. You might also see this written as Trade Payables, depending on 

whether the business is preparing its accounts using UK and Ireland accounting 

standards or International Financial Reporting Standards. 

HM Revenue & Customs (HMRC), which has an interest in every business in the 

UK, prefers cash-basis accounting for small businesses such as sole traders and 

partnerships with a turnover of less than £150,000. In fact, from the 2024/25 tax year, it has become the default method for sole traders and partnerships with a 

turnover of under £150,000. You must opt out of the cash basis if you wish to use the accrual method. The benefit of accounting using the cash-basis method is that 8      BOOK 1  Basic Bookkeeping
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it is much simpler to use and more helpful to small-business owners who don’t 

want to overcomplicate their accounts. Just as an additional note, HMRC refer to 

accrual accounting as “traditional accounting.” 

The accrual basis is required for businesses with a turnover of more than £150,000. 

 

It is also the default method for limited companies and larger entities, where the cash-basis method of accounting is not allowed for statutory accounts. 

If  you  need  to  decide  whether  you  should  be  using  cash-basis  accounting  or accrual accounting, you can read more in Book 1, Chapter 2, where we discuss the 

pros and cons of each. 

Understanding assets, liabilities, 

and capital

Every business has three key financial parts that must be kept in balance: assets, capital, and liabilities. Of course, for some of you, these may be alien concepts, so maybe a quick accounting primer is in order. 

We can use buying a house with a mortgage as an example. The house you’re buy-

ing is an asset; that is, something of value that you own. In the first year of the mortgage, you don’t own all of it, but by the end of the mortgage period (usually a minimum of 25 years), you will. The mortgage is a  liability, or a debt that you owe. As the years roll on and you reduce the mortgage (liability), your  capital or ownership of the asset increases. That’s it in a nutshell. 

 

» Assets include everything the business owns, such as cash, stock, buildings, equipment, and vehicles. 

 

» Capital includes the claims that owners have on the assets based on their portion of ownership in the business. 

 

» Liabilities include everything the business owes to others, such as supplier bills, credit card balances, and bank loans. 

The formula for keeping your books in balance involves these three elements:

Assets = Liabilities + Equity

Because this equation is so important, we talk a lot about how to keep your books in balance throughout this book. You can find an initial introduction to this concept in Book 1, Chapter 2. 
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Introducing debits and credits

To keep the books, you need to revise your thinking about two common finan-

cial terms: debits and credits. Most non-bookkeepers and non-accountants think 

of  debits  as  subtractions  from  their  bank  accounts.  The  opposite  is  true  with credits — people usually see credits as additions to their accounts, in most cases in the form of refunds or corrections in favour of the account holders. 

Well, forget all you think that you know about debits and credits. Debits and credits  are  totally  different  animals  in  the  world  of  bookkeeping.  Because  keeping the  books  involves  a method  called   double-entry bookkeeping,  you have to make at least two entries — a debit and a credit — into your bookkeeping system for 

every transaction. Whether that debit or credit adds or subtracts from an account depends solely upon the type of account. 

We know all this debit, credit, and double-entry stuff sounds confusing, but we 

promise that this system will become much clearer as you work through this book. 

We start explaining this important concept in Chapter 2 of Book I. 

Charting your bookkeeping course

You can’t just enter transactions in the books willy-nilly. You need to know exactly where those transactions fit into the larger bookkeeping system. To know where 

everything goes, you use your  Chart of Accounts,  which is essentially a list of all the accounts that your business has and the types of transactions that go into each 

one. (We talk more about the Chart of Accounts in Book 1, Chapter 3.)

Discovering different business types

Before you start up in business, you’re wise to sit down and have a think about the structure of your business. 

For example, if you’re a window cleaner and only ever see yourself doing your own rounds and not working with anyone else, then sole trader status would be more 

than adequate. However, if you’re planning to be much bigger and take on staff, 

then you need to read Book 5, Chapter 1 to see how you should structure your business and what sort of advice you may need. 

Planning and controlling your activities

Many businesses just start up and trade from day to day without any real plan-

ning or control of the activities they undertake. Often, businesspeople become so 10      BOOK 1  Basic Bookkeeping
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busy  that  they’re  fire-fighting  continually  and  lack  any  real  direction.  We  like using checklists, because they help to organise your bookkeeping activities in a 

methodical  and  orderly  manner.  This  level  of  organisation  means  that  you  can pick up and put down the accounts from day to day or even week to week. You can 

always start from where you left off quickly and easily by simply adopting some 

 

of the hints and tips contained within Book 2, Chapter 1. 

Instituting internal controls

Every business owner needs to be concerned with keeping tight controls on busi-

ness cash and how that cash is used. One way to implement this control is by placing internal restrictions on who can enter information into your books and who 

has the necessary access to use that information. 

You also need to control carefully who has the ability to accept cash receipts and spend your business’s cash. Separating duties appropriately helps you to protect 

your business’s assets from error, theft, and fraud. We talk more about controlling your cash and protecting your financial records in Book 2, Chapter 1. 

Keeping an accurate paper trail

Keeping the books is all about creating an accurate paper trail. A computerised 

accounting system would refer to this trail as the  Audit Trail.  You want to keep track of all your business’s financial transactions so that if a question comes up at a later date, you can turn to the books to figure out the answer. We’re big fans of using checklists so that you know exactly where you are in the monthly accounting cycle. We introduce our monthly checklist in Book 2, Chapter 1. 

All your business’s financial transactions are summarised in the Nominal Ledger, 

and journals keep track of the tiniest details of each transaction. Information can be gathered quickly by using a computerised accounting system, which gives you 

access to your financial information in many different report formats. Controlling who  enters  financial  information  into  your  books  and  who  can  access  it  after-wards  is  a  smart  business  practice.  Most  accounting  systems  record  user  login details, allowing you to identify who has entered each transaction. This makes it easier to address any concerns about data entry by following up with the relevant personnel. You can also implement controls to ensure individuals have only the 

minimum access required to perform their tasks, even if this means they have 

restricted access to other parts of the accounting system. 
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Defining and Maintaining a Ledger

You may get confused by terms such as  books,  ledgers,  journals,  and  accounts. Most of  these  words  evolved  from  traditional  bookkeeping  methods,  where  accounts were handwritten in huge leather-bound ledgers. These looked like books, hence 

the name  bookkeeping — simply, keeping financial records in the books! 

The  books  are  also  known  as   journals or  ledgers  (we  told  you  it  was  a  bit confusing!). Back in the day, you’d normally have one book for your sales, one for purchases, and then a general one used for everything (often known as the  General Ledger or Nominal Ledger).  Sometimes,  businesses  would  also  keep  a  separate cashbook, which would record cash received and cash paid. 

Nowadays, most people use computerised accounting systems to do their accounts 

(anything to make our busy lives easier). It is also pretty much the default option by  HMRC  with  the  advent  of  Making  Tax  Digital  (MTD).  Spreadsheets,  such  as Excel or Google Sheets, are no longer viable for most businesses as they do not 

comply with MTD. However, there are some exceptions to the rule, including but 

not limited to businesses or individuals who cannot use digital tools due to dis-

ability, religious grounds, location, or age. People who fall under these categories can apply for an exemption. 

Most computerised accounting systems use the term  ledger,  so you usually find the following:

 

» Sales Ledger: A ledger that holds all the individual customer accounts and their balances. This ledger is sometimes known as the  Customer Ledger or the Debtors Ledger. 

MAKING TAX DIGITAL . . . AN 

IMPROVEMENT OR A HEADACHE? 

The HMRC in the UK has been tasked with a scheme called Making Tax Digital (MTD). 

The idea is that, eventually, most businesses and individuals will be required to utilise a fully digital tax data system. Ultimately, this will mean using MTD-approved software to produce accounts and send tax returns. However, this scheme is far from complete. 

Whilst MTD for VAT now requires all VAT-registered businesses to sign up for MTD for VAT from their first VAT period, MTD for ITSA (Income Tax Self-Assessment) is only in its infancy. We discuss MTD for ITSA in Book 5, Chapter 1, in more detail. To further complicate matters, MTD for Corporation Tax is also being considered, but dates  

for this haven’t yet been confirmed. 
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» Purchase Ledger: A ledger that holds all the individual supplier accounts and their balances. This ledger is sometimes known as the  Suppliers Ledger or Creditors Ledger. 

 

» Nominal Ledger: A ledger that includes balances and activities for all the 

 

nominal accounts used to run the business. We discuss nominal accounts in 

Book 1, Chapter 4. This ledger is also known as the  General Ledger. 

 

» Cashbook or Bank: In Sage 50 Accounts Professional, in particular, you can have numerous Bank current accounts and Petty Cash accounts all under the 

general Bank heading. Any cash received or paid is recorded in this part of the 

accounting system. 

 

» Accounts: This term is used collectively to refer to all the ledgers. 

In  this  book,  we  demonstrate  the  use  of  ledgers  using  Sage  50  Accounts Professional — the desktop version, as opposed to the cloud accounting version. 

The pinnacle of your bookkeeping system is the  Nominal Ledger.  In this ledger, you keep a summary of all your accounts and the financial activities that took place 

involving those accounts throughout the year. 

The sum of each Nominal Ledger account can be used to develop your financial 

reports on a monthly, quarterly or annual basis. You can also use these account 

summaries to develop internal reports that help you to make key business deci-

sions. We talk more about developing Profit and Loss accounts and Balance Sheets 

in Book 1, Chapter 3, when we introduce the  Chart of Accounts. 

We explain more about developing and maintaining the Nominal Ledger in Book 1, 

Chapter 4. We also discuss the importance of journals and talk about the accounts commonly journalled in Book 1, Chapter 4. 

Using Bookkeeping Tools to  

Manage Daily Finances

After you set up your business’s books and put in place your internal controls, 

you’re  ready  to  use  the  systems  you’ve  established  to  manage  the  day-to-day operations of your business. A well-designed bookkeeping system quickly makes 

the job of managing your business’s finances much easier. 
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Tracking sales

Everyone wants to know how well sales are doing. If you keep your books up to 

date and accurate, you can easily get those numbers on a daily basis. You can also watch sales trends as often as you think necessary: daily, weekly or monthly. 

Use  the  information  collected  by  your  bookkeeping  system  to  monitor  sales, review discounts offered to customers and track the return of products. All three elements are critical to monitoring the success of the sales of your products. 

However, we don’t just look at product sales. A business might operate many dif-

ferent types of sales channels from online to retail, and we will discuss some of these in more detail in Book 2 Chapter 2. 

Keeping stock

If your business keeps stock on hand or in warehouses, tracking the costs of the 

products you plan to sell is critical for managing your profit potential. When you see stock costs escalating, you may need to adjust your own prices to maintain 

your profit margin. You certainly don’t want to wait until the end of the year to find out how much your stock cost you. 

You also must keep careful watch on how much stock you have on hand and how 

much was sold. Stock can get damaged, discarded, or stolen, meaning that your 

physical stock counts may differ from the counts you have in your books. Do a 

physical count periodically — at least monthly for most businesses and possibly 

daily for active retail stores. 

In addition to watching for signs of theft or poor handling of stock, make sure that you’ve enough stock on hand to satisfy your customers’ needs. We explain how to 

use your bookkeeping system to manage stock in Book 2, Chapter 3. 

If you run a service-based business, you can count yourself lucky because stock 

isn’t as significant a cost in your business. You’re predominantly selling time and using stocks of materials as a part of your service. However, you can’t ignore your material costs, so the same lessons on stock control apply to you. 

Running Tests for Accuracy

Tracking your transactions is a waste of time if you don’t periodically test to be sure that you’ve entered those transactions accurately. The old adage of “garbage in, garbage out” is particularly true for bookkeeping: If the numbers you put into 14      BOOK 1  Basic Bookkeeping
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your bookkeeping system are garbage, the reports you develop from those num-

bers are also garbage. 

Checking the cash and bank

 

The first step in testing your books includes proving that your cash transactions are  accurately  recorded.  This  process  involves  checking  a  number  of  different transactions and elements, including the cash taken in on a daily basis by your 

staff and the accuracy of your bank account(s). We talk about all the necessary 

steps you can take to prove that your cash is correct in Book 2, Chapter 4. 

Testing your balance

After  you  prove  that  your  cash  is  right  (see  Book  2,  Chapter  4),  you  can  check that you’ve recorded everything else in your books just as precisely. Review the 

accounts for any glaring errors and then test whether they’re in balance by doing a Trial Balance. You can find out more about Trial Balances in Book 3, Chapter 3. 

Understanding your VAT

For  those  of  you  who  are  VAT  registered,  you  know  that  you  need  to  submit  a regular  VAT  return,  usually  on  a  quarterly  basis.  In  Book  3,  Chapter  1,  we  talk about how you can easily do this return using a computerised accounting system. 

Doing bookkeeping corrections

After you’ve entered your normal day-to-day transactions, you’ll find you need 

to make additional adjustments, such as accruals, prepayments, and depreciation. 

In Book 3, Chapter 3, we explain some of these adjustments required, as you close your books at the end of an accounting period. 

Preparing financial reports

Most businesses prepare at least two key financial reports: the Balance Sheet and the Profit and Loss account. These reports can be shown to business outsiders, 

including the financial institutions from which the business borrows money and 

the business’s investors. 
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The  Balance Sheet is a snapshot of your business’s financial health as of a particular date, and ideally it shows that your business’s assets are equal to the value of your liabilities and your capital. The Balance Sheet is so-called because of its balanced formula:

Assets = Liabilities + Equity

The  Profit and Loss account summarises your business’s financial transactions for a particular time period, such as a month, quarter, or year. This financial statement starts with your sales, subtracts the costs of goods sold, and then subtracts any expenses incurred in operating the business. The bottom line of the Profit and Loss account shows how much profit your business made during the accounting 

period. If you haven’t done well, the Profit and Loss account shows how much 

you’ve lost. 

We explain how to prepare a Balance Sheet in Book 4, Chapter 2, and we talk more 

about developing a Profit and Loss account in Book 4, Chapter 1. 

Computers  now  play  an  important  part  in  creating  your  reports.  Provided  that you’ve set up your nominal codes correctly, you can easily prepare reports at the click of a button! Having said all this, you need to understand the bookkeeping 

rules of  double entry, which we explain in Book 1, Chapter 2. So, when you need to make an adjustment to your accounts, you’ll have the necessary confidence to 

complete journals by applying the rules of double-entry bookkeeping. 

Throughout the book, we demonstrate using Sage software, and you’ll be pleased 

to know that the majority of double-entry bookkeeping is done automatically for 

you.  For  example,  when  you  create  a  sales  invoice  on  the  system,  Sage  debits the Debtors Control account and credits the individual Sales account with the net value of the invoice. It also posts the VAT element (assuming that you’re VAT registered) to the VAT Control account. 

Handling payroll

Payroll can be a huge nightmare for many businesses. It requires you to comply 

with loads of government and tax regulations and complete a lot of paperwork. 

You also have to worry about collecting and paying over such things as Pay As You Earn (PAYE) and National Insurance. And if you pay employee benefits, you’ve yet 

another layer of record-keeping to deal with. 

We talk more about managing payroll and government requirements in Book 3, 

Chapter 2. 
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Working with your accountant

The majority of the tasks that we discuss in the first three books can be carried out by a bookkeeper, but some tasks perhaps require the skills of an accountant. We 

cover the areas in which an accountant can help you and your business (as well as 

 

work with your bookkeeper) in Books 5 and 6. 

Most bookkeepers are adept at preparing a Profit and Loss account and a Balance 

Sheet, but they may not get involved with the choice of accounting methods that 

a business uses, such as stock valuation and calculating the cost of goods sold. We cover these areas in Book 5, Chapter 1. We also look at costing methods (particularly for manufacturing businesses) in Book 5, Chapter 4, and budgets in Book 5, 

Chapter 5. The last book discusses how the business may need external accoun-

tants and the kind of role that they may play. 

Having  said  all  this,  the  business  relies  first  and  foremost  on  a  good-quality bookkeeper  to  maintain  its  financial  records.  The  bookkeeper  may  well  be  the business owner to start with. If that’s you then buckle up: We’re going on a bookkeeping journey! 
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Chapter 2

Getting Down to 

Bookkeeping Basics

All businesses must keep track of their financial transactions, which is why bookkeeping and bookkeepers are so important. Without accurate records, 

how can you tell whether your business is making a profit or incurring a 

loss? 

In  this  chapter,  we  cover  the  key  aspects  of  bookkeeping:  We  introduce  you  to the language of bookkeeping, familiarise you with how bookkeepers manage the 

accounting  cycle,  and  show  you  how  to  understand  the  more  complex  type  of bookkeeping — double-entry bookkeeping. 

Bookkeeping: The Record-Keeping  

of the Business World

Bookkeeping, the methodical way in which businesses track their financial trans-

actions, is rooted in accounting. Accounting is the total structure of records and procedures  used  to  record,  classify,  and  report  information  about  a  business’s financial  transactions.  Bookkeeping  involves  the  recording  of  that  financial CHAPTER 2  Getting Down to Bookkeeping Basics      19

information  into  the  accounting  system  while  maintaining  adherence  to  solid accounting principles. 

As  a  bookkeeper,  your  job  is  to  ensure  that  you  record  transactions  accurately. 

Since you’re dealing with numbers and accounts all day long, it helps if you’re 

detail-oriented and love working with numbers. 

Bookkeepers don’t need to belong to any recognised professional body, but you 

can join one, such as The Institute of Certified Bookkeepers (ICB) or The International Association of Bookkeepers (IAB). These associations are based in London 

and offer support and advice as well as help with Continuing Professional Devel-

opment (CPD). 

The Association of Accounting Technicians offers bookkeeping qualifications (AAT 

Level 1 through 3) that provide a good grounding in this subject. However, many 

bookkeepers are often qualified by experience. 

Accountants can join the Institute of Chartered Accountants of England and Wales. 

You  can  recognise  a  chartered  accountant  by  the  letters  ACA  after  their  name, which indicates that they are an Associate of the Institute of Chartered Accountants. If they’ve been qualified for more than 10 years, they can apply to use the letters FCA, which indicate that the accountant is a Fellow of the Institute of Chartered Accountants. 

Of course, both Scotland and Ireland have their own chartered accountancy bod-

ies with their own designations. Other accounting qualifications exist, offered by the  Institute  of  Chartered  Management  Accountants,  which  has  formed  a  joint venture with the Association of International Certified Professional Accountants 

(AICPA; for ACMA, CGMA, and FCMA certifications), the Association of Chartered 

Certified Accountants (ACCA for FCCA certification) and the Chartered Institute of Public Finance Accountants (CPFA for FCPFA certification). 

On  starting  up  their  businesses,  many  small-business  owners  serve  as  their own bookkeepers until the business is large enough to hire a dedicated person to 

keep the books. Few small businesses have accountants on the payroll to check 

the  books  and  prepare  official  financial  reports;  instead,  they  have  bookkeepers (on the payroll or hired on a self-employed basis) who serve as the outside 

accountants’ eyes and ears. Most businesses do seek out an accountant, usually a 

chartered accountant (ACA or FCA), but they do so typically to help them submit 

annual accounts to HM Revenue & Customs (HMRC) and Companies House if it’s 

a Limited Company. 

In many small businesses today, a bookkeeper enters business transactions daily 

while  working  inside  the  business.  At  the  end  of  each  month,  quarter,  or  even 20      BOOK 1  Basic Bookkeeping

annually,  the  bookkeeper  sends  summary  reports  to  the  accountant,  who  then checks the transactions for accuracy and prepares financial statements such as 

the Profit and Loss (see Book 4, Chapter 1) and Balance Sheet (see Book 4, Chap-

ter 2) statements. 

In most cases, the accounting system is initially set up with the help of an accountant. The aim is to ensure that the system uses solid accounting principles and 

that  the  analysis  it  provides  is  in  line  with  that  required  by  the  business,  the accountant, and HM Revenue & Customs. That accountant may periodically review the system’s use to make sure that staff are handling transactions properly. 
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Accurate  financial  reports  are  the  only  way  to  ensure  that  you  know  how  your business  is  doing.  Your  business  develops  these  reports  using  the  information that you, as the bookkeeper, enter into your accounting system. If that information isn’t accurate, your financial reports are meaningless: Remember, “garbage 

in, garbage out.” 

 

Wading through Basic Bookkeeping Lingo

Before you can take on bookkeeping and start keeping the books, you first need to get a handle on the key accounting terms. This section describes the main terms 

that all bookkeepers use on a daily basis. 

Accounts for the Balance Sheet

Here are a few terms that you need to know:

 

» Balance Sheet: The financial statement that presents a snapshot of the 

business’s financial position (assets, liabilities, and capital) as of a particular date in time. The Balance Sheet is so-called because the things owned by the 

business (assets) must equal the claims against those assets (liabilities 

and capital). 

On a Balance Sheet, the total assets need to equal the total liabilities plus the total capital. If your numbers fit this formula, the business’s books are in 

balance. (We discuss the Balance Sheet in greater detail in Book 4, Chapter 2.)

 

» Assets: All the items a business owns to run successfully, such as cash, stock, debtors, buildings, land, tools, equipment, vehicles, and furniture. 

 

» Liabilities: All the debts the business owes, such as mortgages, loans, and supplier invoices. 
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» Capital: All the money the business owners invest in the business. When one person (sole trader) or a group of people (partnership) own a small business, 

the owners’ capital is shown in a Capital account. In an incorporated business 

(limited company), the owners’ capital is shown as shares. 

Another key Capital account is  Retained Earnings,  which shows all business profits that have been reinvested in the business rather than paid out to the 

owners by way of dividends. Unincorporated businesses show money paid 

out to the owners in a Drawings account (or individual Drawings accounts in 

the case of a partnership), whereas incorporated businesses distribute money 

to the owners by paying  dividends (a portion of the business’s profits paid out to the ordinary shareholders, typically for the year). 

Accounts for the Profit and Loss account

Following are a few terms related to the Profit and Loss account that you need  

to know:

 

» Profit and Loss account: The financial statement that presents a summary of the business’s financial activity over a certain period of time, such as a month, quarter, or year. The statement starts with Sales made, subtracts out the Cost 

of Sales and the Expenses, and ends with the bottom line — Net Profit or Loss. 

(We show you how to develop a Profit and Loss account in Book 4, Chapter 1.)

 

» Sales/Income: This includes all sales (also known as revenue or turnover) made by selling the business’s goods and services. Some businesses also 

generate other income through additional sources. (We discuss how to track 

income in Book 2, Chapter 2.)

 

» Cost of Sales: All costs incurred in purchasing or making the products or services a business plans to sell to its customers. (We talk about purchasing 

goods for sale to customers in Book 2, Chapter 3. We also talk about how the 

accountant would use different accounting methods to determine the Cost of 

Sales in Book 5, Chapter 2.)

 

» Expenses: All costs incurred to operate the business that aren’t directly related to the sale of individual goods or services. (We review common types 

of expenses in Book 1, Chapter 3.)

In  the  UK  and  Ireland,  a  Profit  and  Loss  account  can  also  be  referred  to  as  an Income Statement. Under both UK and Ireland accounting standards and international standards (International Financial Reporting Standards [IFRS]) the terms 

can be used interchangeably. It very much depends on which reporting framework 

the company is using. Under FRS 102, which applies to private businesses in the 

UK and the Republic of Ireland (those not listed on the Stock Exchange), both the 22      BOOK 1  Basic Bookkeeping

Profit  and  Loss  account  and  Income  Statement  are  acceptable  terms.  With  the IFRS,  which  is  used  by  much  larger,  often  global  companies,  the  term  Income Statement or Statement of Profit and Loss are more usual terms. 

Under International Financial Reporting Standards, the Balance Sheet is referred 

to as a “Statement of Financial Position.” It provides more detailed information 

than the Balance Sheet required by FRS 102. 

For the purposes of this book moving forward, I’ll be referring to Profit and Loss accounts and Balance Sheets. 
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Other common terms

Some other common terms include the following:

 

 

» Accounting period: The time for which financial information is being prepared. Most businesses monitor their financial results on a monthly basis, so 

each accounting period equals one month. Some businesses choose to do 

financial reports on a quarterly basis, so the accounting period is three months. 

Other businesses only look at their results on a yearly basis, so their accounting period is 12 months. Businesses that track their financial activities monthly 

usually also create quarterly and annual reports (a year-end summary of the 

business’s activities and financial results) based on the information they gather. 

 

» Accounting year-end: In most cases, a business’s accounting year is 12 

months long and ends 12 months after the business started or at some 

traditional point in the trading cycle for that business. Many businesses have 

year-ends of 31 March (to tie in with the tax year) and 31 December (to tie in 

with the calendar year). If you wish to change your year-end, you should 

consult both HMRC and Companies House and check their stringent rules. 

 

» Trade Debtors (also known as Trade receivable): The account used to track all customer sales made on credit. Credit refers not to credit card sales, but to sales in which the business gives a customer credit directly and which the 

business needs to collect from the customer at a later date. (We discuss how 

to monitor Trade Debtors in Book 2, Chapter 2.)

 

» Trade Creditors (also known as Trade payable): The account used to track all outstanding bills from suppliers, contractors, consultants, and any other 

businesses or individuals from whom the business buys goods or services. 

(We talk about managing Trade Creditors in Book 2, Chapter 3.)

 

» Depreciation: An accounting method used to account for the ageing and use of assets. For example, if you own a car, you know that the car’s value decreases 

each year (unless you own one of those classic cars that increase in value). 
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Every major asset a business owns ages and eventually needs to be replaced, including buildings, factories, equipment, and other key assets. (We discuss the 

basics of depreciation in Book 3, Chapter 3, and then discuss how your accoun-

tant decides on which depreciation method to use in Book 5, Chapter 2). 

 

» Nominal (or General) Ledger: A ledger summarising all the business’s 

accounts. The Nominal Ledger is the master summary of the bookkeeping 

system, which results in the production of the Trial Balance. (We discuss 

posting to the Nominal Ledger in Book 1, Chapter 4.)

 

» Stock (or Inventory): The account that tracks all products sold to customers. 

(We review stock valuation and control in Book 2, Chapter 3.)

 

» Journals: These days, journals are often digital and integrated within accounting software; however, the bookkeeper will often use journals to make 

corrections or adjustments at the month end, as discussed in in Book 1, 

Chapter 4.)

 

» Payroll: The way a business pays its employees. Managing payroll can 

sometimes be included within the role of a bookkeeper and involves reporting 

many aspects of payroll to HM Revenue & Customs, including Pay As You Earn 

(PAYE) taxes and National Insurance Contributions (NICs), which are paid on 

behalf of the employee. In addition, a range of other payments such as 

Statutory Sick Pay (SSP) and maternity/paternity pay may be part of the 

payroll function. (We discuss employee payroll in Book 3, Chapter 2.)

 

» Trial Balance: Nowadays, most trial balances are computerised and auto-

matically balance. However, they could still contain errors, such as items 

entered using the wrong nominal code, so you still need to check the trial 

balance before closing the books for the accounting period. (We discuss the 

Trial Balance in Book 3, Chapter 3.)

Pedalling through the Accounting Cycle

As a bookkeeper, you complete your work by completing the tasks of the account-

ing  cycle,  so-called  because  the  workflow  is  circular:  entering  transactions, adjusting the transactions through the accounting cycle, closing the books at the end of the accounting period, and then starting the entire cycle again for the next accounting period. 

The accounting cycle has six basic steps, shown in Figure 2-1. 

1.  Transactions: Financial transactions start the process. Transactions can include the sale or return of a product; the purchase of supplies for business activities 24      BOOK 1  Basic Bookkeeping

or any other financial activity that involves the exchange of the business’s assets; the establishment or payoff of a debt; or the deposit from or pay-out of 

money to the business’s owners. All sales and expenses are transactions that 

must be recorded. We cover transactions in greater detail throughout the book 

as we discuss how to record the basics of business activities — recording sales, 

purchases, asset acquisition or disposal, taking on new debt, or paying off debt. 
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FIGURE 2-1:  

The accounting 

cycle. 

You post the transactions to the relevant account. These accounts are part of 

the  Nominal Ledger, where you can find a summary of all the business’s 

accounts. A computerised accounting system automatically journals the 

appropriate debits and credits to the correct accounts. For example, if a 

purchase invoice for British Telecom is entered as a transaction, the Creditors 

Ledger will be credited, and the telephone Nominal account will be debited. 

2.  Reconciliations: Once you’ve entered all your transactions, you need to reconcile your bank account(s) to ensure that all your banking entries have 

been recorded correctly. 

3.  Trial Balance: At the end of the accounting period (which may be a month, quarter or year depending on your business’s practices), you prepare a trial 

balance. You must then review each account on the Trial Balance to ensure 

accuracy. 
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4.  Adjusting journal entries: Having reviewed the Trial Balance, you may need to make adjustments to some of the accounts in order to make corrections. 

You also need to account for the depreciation of assets and to adjust for 

one-time payments (such as insurance). These need to be allocated on a 

monthly basis to match monthly expenses with monthly revenues more 

accurately. After you make the adjustments, run another Trial Balance to 

ensure that you’re happy with the accounts. 

5.  Financial statements: You run the Balance Sheet and Profit and Loss account using the corrected account balances. 

6.  Closing the books: You close the books for the Revenue and Expense 

accounts and begin the entire cycle again. 

At the end of the accounting year (year-end) you perform the year-end routine 

which closes off all the ledgers. This means that Revenue, income and Expense 

accounts  (in  other  words,  all  Profit  and  Loss  account  items)  will  start  the  new year with a zero balance. In contrast, you carry over Asset, Liability and Capital account balances from year to year, because the business doesn’t start each cycle by getting rid of old assets and buying new assets, paying off and then taking on new debt, or paying out all profits to owners and then collecting the money again. 

Understanding Accounting Methods

There  are  two  main  accounting  methods  in  the  UK,  and  they  are  cash-basis accounting and accrual-based accounting. Which one you use will be determined 

by the criteria that HMRC have set. For example, one of the criteria is that if you operate a Limited company, you cannot use cash-basis accounting; you must use 

accrual accounting. These sections explain more about each method. 

For  the  purpose  of  clarity,  throughout  the  book,  we  will  be  using  the  accrual method, as we are making the assumption that many readers will be operating a 

limited company. 

Keeping things simple with cash-basis 

accounting

Using the cash-basis method of accounting is intended to simplify the accounting 

process for small businesses. HMRC is making this the default method of account-

ing from April 2024 for sole traders and partnerships with a turnover of less than 

£150,000. Those businesses can, however, opt out and apply accrual accounting. 
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Limited companies and limited liability partnerships cannot use cash basis; they must use accrual accounting. There is also a specific list of types of businesses that cannot use cash basis, and you can find this information by accessing www. 

gov.uk and typing in “Cash basis” into the search bar. 

With   cash-basis accounting,  you  record  all  transactions  in  the  books  when  cash physically changes hands, which means when the business receives cash payment 

from customers or pays out cash for purchases or other services. Cash receipt or 

payment can be in the form of cash, credit card, electronic transfer or other means used to pay for an item. 
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Cash-basis accounting can’t be used when a business sells products on credit and 

collects the money from the customer at a later date. No provision exists in the 

cash-basis accounting method to record and track money due from customers at 

some point in the future. 

 

This situation also applies for purchases. With the cash-basis accounting method, the business only records the purchase of supplies or goods that are to be sold 

later when it actually pays cash. When the business buys goods on credit to be paid later, it doesn’t record the transaction until the cash is actually paid out. 

Cash-basis accounting does a good job of tracking cash flow, but the system does 

a  poor  job  of  matching  revenues  earned  to  expenses  incurred.  This  becomes  a problem when a business buys products in one month and sells those products in 

the next month, giving a misleading profit and loss figure. 

Say  you  buy  products  in  June,  paying  £1,000  cash,  intending  to  sell  them  that same  month.  You  don’t  sell  the  products  until  July,  which  is  when  you  receive cash for the sales. When you close the books at the end of June, you have to show the £1,000 expense with no revenue to offset it, meaning that you have a loss that month. When you sell the products for £1,500 in July, you have a £1,500 profit. 

So, your monthly report for June shows a £1,000 loss, and your monthly report 

for July shows a £1,500 profit, when in reality you had revenues of £500 over the two months. Using cash-based accounting, you can never be sure that you have an 

accurate measure of profit or loss. 

Recording right away with  

accrual accounting

In the UK, all Limited companies (whether they are public or private), Limited liability partnerships and larger businesses with a turnover of greater than £150,000 

have  to  use  accrual-based  accounting.  Smaller  businesses,  with  a  turnover  of 

£150,000 or less per year, such as sole traders and partnerships, can choose to 

use accrual accounting but have to opt out of default cash-basis accounting first. 
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With  accrual accounting, you record all transactions in the books when they occur, even when no cash changes hands. For example, when you sell goods and/or services on credit, you record the transaction immediately and enter it into a Trade Debtors account until you receive payment. When you buy goods on credit, you 

immediately enter the transaction into a Trade Creditors account until you pay 

out cash. 

Accrual accounting can have its drawbacks. It does a good job of matching rev-

enues and expenses but a poor job of tracking cash. Because you record income 

when the transaction occurs and not when you collect the cash, your Profit and 

Loss account can look great even when you don’t have cash in the bank. 

For example, suppose you’re running a contracting business and completing jobs 

on a daily basis. You can record the revenue upon completion of the job even when you haven’t yet collected the cash. When your customers are slow to pay, you may 

end up with lots of income but little cash. 

Remember —  never confuse profit and cash. In the short term, cash flow is often more important than profit, but in the long term, profit becomes more important. 

But don’t worry just yet; in Book 2, Chapter 2, I’ll show you how to manage your 

Trade Debtors so that you don’t run out of cash because of slow-paying customers. 

Many businesses that use the accrual accounting method monitor cash flow on a 

weekly basis to be sure that they’ve enough cash on hand to operate the business. 

If your business is seasonal, such as a landscaping business with little to do during the winter months, you can establish short-term lines of credit through your bank to maintain cash flow through the lean times. 

Seeing Double with Double-Entry 

Bookkeeping

All businesses use  double-entry bookkeeping to keep their books, whether they use the  cash-basis  accounting  method  or  the  accrual  accounting  method.  Double-entry bookkeeping — so-called because you enter all transactions twice — helps 

to minimise errors and increase the chance that your books balance. 

When  it  comes  to  double-entry  bookkeeping,  the  key  formula  for  the  Balance Sheet (Assets = Liabilities + Equity) plays a major role. 
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DOUBLE-ENTRY BOOKKEEPING GOES 

WAY BACK

No one’s really sure who invented double-entry bookkeeping. The first person to 

put the practice on paper was Benedetto Cotrugli in 1458, but mathematician and 

Franciscan monk Luca Pacioli is most often credited with developing double-entry 

bookkeeping. Although Pacioli is called the Father of Accounting, accounting actually occupies only one of five sections of his book,  Everything About Arithmetic, Geometry and Proportions,  which was published in 1494. 
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Pacioli didn’t actually  invent double-entry bookkeeping; he just described the method used by merchants in Venice during the Italian Renaissance period. He’s most famous for his warning to bookkeepers: A person should not go to sleep at night until the debits equal the credits! 

 

Golden rules of bookkeeping

You have some simple rules to remember when getting to grips with double-entry 

bookkeeping. 

First of all, remember that a debit is on the left side of a transaction and a credit is on the right side of a transaction. Then apply the following rules:

 

» If you want to increase an asset, you must debit the Assets account. 

 

» To decrease an asset, you must credit the Assets account. 

 

» To increase a liability, you credit the Liabilities account. 

 

» To decrease a liability, you debit the Liabilities account. 

 

» If you want to record an expense, you debit the Expense account. 

 

» If you need to reduce an expense, you credit the Expense account. 

 

» If you want to record sales/income, you credit the Sales/Income account. 

 

» If you want to reduce sales/income, you debit the Sales/Income account. 

Copy Table 2-1 and have it on your desk when you start keeping your own books. 

We guarantee that the table can help to keep your debits and credits in balance. 

Believe it or not, identifying the difference becomes second nature as you start 

making regular entries in your bookkeeping system. But, to make things easier 

for  you,  Table  2-1  is  a  chart  that  bookkeepers  and  accountants  commonly  use. 

Everyone needs help sometimes! 
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TABLE 2-1 

How Credits and Debits Impact Your Accounts

Account Type

Debits

Credits

Assets

Increase

Decrease

Liabilities

Decrease

Increase

Income

Decrease

Increase

Expenses

Increase

Decrease

Here’s  an  example  of  the  practice  in  action.  Suppose  that  you  purchase  a  new desk for your office that costs £1,500. This transaction actually has two parts: You spend an asset (cash) to buy another asset (furniture). So, you must adjust two 

accounts in your business’s books: the Cash account and the Furniture account. 

The transaction in a bookkeeping entry is as follows (we talk more about how to 

do initial bookkeeping entries in Book 1, Chapter 4):

Account

Debit

Credit

Furniture

£1,500

Cash

£1,500

 To purchase a new desk for the office

In this transaction, you record the accounts impacted by the transaction. The debit increases the value of the Furniture account, and the credit decreases the value of the Cash at Bank account. For this transaction, both accounts impacted are Asset 

accounts. So looking at how the Balance Sheet is affected, you can see that the only changes are to the asset side of the Balance Sheet equation:

Assets = Liabilities + Equity

Furniture increase + Cash decrease = No change to this side of the equation

In this case, the books stay in balance because the exact pounds sterling amount 

that increases the value of your Furniture account decreases the value of your Cash at Bank account. At the bottom of any journal entry, include a brief explanation 

that explains the purpose of the entry. In our example, we indicate that this entry was to purchase a new desk for the office. 

Practising with an example

To show you how you record a transaction that impacts both sides of the Balance 

Sheet equation, here’s an example that records the purchase of stock. Suppose that you purchase £5,000 worth of widgets on credit. (Have you always wondered what 
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widgets are? Can’t help you. They’re just commonly used in accounting examples to represent something purchased where what’s purchased is of no real significance.)  These  new  widgets  add  value  to  your  Stock  Asset  account  and  also  add value to your Trade Creditors account. (Remember, the Trade Creditors account is 

a Liability account where you track supplier invoices that need to be paid at some point in the future.) The bookkeeping transaction for your widget purchase looks 

as follows:

Account

Debit

Credit

Stock

£5,000
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Trade Creditors

£5,000

 To purchase widgets for sale to customers

This transaction affects the Balance Sheet equation as follows:

 

Assets = Liabilities + Equity

Stock increases = Creditor increases + No change

In  this  case,  the  books  stay  in  balance  because  both  sides  of  the  equation  (the Stock and Creditor accounts) increase by £5,000. 

You  can  see  from  the  two  example  transactions  how  double-entry  bookkeeping helps to keep your books in balance — as long as you make sure that each 

entry into the books is balanced. Balancing your entries may look simple here, but sometimes  bookkeeping  entries  can  get  complex  when  the  transaction  impacts more than two accounts. 

SHARING A SECRET

Don’t feel embarrassed if you forget which side the debits go on and which side the credits go on. One often-told story is of a young clerk in an accounts office plucking up the courage to ask the chief accountant, who was retiring that day, why for 30 years he had at the start of each day opened up his drawer and read the contents of a piece of paper before starting work. 

The chief accountant at first was reluctant to spill the beans, but ultimately decided he had to pass on his secret — and who better than an up-and-coming clerk? Swearing the young clerk to secrecy, he took out the piece of paper and showed it to him. The paper read: Debit on the left and credit on the right. 
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Have a Go

In this section you can practise double-entry bookkeeping by having a go at the 

next few exercises. You can find the answers at the end of the chapter. Good luck! 

By the way, if you get stuck, remember to look back at the section “Golden rules 

of bookkeeping,” earlier in this chapter. 

1.  Have a look at the following list and decide whether the items described 

belong in the Profit and Loss account or the Balance Sheet. 

Item

Profit and Loss or Balance Sheet? 

Telephone bill

Purchase of motor vehicles

Bank loan

Petty cash

Sales

Materials purchased for resale

2.  Write the journal entry for the following:

On 15 February, you purchase materials for your business on credit for £3,000. 

How would you enter this transaction in your books? 

Date

Account

Debit

Credit

3.  Write down the journal entry for the following transaction:

On 31 March, you sell £5,000 worth of goods and receive £5,000 in cash. 

Date

Account

Debit

Credit
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4. Write down the journal entry for the following transaction: On 30 June, you sell £3,000 worth of goods on credit. You don’t get cash. 

Customers will pay you after you bill them. How do you record the sales 

transaction? 

Date

Account

Debit

Credit
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5. Write down the journal entry for the following transaction:

On 30 September, you buy office supplies for £500 using your company debit 

card. How do you record the transaction? 

 

Date

Account

Debit

Credit

6. In which two accounts would you record the purchase of furniture for 

your office using a credit card? 

7. In which two accounts would you record the payment of rent to your 

landlord, which is paid automatically from your business bank account 

each month? 

8. If your accountant wants to know the value of products remaining on  

the shelves after you closed the books for an accounting period, which 

account would you show? 

9. If a customer buys your product on credit, in which account would you 

record the transaction? 

10. You receive an invoice for some goods received. Where do you record 

the invoice in the accounting system, so that you can pay it in the 

future? 
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Answering the Have a Go Questions

1.  Telephone bill: A telephone bill is usually considered to be an overhead of the business. As such, it would be included in the Profit and Loss account and 

classified as an expense. 

Purchase of motor vehicle: A motor vehicle is likely to be kept in the business for a long period of time, usually 3 to 4 years or more. This is categorised as a fixed asset and would be included in the Balance Sheet. 

Bank loan: The owner or directors of the business may have taken out a bank loan to provide funds for a large purchase. A bank loan is something that the 

business owes to a third party, and it’s considered to be a liability. As such, it’ll be shown in the Balance Sheet. 

Petty cash: Although it may be a small amount of money held in a petty cash tin, it’s still considered to be an asset. It’ll therefore be shown as an asset in the Balance Sheet. 

Sales: Once your business starts generating income through sales, this must be entered into a Profit and Loss account. Sales is the first category of a Profit and Loss account; when you deduct costs from this, a profit or loss can be 

calculated. 

Materials purchased for resale: You may buy goods and sell them on in their present state, or you may buy materials that can be used to manufacture a 

product. Either way, these costs are considered to be direct costs (they’re 

directly attributed to making the products you sell) and as such they need to be 

shown as Cost of Sales in the Profit and Loss account. 

2.  In this transaction, you’d debit the Purchases account to show the 

additional purchases made during that period and credit the Creditors 

account. 

Remember, if you’re increasing a liability (such as Creditors) you must credit 

that account. When recording an expense such as Materials Purchased, you 

should debit that account. Because you’re buying the goods on credit, that 

means you have to pay the bill at some point in the future. 

Date

Account

Debit

Credit

15 Feb

Materials Purchased

£3,000

15 Feb

Creditors

£3,000
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3.  As you think about the journal entry, you may not know whether something is a credit or a debit. 

Cash at bank is an asset, and if you increase the value of an asset, you debit 

that account. In this question, because you received cash, you know that the 

Cash at Bank account needs to be a debit. So your only choice is to make the 

Sales account the account to be credited. This is correct because all Income 

accounts are increased by a credit. If you’re having trouble figuring these 

entries out, look again at Table 2-1. 

Date

Account

Debit

Credit

Bookkeeping Basics Getting Down to

31 March

Cash at Bank

£5,000

31 March

Sales

£5,000

4.  In this question, rather than taking in cash, the customers are allowed to 

 

pay on credit, so you need to debit the Asset account Debtors. 

(Remember: When increasing an asset, you debit that account.) You’ll credit the 

Sales account to track the additional revenue. (When recording income, you 

credit the Income account.)

Date

Account

Debit

Credit

30 June

Debtors

£3,000

30 June

Sales

£3,000

5.  In this question, you’re paying with a company debit card, so the transac-

tion will show as a deduction from your bank account. 

As the debit card takes the money directly from your business bank account, 

the journal entry you need to complete is a credit against your Bank account, 

because you are decreasing an asset, in this case the bank balance. All money 

paid out for expenses is always a debit. When recording an expense, always 

post a debit to the Expense account. 

Date

Account

Debit

Credit

30 Sept

Office Supplies

£500

30 Sept

Cash at Bank

£500
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6. Record the furniture in a Fixed Asset account called Furniture, and record the credit card transaction in a Liability account called Credit Card. 

Monies wouldn’t be paid for the credit card transaction until the credit card bill is due to be settled. Furniture is always listed as a Fixed asset on your Balance Sheet. Anything you buy that you expect to use for more than one year is a 

fixed asset, rather than an expense. 

7. Record the rent payment in an Expense account called Rent, and record 

the bank payment in a Current Asset account called Bank account. 

The bank account will likely be shown as the Bank Current Account on the 

Balance sheet. The bank account will be classified as a Current Asset account 

(unless your bank account is overdrawn and then it would be considered a 

liability and would be shown in Current Liabilities). Rent is always an expense. 

8. Stock account. 

The Stock account is adjusted at the end of each accounting period to show the 

total number of products remaining to be sold at the end of the period. 

9. Sales/Debtors Ledger. 

When you raise a sales invoice to a customer who has purchased something 

on credit, this will automatically update the Debtors ledger (sometimes called 

the Sales Ledger), and it will also record a sale in your accounts system. You’ll be able to see all sales invoices issued to that customer, by reviewing that 

customer’s account in your accounts system. It will detail all the sales invoices issued and also any payments made. You’ll be able to print a summary of each 

customer account at any point in time and use this to chase outstanding 

invoices. 

10. Purchase/Creditors Ledger. 

When you receive a purchase invoice from a supplier, you will enter it into the 

Purchase Ledger on your accounts system. You will have a separate account 

for each supplier. You can print off a report (usually at the end of each month) 

called the Aged Creditors report. This will show you a list of all outstanding 

invoices that you owe to your suppliers. 
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» Introducing the Chart of Accounts

 

» Looking at Balance Sheet accounts

 

» Going over the Profit and Loss

 

» Creating your own Chart of Accounts

Chapter 3

Outlining Your Financial 

Roadmap with a Chart 

of Accounts

Can you imagine what a mess your accounts would look like if you didn’t 

carefully record each transaction that took place in your business bank 

accounts? Consider what can happen if you miss an important payment to a 

supplier. What chaos would ensue when the goods that you ordered don’t turn up 

because you forgot to pay someone? 

Keeping a business’s books can be a tricky process, but you can make life easier 

by carefully setting up your computerised accounting system to help you system-

atically record each business transaction and ensure that it goes into the right 

account. This careful bookkeeping gives you an effective tool for determining the business’s financial health. 

As a bookkeeper, you need a roadmap to help you determine where to record all 

those transactions. This roadmap is called the Chart of Accounts. In this chapter, we  tell  you  how  to  set  up  the  Chart  of  Accounts,  which  includes  many  different accounts. We also review the types of transactions you enter into each type 

of account in order to track the key parts of any business — assets, liabilities, capital, income, and expenses. 

CHAPTER 3  Outlining Your Financial Roadmap with a Chart of Accounts      37

Getting to Know the Chart of Accounts

The  Chart of Accounts is the roadmap that a business creates to organise its financial transactions. After all, you can’t record a transaction until you know where to put it! Essentially, this chart is a list of all the accounts a business has organised in a specific order; each account has a description that includes the type of account and the types of transactions to be entered into that account. Every business creates its own Chart of Accounts based on how the business is operated, so you’re 

unlikely to find two businesses with the exact same Charts of Accounts. 

However, you find some basic organisational and structural characteristics in all Charts of Accounts. The organisation and structure are designed around two key 

financial reports: the  Balance Sheet, which shows what your business owns and what it owes, and the  Profit and Loss account, which shows how much money your business took in from sales and how much money it spent to generate those sales. 

(You can find out more about Profit and Loss accounts in Book 4, Chapter 1 and 

Balance Sheets in Book 4, Chapter 2.)

The Chart of Accounts starts with the Balance Sheet accounts, which include the 

following:

 

» Fixed assets: Includes all accounts that show things the business owns that have a lifespan of more than 12 months, such as buildings, furniture, plant 

and equipment, motor vehicles, and office equipment. 

 

» Current assets: Includes all accounts that show things the business owns and expects to use in the next 12 months, such as cash, Trade Debtors (also 

known as Accounts Receivable, which is money due from customers), 

prepayments, and stock. 

 

» Current liabilities: Includes all accounts that show debts that the business must repay over the next 12 months, such as Trade Creditors (also known as 

Accounts Payable, which is bills from suppliers, contractors, and consultants), 

hire purchase, and other loans, value-added tax (VAT) and income/corporation 

tax, accruals, and credit cards payable. 

 

» Long-term liabilities: Includes all accounts that show debts that the business must pay over a period of time longer than the next 12 months, such as 

mortgages repayable and longer-term loans that are repayable. 

 

» Capital: Includes all accounts that show the owners of the business and their claims against the business’s assets, including any money invested in the 

business, any money taken out of the business, and any earnings that have 

been reinvested in the business. 
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The rest of the chart is  filled with  Profit  and Loss accounts,  which  include  the following:

 

» Revenue/Income: Includes all accounts that track sales of goods and services as well as revenue generated for the business by other means. 

 

» Cost of Goods Sold: Includes all accounts that track the direct costs involved in selling the business’s goods or services. 

 

» Expenses: Includes all accounts that track expenses related to running the businesses that aren’t directly tied to the sale of individual products or 

services. 

When developing the Chart of Accounts, start by listing all the Asset accounts, the Liability  accounts,  the  Capital  accounts,  the  Revenue  accounts  and,  finally,  the Expense accounts. All these accounts feed into two statements: the Balance Sheet 

and the Profit and Loss account. 

In this chapter, we review the key account types found in most businesses, but 

this list isn’t cast in stone. You need to develop an account list that makes the most  sense  for  how  you’re  operating  your  business  and the  financial  information you want to track. As we explore the various accounts that make up the Chart with a Chart of Accounts
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of  Accounts,  we  point  out  how  the  structure  may  differ  for  different  types  of businesses. 

The Chart of Accounts is a money-management tool that helps you follow your 

business transactions, so set it up in a way that provides you with the financial information you need to make smart business decisions. You’re probably going 

to tweak the accounts in your chart annually, and, if necessary, you may add 

accounts during the year if you find something for which you want more detailed 

tracking. You can add accounts during the year, but don’t delete accounts until 

the end of a 12-month reporting period. We discuss adding and deleting accounts 

from your books in Book 3, Chapter 3. 

Starting with the Balance Sheet Accounts

The  first  part  of  the  Chart  of  Accounts  is  made  up  of  Balance  Sheet  accounts, which break down into the following three categories:

 

» Assets: These accounts show what the business owns. Assets include money in the bank, stock, furniture, buildings, and vehicles. 
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» Liabilities: These accounts show what the business owes including loans 

from banks or other lenders. 

For example, mortgages on buildings and long-term loans are two common 

types of liabilities. Also, a mortgage (a legal charge) is a good example of a 

claim that the lender (bank or building society) has over a business asset  

(in this case, the premises being bought through the mortgage). 

 

» Capital: These accounts show what the owners put into the business and  

the claims the owners have against the business’s assets. For example, 

shareholders are business owners that have claims against the  

business’s assets. 

We discuss the Balance Sheet in greater detail in Book 4, Chapter 2, including how to prepare and use it. This section, however, examines the basic components of 

the Balance Sheet, as reflected in the Chart of Accounts. 

Tackling assets

The accounts that track what the business owns — its assets — are always the 

first category on the chart. The two types of asset accounts are fixed assets and current assets. 

Fixed assets (also known as Non-Current Assets)

 Fixed assets are assets that you anticipate your business is going to use for more than 12 months. Fixed assets can be either tangible or intangible, and we will discuss both in the following sections. 

TANGIBLE FIXED ASSETS

Tangible fixed assets are items that you can physically touch, and the most com-

mon types are listed below:

 

» Land and Buildings: This account shows the value of the land and buildings the business owns. The initial value is based on the cost at the time of 

purchase and can be left as cost value in the books, or the company can 

choose to revalue the assets. It is often more typical that if a company holds a 

significant amount of property, then it may choose to revalue those assets as 

property prices increase over time. Because of the virtually indestructible 

nature of this asset, it doesn’t depreciate at a fast rate.  Depreciation is an accounting method that reduces the value of a fixed asset over time. We 

discuss depreciation in Book 3, Chapter 3, and in Book 5, Chapter 2 where we 

see how the accountant determines what depreciation method to use. 
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» Vehicles: This account shows any cars, lorries or other vehicles owned by the business. The initial value of any vehicle is listed in this account based on the total cost paid to put the vehicle into service. Sometimes this value is more 

than the purchase price if additions were needed to make the vehicle usable 

for the particular type of business. For example, when a business provides 

transportation for the handicapped and must add additional equipment to a 

vehicle to serve its customers’ needs, that additional equipment is added to 

the value of the vehicle. Vehicles also depreciate through their useful lifespan. 

 

» Furniture and Fixtures: This account shows any furniture or fixtures 

purchased for use in the business. It includes the value of all chairs, desks, 

store fixtures, and shelving needed to operate the business. The value of the 

furniture and fixtures in this account is based on the cost of purchasing them. 

Businesses depreciate these items during their useful lifespan. Some compa-

nies set a monetary threshold for capitalising assets, meaning that lower-

value items are written off to the Profit and Loss account rather than recorded 

as fixed assets. For example, a business may decide that any asset costing less 

than £1,000 will be treated as an expense in the year of purchase instead of 

being capitalised and depreciated over time. 

 

» Plant and Equipment: This account shows equipment purchased for use for 

more than 12 months, such as process-related machinery, copiers, tools, and 
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cash tills. The value of the equipment is based on the cost of purchasing these 

items. Equipment is also depreciated to show that over time, it gets used up 

and must be replaced. 

 

» Computer Equipment: This account includes all computers, laptops, tablets, and printers that have been purchased for the business, for use for more than 

12 months. It is often shown as a separate category of fixed assets because, in 

larger businesses, it can be quite a significant value. However, a smaller 

business may choose to include it with Plant and Equipment, as shown above. 

The choice is yours! The value of computer equipment is based on the cost of 

purchasing these items. Computer Equipment is also depreciated to show 

that over time it gets used up and must be replaced. 

INTANGIBLE FIXED ASSETS

The following accounts show the fixed assets that you can’t touch (accountants 

refer to these assets as  intangible assets) but that still represent things of value owned by the business, for instance, intellectual property such as patents and 

copyrights. The accounts that track them include:

 

» Patents: This account shows the costs associated with  patents, which are grants made by governments that guarantee to the inventor of a product or 
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set period of time. Patent costs are amortised over their useful life, which is typically the duration of the patent’s legal protection. The value of this asset is based on the expenses the business incurs to get the right to patent 

its product. 

 

» Copyrights: This account shows the costs incurred to establish  copyrights, the legal rights given to an author, playwright, publisher or any other distributor 

of a publication or production for a unique work of literature, music, drama 

or art. 

 

» Goodwill: This account is needed only if a business buys another business for more than the actual value of its tangible assets. Goodwill reflects the 

intangible value of this purchase for things like business reputation, store 

locations, customer base, and other items that increase the value of the 

business bought. The value of goodwill isn’t everlasting and so, like other 

intangible assets, must be amortised. 

 

» Research and Development: This account reflects the business’s investment in future products (development costs) and services, provided strict criteria 

are met. Development costs can be capitalised and amortised, if the business 

chooses, or written off to profit or loss as incurred. All research costs, whether pure or applied, are written off to profit or loss as they occur. 

If you hold a lot of assets that aren’t of great value, you can also set up an Other Assets account to show those assets that don’t have significant business value. 

Any asset you show in the Other Assets account that you later want to show 

individually can be shifted to its own account. We discuss adjusting the Chart of Accounts in Book 3, Chapter 3. 

Current assets

 Current assets are the assets that your business uses up within the next 12 months and so are unlikely to be there the next year. The accounts that reflect current 

assets on the Chart of Accounts are

 

» Bank Current account: This account is the business’s primary bank account for operating activities, such as depositing receipts and paying expenses. 

Some businesses have more than one account in this category; for example, a 

business with many divisions may have an account for each division. 

 

» Business savings account: This account is used for surplus cash. Some 

businesses will use a secondary bank account to put money aside for VAT bills 

or other tax bills that they may incur, such as corporation tax if they are a 

Limited company. You can find some banks that pay interest on positive bank 

balances, but you need to shop about to find the right one for you. Interest 

rates can vary depending on the features that you require for your business. 
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» Cash on Hand: This account is used to record any cash kept at retail stores or in the office. In retail stores, cash must be kept in tills to provide change to 

customers. In the office, petty cash is often kept for immediate cash needs 

that pop up from time to time. This account helps you keep track of the cash 

held outside the various bank and deposit accounts. 

 

» Trade Debtors: This account shows the customers who still owe you money if you offer your products or services to customers on credit (in other words, 

they don’t pay you immediately). 

 

» Stock: This account shows the value of the products you have on hand to sell to your customers. The value of the assets in this account varies depending on 

how you track the flow of stock into and out of the business. We discuss stock 

valuation and recording in greater detail in Book 2, Chapter 3. 

 

» Prepayments: This account shows goods or services you pay for in advance. 

The payment is credited as it is used up each month. For example, say that 

you prepay your property insurance on a building that you own one year in 

advance. Each month, you reduce the amount that you prepaid by one-twelfth 

as the prepayment is used up. We discuss prepayments in Book 3, Chapter 3. 

Depending upon the type of business you’re setting up, you may have other cur-

rent Asset accounts to set up. For example, say that you’re starting a service busi-with a Chart of Accounts
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ness  in  consulting.  You’re  likely  to  have  an  account  called  Consulting  Fees  for tracking cash collected for those services. 

Laying out your liabilities

After you deal with assets, the next stop on the bookkeeping journey is the accounts that show what your business owes to others. These others can include suppliers 

from whom you buy products or supplies, financial institutions from which you 

borrow money, and anyone else who lends money to your business. Like assets, 

you lump liabilities into current liabilities and long-term liabilities. 

Current liabilities

 Current liabilities are debts due in the next 12 months. Some of the most common types of current liabilities accounts that appear on the Chart of Accounts are as follows:

 

» Trade Creditors: This account shows money that the business owes to 

suppliers, contractors, and consultants that must be paid in less than 12 

months. Most of these liabilities must be paid in 30 to 90 days from initial 

invoicing. 
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» Overdrafts: An overdrawn bank account is money that the business owes the bank, so it should be considered a current liability. Because an overdraft 

should only be viewed as a temporary loan facility, aimed to be paid off in less 

than 12 months, this makes it a current liability instead of a long-term liability. 

An overdraft can become repayable on demand, depending on the terms 

agreed with the bank. 

 

» Value-Added Tax (VAT): This account shows your VAT liability. You may not think of VAT as a liability, but because the business collects the tax from the 

customer and doesn’t pay it immediately to HM Revenue & Customs, the 

taxes collected become a liability. Of course, you’re entitled to offset the VAT 

that the business has been charged on its purchases before making a net 

payment. A business usually collects VAT throughout the month and then 

pays the net amount due on a quarterly basis. We discuss paying VAT in 

greater detail in Book 3, Chapter 1. 

 

» Accrued Payroll Taxes: This account shows payroll taxes, such as Pay As You Earn (PAYE) and National Insurance Contributions, collected from employees 

and the business itself, which have to be paid over to HM Revenue & Customs. 

Businesses don’t have to pay these taxes immediately and may pay payroll 

taxes on a monthly basis. We discuss how to handle payroll taxes in Book 3, 

Chapter 2. 

 

» Credit Cards Payable: This account shows all credit card accounts for which the business is liable. Most businesses use credit cards as short-term debt 

and pay them off completely at the end of each month, but some smaller 

businesses carry credit card balances over a longer period of time. In Chart of 

Accounts, you can set up one Credit Card Payable account, but you may want 

to set up a separate account for each card your business holds to improve 

your ability to track credit card usage. 

The way you set up your current liabilities — and how many individual accounts 

you establish — depends upon the level of detail that you want to use to track each type of liability. 

Long-term liabilities

 Long-term liabilities are debts due in more than 12 months from the date of the Balance Sheet. The number of long-term liability accounts you maintain on your 

Chart of Accounts depends on your debt structure. For example, if you’ve several 

different loans, then set up an account for each one. The most common type of 

long-term liability account is Loans Payable. This account tracks any long-term 

loans, such as a mortgage on your business building. Most businesses have sepa-

rate Loans Payable accounts for each of their long-term loans. For example, you 
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can have  Loans Payable — Mortgage Bank for your building and  Loans Payable — 

 Vehicles for your vehicle loan or hire purchase agreements. 

In addition to any separate long-term debt that you may want to track in its own 

account, you may also want to set up an account called  Other Liabilities.  You can use this account to track types of debt that are so insignificant to the business that you don’t think they need their own accounts. 

Controlling the capital

Every business is owned by somebody.  Capital accounts track owners’ contributions to the business as well as their share of ownership. For a limited company, ownership is tracked by the sale of individual shares because each stockholder owns a 

portion of the business. In smaller businesses owned by one person or a group of 

people, capital is tracked using capital and Drawings accounts. Here are the basic Capital accounts that appear in the Chart of Accounts:

 

» Ordinary Share Capital: This account reflects the value of outstanding 

ordinary shares sold to investors. A business calculates this value by multiply-

ing the number of shares issued by the value of each share of stock. Only 
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limited companies need to establish this account. 

 

» Retained Earnings: This account tracks the profits or losses accumulated since a business opened. At the end of each year, the profit or loss calculated on the 

Profit and Loss account is used to adjust the value of this account. For example, if a business made a £100,000 profit after tax in the past year, the Retained 

Earnings account is increased by that amount; if the business lost £100,000, that amount is subtracted from this account. Any dividends paid to shareholders 

reduce the profit figure transferred to Retained Earnings each year. 

 

» Capital: This account is only necessary for small, unincorporated businesses, such as sole traders or partnerships. The Capital account reflects the amount 

of initial money the business owner contributed to the business as well as any 

additional contributions made after initial start-up. The value of this account is based on cash contributions and other assets contributed by the business 

owner, such as equipment, vehicles, or buildings. When a small company has 

several different partners, each partner gets their own Capital account to track 

their contributions. 

 

» Drawings: This account is only necessary for businesses that aren’t incorporated. The Drawings account tracks any money that a business owner takes 

out of the business. If the business has several partners, each partner gets 

their own Drawings account to track what they take out of the business. 
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Keeping an Eye on the Profit  

and Loss Accounts

The Profit and Loss account is made up of two types of accounts:

 

» Revenue: These accounts track all income coming into the business, 

including sales, interest earned on savings and any other methods used  

to generate income. 

 

» Expenses: These accounts track all costs that a business incurs to keep itself afloat. 

The bottom line of the Profit and Loss account shows whether your business made 

a profit or a loss for a specified period of time. In Book 4, Chapter 1, we discuss how to prepare and use a Profit and Loss account in greater detail. 

This  section  examines  the  various  accounts  that  make  up  the  Profit  and  Loss account portion of the Chart of Accounts. 

Recording the profit you make

Accounts that show revenue coming into the business are first up in the Profit and Loss account section of the Chart of Accounts. If you choose to offer discounts or accept returns, then that activity also falls within the revenue grouping. The most common income accounts are

 

» Sales of Goods or Services: This account, which appears at the top of every Profit and Loss account, shows all the money that the business earns selling 

its products, services, or both. 

 

» Sales Discounts: This account shows any reductions to the full price of 

merchandise (necessary because most businesses offer discounts to encour-

age sales). 

 

» Sales Returns: This account shows transactions related to returns, when a customer returns a product. 

When you examine a Profit and Loss account from a business other than the one 

you own or are working for, you usually see the following accounts summarised as 
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one line item called  Revenue or Net Revenue.  However, not all income is generated by sales of products or services; other income accounts that may appear on a Chart of Accounts include the following:

 

» Interest Income: This account shows any income earned by collecting 

interest on a business’s savings accounts. If the business lends money to 

employees or to another business and earns interest on that money, that 

interest is recorded in this account as well. 

 

» Other Income: This account shows income that a business generates from a source other than its primary business activity. For example, a business that 

encourages recycling and earns income from the items recycled records that 

income in this account. 

Recording the cost of sales

Of course, before you can sell a product, you must spend money to buy or make 

that product. The type of account used to track the money spent on products that 

are sold is called a Cost of Goods Sold account. The most common Cost of Goods 

Sold accounts are
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» Purchases: This account shows the purchases of all items you plan to sell. 

 

» Purchase Discount: This account shows the discounts you may receive from suppliers when you pay for your purchase quickly. For example, a business 

may give you a 2-percent discount on your purchase when you pay the bill in 

10 days rather than wait until the end of the 30-day payment period. 

 

» Purchase Returns: This account shows the value of any returns when you’re unhappy with a product you bought. 

 

» Freight Charges: This account shows any charges related to shipping items that you purchase for later sale. You may or may not want to keep this detail. 

 

» Other Sales Costs: This account is a catch-all account for anything that doesn’t fit into one of the other Cost of Goods Sold accounts. 

Acknowledging the other costs

Expense accounts take the cake for the longest list of individual accounts. Anything you spend on the business that can’t be tied directly to the sale of an individual CHAPTER 3  Outlining Your Financial Roadmap with a Chart of Accounts      47

product falls under the Expense account category. For example, advertising a sale isn’t directly tied to the sale of any one product, so the costs associated with 

advertising fall under the Expense account category. 

The Chart of Accounts mirrors your business operations, so you decide how much 

detail you want to keep in your expense accounts. Most businesses have expenses 

that are unique to their operations, so your list is likely to be longer than the one we present here. However, you also may find that you don’t need some of these 

accounts. 

On your Chart of Accounts, the Expense accounts don’t have to appear in any spe-

cific order, so we list them alphabetically. The most common Expense accounts are

 

» Advertising: This account shows all expenses involved in promoting a 

business or its products. Expenditure on digital advertising, television, radio, 

magazine or even newspaper advertising is recorded here, as well as any 

costs incurred to mail advertising literature to customers. Also, when a 

business participates in community events such as charity walks or craft fairs, 

associated costs appear in this account. 

 

» Amortisation: This account is similar to the Depreciation account (see later in this list) and shows the ongoing monthly charge for the current financial year 

for all your intangible assets. 

 

» Bank Service Charges: This account shows any charges a bank makes to 

service a business’s bank accounts. 

 

» Depreciation: This account shows the ongoing monthly depreciation charge for the current financial year for all your fixed assets — buildings, cars, vans, furniture, and so on. Of course, when the individual depreciation values are 

large for each fixed asset category, you may open up individual depreciation 

accounts. 

 

» Dues and Subscriptions: This account shows expenses related to online 

business subscriptions, such as professional institute membership or 

accounts software subscriptions. 

 

» Equipment Rental: This account records expenses related to renting 

equipment for a short-term project; for example, a business that needs to 

rent a van to pick up new fixtures for its shop records that van rental in this 

account. 

 

» Insurance: This account shows insurance costs. Many businesses break this account down into several accounts such as Building Insurance, Public Liability 

Insurance, and Car Insurance. 
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» Legal and Accounting: This account shows the cost of legal or accounting advice and can be split into two separate accounts if required. 

 

» Miscellaneous Expenses: This account is a catch-all account for expenses that don’t fit into one of a business’s established accounts. If certain miscella-neous expenses occur frequently, a business may choose to add an account 

to the Chart of Accounts and move related expenses into that new account by 

subtracting all related transactions from the Miscellaneous Expenses account 

and adding them to the new account. With this shuffle, you need to carefully 

balance out the adjusting transaction to avoid any errors or double counting. 

 

» Motor Expenses: This account shows expenses related to the operation of 

business vehicles. 

 

» Office Stationery: This account shows items purchased for office supplies, such as copier paper, pens, and business cards. 

 

» Payroll Taxes: This account records any taxes paid related to employee 

payroll, such as PAYE, Statutory Sick Pay (SSP) and maternity/paternity pay. 

 

» Postage: This account shows any expenditure on stamps, express package 

shipping, and other shipping. If your business does a large amount of 

shipping through suppliers such as DPD, or DHL, you may want to track that 

spending in separate accounts for each supplier. This option is particularly 
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helpful for small businesses that sell over the Internet. 

 

» Profit (or Loss) on Disposal of Fixed Assets: This account records any profit or loss when a business sells a fixed asset, such as a car or furniture. Make 

sure that you only record revenue remaining after subtracting the accumu-

lated depreciation from the original cost of the asset. 

 

» Rent: This account records rental costs for a business’s office or retail space. 

 

» Salaries and Wages: This account shows any money paid to employees as 

salary or wages, including associated employment costs such as employer 

National Insurance Contributions. 

 

» Telephone: This account shows all business expenses related to the telephone and telephone calls. You may consider a separate category for mobile phones 

or perhaps lump them together with your office phones. The choice is yours! 

 

» Travel and Entertainment: This account records any expenditure on travel or entertainment for business purposes. To keep a close watch, some 

businesses separate these expenses into several accounts, such as Travel and 

Entertainment — Meals; Travel and Entertainment — Travel; and Travel and 

Entertainment — Entertainment. 

 

» Utilities: This account shows utility costs, such as electricity, gas, and water. 
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Setting Up Your Chart of Accounts

You can use all the lists of accounts provided in this chapter to set up your business’s own Chart of Accounts. No secret method exists for creating your own 

chart — just make a list of the accounts that apply to your business, and make 

sure that you get them correctly assigned as profit and loss items, Balance Sheet items, or capital and reserves items; otherwise, the accounts won’t be right. 

When first setting up your Chart of Accounts, don’t panic if you can’t think of 

every type of account you may need for your business. You can easily add to the 

Chart of Accounts at any time. Just add the account to the list and distribute the revised list to any employees who use the Chart of Accounts for recording transactions into the bookkeeping system. (Employees who code invoices or other trans-

actions and indicate the account to which those transactions are to be recorded 

need a copy of your Chart of Accounts as well, even if they aren’t involved in actual bookkeeping.)

The Chart of Accounts usually includes at least three columns:

 

» Account: Lists the account names. 

 

» Type: Lists the type of account — Asset, Liability, Capital, Income, Cost of Goods Sold or Expense. 

 

» Description: Contains a description of the type of transaction that is to be recorded in the account. 

Sage 50 Accounts provides a standard Chart of Accounts layout, which you can 

completely customise if you wish. That said, many businesses find that the stan-

dard Chart of Accounts is sufficient. A typical numbering system is as follows:

 


» Asset accounts: 0010 to 1999

 

» Liability accounts: 2000 to 2999

 

» Capital accounts: 3000 to 3999

 

» Sales and Cost of Goods Sold accounts: 4000 to 6999

 

» Expense accounts: 7000 to 9999
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Whichever accounting software you decide to use, you can review the list of chart options included with that software for the type of business you run, delete any 

accounts you don’t want and add any new accounts that fit your business plan. 

If you’re setting up your Chart of Accounts for the first time, be sure to leave a lot of room between accounts to add new accounts. For example, number your Trade 

Debtors account 1100 and then start your bank accounts from 1200. If you’ve a 

number of bank accounts, you can number them 1210, 1220, 1230, and so on. That 

leaves you plenty of room to add new bank accounts as well as petty cash. The 

same applies to your revenue accounts: you need to allow plenty of room in your 

codes for your business to grow. For example, 4000 may be Retail Sales from your 

shop, but if you have an online presence, you’ll need a code to track online sales, perhaps 4050. You can add further codes for foreign online sales as opposed to UK 

online sales. Don’t be too rigid in your choice of codes — leave as large a gap as possible between codes to give you maximum flexibility. 

Figure 3-1 is a sample Chart of Accounts developed using Sage 50 Accounts, the 

accounts package we use throughout this book. This sample chart highlights the 

standard overhead accounts that Sage has already set up for you. 
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FIGURE 3-1:  

The top  

portion of a 

sample Chart of 

Accounts showing 

overheads. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Have a Go

1.  Describe three types of current assets and state in which financial 

statement you’d find them. 

CHAPTER 3  Outlining Your Financial Roadmap with a Chart of Accounts      51

2.  In which financial statement would you expect to see expenses? 

List five different types of expenses. 

3.  In which financial statement would you find current liabilities? 

Describe some of the entries you may find there. 

4.  In which financial statement would you expect to find capital? 

As well as capital introduced by the owner, what else would you expect  

to see there? 

Answering the Have a Go Questions

1.  You can find current assets in the Balance Sheet. 

The usual types of current assets are

•  Stock

•  Debtors

•  Prepayments

•  Cash at bank

•  Cash in hand

See the section “Current assets” earlier in this chapter for descriptions. 

2.  You can find expenses in the Profit and Loss account. 

Typical expenses can be

•  Wages

•  Office stationery

•  Telephone costs

•  Rent and rates

•  Heat, light, and power

•  Fuel expenses

Find more examples in the section “Acknowledging the other costs” earlier in 

this chapter. 
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3.  You can find current liabilities in the Balance Sheet. 

Typical items include:

•  Trade Creditors (suppliers you owe money to)

•  Accrued expenses (costs you’ve incurred but you may not have an 

invoice for)

•  HM Revenue & Customs payments due such as PAYE/NIC and VAT

•  Bank overdrafts

We go into more detail in the section “Laying out your liabilities.” 

4.  You find capital in the Balance Sheet. 

As well as capital introduced, you also find  drawings (cash taken out of the business for personal use), dividends, and  retained profits (profits made from previous periods, but retained in the business). If your business is structured 

as a company, then you also have ordinary share capital, which reflects each 

individual’s share of the company. 
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IN THIS CHAPTER

 

» Understanding the value of the 

Nominal Ledger

 

» Developing ledger entries

 

» Posting entries to the ledger accounts

 

» Adjusting ledger entries

Chapter 4

Looking at Ledgers

In this chapter, we discuss accounting ledgers. You meet the Sales Ledger, Purchase Ledger and Cashbook (which I will refer to as the Bank) and discover 

how they interact with the Nominal Ledger. We tell you how to develop entries 

for the ledger and also how to enter (or post) them from the original sources. In addition, we explain how you can change already posted information or correct 

entries in the Nominal Ledger. 

The most common ledgers include:

 

» Sales Ledger: This tracks day-to-day sales and contains the accounts of 

debtors (customers). 

 

» Purchases Ledger: This tracks day-to-day purchases and contains the 

accounts of creditors (suppliers). 

 

» Nominal Ledger: Sometimes called the General Ledger, this ledger is used for all the remaining accounts, such as income and expense accounts as well as 

including the Purchase Ledger account balance and the Sales Ledger account 

balance. There are also accounts for items such as stock, value-added tax 

(VAT) and loans. The Nominal Ledger basically contains all the transactions 

that a business has ever made. 

 

» Bank/Cashbook: This tracks the daily use of your bank accounts and cash. 
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KEEPING WATCH: THE EYES AND EARS OF A 

BUSINESS

The Nominal Ledger serves as the figurative eyes and ears of bookkeepers and accountants who want to know what financial transactions have taken place historically in a business. By reading the Nominal Ledger — not exactly interesting reading unless you love numbers — you can see, account by account, every transaction that has taken 

place in the business. 

The Nominal Ledger is the master summary of your business. You can find all the transactions that ever occurred in the history of the business in the Nominal Ledger account. In just one place you can find transactions that impact Cash, Stock, Trade Debtors (Accounts Receivable), Trade Creditors (Accounts Payable) and any other account included in your business’s Chart of Accounts. (See Book 1, Chapter 3 for more information about setting up the Chart of Accounts and the kinds of transactions you can find in each account.) If you’re using a computerised accounting system, your ledgers are integrated 

(see Figure 4-1). This means that as you enter transactions into, say, your Sales Ledger, the Nominal Ledger is automatically updated. The same applies to entries 

that are made via your Cashbook (Bank) or Purchase Ledger. 

Your computerised system follows the principles of double-entry bookkeeping, so 

for every debit, you have a corresponding credit. 

FIGURE 4-1:  

Showing how 

all ledgers are 

integrated in a 

computerised 

system. 

Developing Entries for the Ledger

In the next section, we take you through the process of entering transactions in 

each of the ledgers, and we look at the bookkeeping entries for all transactions. 

You  can  practise  your  double-entry  bookkeeping  at  the  end  of  this  chapter,  in 56      BOOK 1  Basic Bookkeeping

the “Have a Go” section. Because most people now use computerised accounting systems, we demonstrate the types of reports and documents that you can run off 

to prove your transactions. We’re using Sage 50 Accounts Professional (desktop 

version) to demonstrate these reports. 

You enter your transactions using source documents or other data. Source docu-

ments tend to be the following:

 

» Sales invoices (unless automatically generated from your accounts program)

 

» Sales credit notes (unless automatically generated from your accounts program)

 

» Purchase invoices from your suppliers

 

» Purchase credit notes

 

» Bank/Supplier payments

 

» Cash receipts (from your paying-in book)

 

» Remittance advices received from customers who may pay electronically into the bank. 

 

» Bank statements (to pick up other bank payments and receipts)

Posting Sales Invoices

Have a look at the bookkeeping that occurs when you post some sales invoices. 

Assume that the invoices aren’t paid straight away; they’re credit sales. 

Using the double-entry bookkeeping rules from Book 1, Chapter 2, you know the 

following:

Looking at Ledgers

If you want to increase an asset, you debit the Asset account. 

If you want to record income, you credit the Income account. 

So, if you raise an invoice for £200 (ignoring VAT for the moment), then the fol-

lowing bookkeeping takes place:

Debit

Credit

Debtors

£200

Sales

£200

CHAPTER 4  Looking at Ledgers      57

Every time you post a sales invoice, this same double entry takes place. 

A  computerised  accounting  system  does  the  double  entry  for  you,  but  you  still need to understand the bookkeeping rules so that you can create journals if corrections are necessary at any point in the future. See the section “Adjusting for Nominal Ledger Errors,” later in this chapter. 

In Figure 4-2, we show you the Customer Invoice Transactions for the Practice 

Company  (we’ve  used  fictitious  data  in  Sage’s  practice  company).  This  report simply provides a list of sales invoices that have been entered in Sage. 

If you have the desktop version of Sage 50, you’ll have the option for what data 

you use. You can use demo data, which is where Sage has given you pre-prepared 

data that you can play around with to get a feel for the software and learn how 

to use it. Or you can use the Practice Company and use your own data, either 

imported from your real data or data you just make up! The Practice Company data 

will not be saved on exit. 

Make sure that you understand the bookkeeping here: You make the following 

double entry based on the information shown in the Customer Invoice Transac-

tions as shown in Figure 4-2:

Debit

Credit

Trade Debtors

£960

Sales

£800

VAT

£160

Note that this entry is balanced. You increase the Trade Debtors account to show 

that customers owe the business money because they bought items on credit. You 

increase the Sales account to show that even though no cash changed hands, the 

business in Figure 4-2 took in revenue. You collect cash when the customers pay 

their invoices. 

You give each transaction a reference to its original source point. For example, the first invoice listed for Smith’s account has the invoice reference 243. If you went to the sales invoice file and found invoice no. 243, you’d have the original source of the transaction in your hands. This is very useful when it comes to customer 

queries, because you can immediately locate the invoice and check the details. 
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FIGURE 4-2:  

Showing the 

Customer Trans-

actions report 

having selected 

the Invoice 

option. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Posting Purchase Invoices

Your business needs to account for the invoices received from its suppliers. Often, you won’t pay these invoices straight away, so you post them into the Creditors 

Ledger (sometimes known as the Suppliers Ledger or Purchase Ledger). 

Using the double-entry rules as discussed in Book 1, Chapter 2, you then get the 

following double entry:

Looking at Ledgers

To increase a liability, you credit the Liabilities account. 

If you want to increase an asset/expense, you debit the Asset/expense account. 

Because you’re recording a liability when you post invoices that you owe money 

for, you credit the Creditors Ledger. Hence, you must make the opposite debit 

entry to the Nominal account to which the invoice has been coded; for example, 

Materials Purchased. 

Take a look at some purchase invoices entered in the Practice Company. See 

Figures 4-3. 
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In Figure 4-3 you’ll see four purchase invoices with a gross value of £1,175. 

You’ll notice a column headed N/C, which stands for Nominal Code. This means 

that when the invoices were posted to Sage, the bookkeeper used code 5000 (which 

happens to be the nominal code for materials purchased). 

FIGURE 4-3:  

Supplier Transac-

tions selecting 

the Invoice 

option. 

 © 2025 Sage (UK) Limited. All rights reserved. 

So, the double entry for these combined transactions is as follows:

Account

Debit

Credit

Materials Purchased

£979.16

VAT

£195.84

Creditors Ledger

£1,175.00

Like the entry for the Sales account, this entry is balanced. The Trade Creditors account is increased to show that money is due to suppliers, and the Materials 

Purchased account is also increased to show that more supplies were purchased. 
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Purchase invoices also require an invoice reference number (Inv Ref), as shown on the report. It is usually a sequential number assigned to each purchase invoice. For example, the invoice posted for Dishfort has a reference of 3. If you were to select the purchase invoice file and locate invoice number 3, you’d find the original purchase invoice for Dishfort. This is especially important in the event of a supplier query. It provides an easy method of locating the exact invoice. 

There’s an App for That! 

Over the last few years, technology has made major leaps forward in improving 

the ability to enter data into accounting software. We can’t possibly discuss all the different ways to do this but suffice to say that many apps have been developed 

that integrate with all the major accounting software to assist you in speeding up data entry into your accounts system. 

For example, some apps allow you to take a photo of a receipt and then automati-

cally upload it into your account software. 

The type of apps you can use will depend on your accounting software and whether 

it’s cloud-based or a desktop solution. Cloud-based software can save you time 

by automating some actions. If you’re unsure what type you have, the person who 

installed your system will be able to tell you

For example, if you use Sage Business Cloud and pay for a subscription to use Sage Accounting or Sage Accounting Plus, you will have access to a system that they 

call Purchase Automation. This time-saving tool allows you to submit an invoice 

as long as it’s in a compatible format, like a PDF. The invoice will be uploaded to your accounts system pending your approval. This allows you to review the document and ensure that the invoice details are correct and that you have coded it 

accurately. Once approved, the purchase invoice will be entered automatically into Looking at Ledgers

your purchase ledger without you having to input very much, if any, data at all. 

You’ll need to thoroughly research your options and check the costs involved for 

some of these apps. Often, they are an additional cost to the price of your accounting  software,  and  it  can  get  quite  expensive  to  operate  these  systems.  Double-check that your accounting software doesn’t already provide something similar 

before taking on the added expense of an app. 

Many  accounting  software  systems  operate  in  the  cloud  now,  which  means 

that they are hosted on remote servers and accessed via the Internet. Users can 
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access their accounts anywhere they can get Internet access. This also opens up 

the opportunity for accounting software providers to integrate with other cloud-

based tools, such as payment processors and receipt management tools, which are 

only two of many options. 

If you want to explore the options available to you, the simplest way is to research directly from within your accounting software package. Alternatively, talk to your software supplier directly, and they will be able to assist you. 

Entering Items into the Nominal Ledger

Many transactions don’t impact the Sales or Purchase Ledger, but they still have 

to be accounted for. The Nominal Ledger Is the master ledger and is where all 

transactions can be found. 

Figure 4-4 shows an example of a Nominal Ledger Day Book from Sage. 

FIGURE 4-4:  

Showing the 

Nominal Day 

Books report 

for the Practice 

Company. 

 © 2025 Sage (UK) Limited. All rights reserved. 

The transaction shown in Figure 4-4 has not impacted the Purchase Ledger or the 

Sales Ledger, which is why it shows up here. 

This  report  shows  a  transfer  between  the  current  bank  account  (1200)  and  the petty cash account(1230). 
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In this transaction, the bookkeeper is showing the movement of some money out of the company bank account which is to be used as Petty Cash in the business. 

Small businesses often operate a petty cash tin, which may be used to pay for 

small items such as a pint of milk for the office fridge. 

Cashbook/Bank Transactions

Everyone likes to be paid, and that includes suppliers. You use the Bank module to post all transactions that relate to payments or receipts to the business. 

Sage uses separate day books for Customer Receipts and Other Income Received, 

as well as Supplier Payments and Other Payments Made. 

This section shows you copies of all the relevant day books and the bookkeeping 

entries that are associated with each day book. 

Bank payments

Businesses always make payments to people other than suppliers. For example, 

they may have salaries, loans, interest, and other types of charges to pay. These payments are made from the Bank account or Cashbook, but impact the Nominal 

Ledger, as part of the double-entry process. 

We demonstrate some bank payments that have been made in Figure 4-5. You’ll 

notice that we’ve printed the Bank Payments Day Book report. If you’d made any 

payments using petty cash, you’d also have to print out the Petty Cash Payments 

Day Book report. 

You can see that payments have been made for rent and some salaries. These pay-
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ments have been made from the Bank account. You can see from the report that 

the Bank account nominal code used is 1200 (which is the default Bank account 

for Sage, shown in the top right-hand corner of the report). You can also see that the nominal codes (N/C) used for Rent and Salaries are 7100 and 7003 respectively. 

The double-entry bookkeeping that Sage has automatically processed is as follows: Nominal Code

Account

Debit

Credit

7100

Rent

£800

7003

Salaries

£1,200

1200

Bank

£2,000
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FIGURE 4-5:  

Bank Payments 

Day Book report. 

 © 2025 Sage (UK) Limited. All rights reserved. 

This  Nominal  Ledger  summary  balances  out  at  £2,000  each  for  the  debits  and credits. The Bank account is decreased to show the cash outflow; the Rent and 

Salaries Expense accounts are increased to show the additional expenses. 

Looking at the Bank Payments Day Book, you can also see a reference column. 

The numbers in the reference column refer to any references made when the 

online bank payment was made. For example, 1234 was used as a reference for 

the rent paid. This will refer to a number shown on the source document for the 

rent payable. 

Nowadays, bank feeds are generally used within accounting software, and this 

is where the software provider will connect with your own bank and allow you 

to import your banking transactions into your accounting software. Essentially, 

you’ll then be simply matching the transactions downloaded from your bank pro-

vider to the transactions contained within your accounts software. You should 

check carefully that each transaction downloaded from your bank can be identi-

fied on your bank statement and verified against source documents that you have 

either entered or uploaded into your accounts package. 

Supplier payments

When businesses pay their suppliers, unless they’ve paid cash immediately, the 

two accounts that are affected are the Supplier (Creditors) Ledger and the Bank 

account. 
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Figure 4-6 shows an example of the Supplier Payments Day Book. 

You can see from the day book report that two suppliers were paid in July: £325 

was paid to Helen’s Chocolate Shop and £750 was paid to Dishfort Village Shop. 

Therefore, a total of £1,075 has been taken out of the bank to pay suppliers. The double entry for these two transactions can be summarised as follows:

Nominal Code

Account

Debit

Credit

2100

Creditors

£1,075

1200

Bank

£1,075

FIGURE 4-6:  

Supplier Payment 

Looking at Ledgers

Day Book. 

 © 2025 Sage (UK) Limited. All rights reserved. 

You can see that the bank has been credited, because you’re reducing an asset 

(that is the bank balance), and the Creditors Account has been debited, because 

you’re  reducing  a  liability.  Think  back  to  your  double-entry  rules  if  you’re not sure. 

Bank receipts

A business receives money from a variety of sources, not just from its custom-

ers. For example, in a new business, the owners of the business may decide to  
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introduce capital into the business to help pay the bills for the first few months until sales pick up. Perhaps they receive start-up grants or receive interest from savings accounts. Figure 4-7 shows a day book report for Bank Received. 

FIGURE 4-7:  

Bank Receipt Day 

Book report. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Notice that some cash sales are listed here. This is money taken at the tills and paid  directly  into  the  bank  account.  The  owner  has  also  introduced  £10,000  of capital. 

The transactions that are posted to the Nominal Ledger can be summarised as 

follows:

Nominal Code

Account

Debit

Credit

1200

Bank

£10,720

4000

Sales

£600

3050

Capital Introduced

£10,000

2201

VAT

£120

Both sides total £10,720, so the books are in balance. 

Once  again,  you  can  apply  double-entry  rules.  You  debit  the  bank,  because  an asset (the bank) is being increased, due to the money being paid in. You credit 

the Sales account because it’s an Income account, and you also credit the Capital Introduced account, because the amount is a liability for the business. The reason is that the business owes the owner this money. You also credit VAT, because VAT 

is a liability and is money owed to HM Revenue & Customs. 
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Customer receipts

Obviously, you hope to be paid quite often! If you’re doing a good job as a book-

keeper, you know how much money is owed to the business at any one time. You 

also know who’s behind with their payments. We discuss how you can find out 

who owes you money in Book 2, Chapter 2. 

Customer receipts can take several forms: cash, monies received directly into your bank account or a cheque (although cheques are much less used nowadays). Either 

way, the money has to be accounted for. 

Figure 4-8 shows an example of a Customer Receipts Day Book. 

FIGURE 4-8:  

Customer 

Receipts Day 

Book. 

 © 2025 Sage (UK) Limited. All rights reserved. 

You can see that the Practice Company has received some money from custom-

ers. S. Smith has paid £240 and has the reference 243 against the sales receipt. 

This refers to the invoice number to which the payment amount should be allo-
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cated. This is especially useful when you reconcile your bank account later in the accounting process. 

You  can  also  see  that  P.  Perry  sent  a  payment  for  £120.  The  reference  used  is 245, which is the invoice being paid. 

When making an online payment, there is usually an opportunity to enter a refer-

ence. I always use the invoice number as a reference because the person receiving the money can see this reference noted on their bank statement and can easily match it to the relevant invoice. This is especially useful if you have several invoices for the same value; the invoice can be correctly allocated. 
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This transaction can be summarised as follows:

Nominal Code

Account

Debit

Credit

1200

Bank account

£360

1100

Debtors Ledger

£360

Following your double-entry rules, you can see that the Bank account has been 

debited, because you’re increasing an asset, namely the Bank account balance. 

The Debtors Ledger has been credited because you’re also reducing an asset, 

namely Debtors. The books still balance because an equal and opposite entry has 

been made in the accounts. 

Introducing Control Accounts

So far we’ve discussed how you enter transactions into your bookkeeping system, 

and we’ve demonstrated the double-entry bookkeeping associated with each of 

the transactions. 

At the end of the month, check that the Sales Ledger, the Purchase Ledger, and the Nominal Ledger are in agreement. The easiest way to do this check is to perform 

Control account reconciliations. 

“What on earth are these?” we hear you say! 

Well, don’t panic, they’re quite straightforward, particularly in a computerised 

accounting system, where the double entry is all done for you! 

In performing a Control account reconciliation, all you’re doing is checking that the Nominal Ledger agrees with both the Debtors (Customers) and Creditors 

(Suppliers) Ledgers. 

Debtors Control account

This account totals all the Sales Invoices, Sales Credit Notes, and Customer receipts for the month and is held in the Nominal Ledger. 

The Debtors Control account shows you how much is owing to your business by 

your customers. It can be reconciled against the Aged Debtors report for the same period to ensure accuracy of your information. This would be known as a  Debtors Control account reconciliation. 
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Figure 4-9 shows you an example of a Debtors Control account for the month of 

June 2024. 

In Sage, you can access the account via the Nominal Ledger and print off a nomi-

nal activity report for the month of June. See Figure 4-9. 

You can see that the history balance is £600 — this sum is the total amount owed 

by debtors at 30 June 2024. The Debtors Control account details all the transac-

tions that have taken place in the month of June. You can see that both sales 

invoices and sales receipts have been made. 

If you want to verify the amount in the Sales Ledger, you can run an Aged Debtor 

report that shows all outstanding invoices for the month. We’ve run the report 

for the Practice Company for June 2024 (the same period as the nominal activity 

report shown in Figure 4-10). 

Here, you can see that the total amount outstanding at 30 June 2024 was £600, as 

agreed with the Debtors Control history balance of the same period. 

This proves that the Nominal Ledger and the Sales Ledger are in agreement. This 

is an important reconciliation you need to do at the end of each month and should always form part of your bookkeeping routine. 

For the more eagle-eyed readers, you may be wondering why the Account balance 

in Figure 4-9 shows £643.20 and then shows a history balance of £600. This is 

because  there  are  some  future  dated  transactions  beyond  June  2024  which  are included in the account balance. If I had run both reports for the full year, I would have seen all transactions in both reports. They would still both have matched. 
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FIGURE 4-9:  

Debtors Control 

account for 

the Practice 

Company. 

 © 2025 Sage (UK) Limited. All rights reserved. 
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FIGURE 4-10:  

An Aged Debtor 

report for the 

Practice Company 

for June 2024. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Creditors Control account

Similarly, the Creditors Control account shows you how much you owe your sup-

pliers. This can be reconciled against the Aged Creditors report, to verify the accuracy of your information. 

Figure 4-11 shows an example of the Practice Company’s Creditors Control account 

for the month of June 2024. You can see that the account balance is £396, made up of a number of purchase invoices and a payment in June. 

You can check that the information contained in the Nominal Ledger (Creditors 

Control account) is accurate by running an Aged Creditors report from the Credi-

tors Ledger. 

See Figure 4-12 for an example of an Aged Creditors report for the Practice Com-

pany for the month of June 2024. 

You can see that the balance on the Aged Creditors report is also £396.00, so the two reports reconcile. 

In performing both of the preceding reconciliations, you’re checking that the 

Nominal Ledger agrees with both the Debtors (customers) and Creditors (suppli-

ers) Ledgers. 
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FIGURE 4-11:  

Creditors Control 

account for the 

Practice Company 

for June 2024. 

 © 2025 Sage (UK) Limited. All rights reserved. 

FIGURE 4-12:  

Aged Creditor 

report for the 
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Practice Company 

for June 2024. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Understanding How the Ledgers  

Impact the Accounts

The three accounts — Cash at Bank, Trade Debtors, and Trade Creditors — are part 

of the Balance Sheet, which we explain fully in Book 4, Chapter 2. Asset accounts on the Balance Sheet usually carry debit balances because they reflect assets (in CHAPTER 4  Looking at Ledgers      71

this case, money in the bank) that the business owns. Cash at Bank and Trade Debtors are Asset accounts. Liability and Capital accounts usually carry credit balances because Liability accounts show amounts owed to creditors (in other words, 

money the business owes to financial institutions, suppliers, or others), and Capital accounts show claims made by owners (in other words, how much money the 

owners have put into the business). Trade Creditors is a Liability account. 

Here’s how these accounts impact the balance of the business:

Assets

=

Liabilities

+

Capital

Cash at Bank

Trade Creditors

Trade Debtors

(Usually credit balance)

(Usually debit balance)

Here’s how these accounts affect the balances of the business. 

The Sales account (see Figure 4-13) isn’t a Balance Sheet account. Instead, the 

Sales account is used to develop the Profit and Loss account, which shows whether a business made a profit in the period being examined. A profit means that you 

earned more through sales than you paid out in costs or expenses. Expense and 

cost accounts usually carry a debit balance. 

(For  the  lowdown  on  Profit  and  Loss  accounts,  see  Book  4,  Chapter  1.)  Credits and debits are pretty straightforward in the Sales account: Credits increase the 

account and debits decrease it. Fortunately, the Sales account usually carries a 

credit balance, which means that the business has income. 

The  Profit  and  Loss  account’s  bottom-line  figure  shows  whether  the  business made a profit. When the business makes a profit, the Sales account credits exceed Expense and Cost account debits. The profit is in the form of a credit, which gets added to the Capital account called Retained Earnings, which tracks how much of 

your business’s profits are reinvested to grow the business. When the business 

loses money and the bottom line of the Profit and Loss account shows that costs 

and expenses exceeded sales, the number is a debit. That debit is subtracted from the balance in Retained Earnings, to show the reduction to profits reinvested in 

the business. 

When  your  business  earns  a  profit  at  the  end  of  the  accounting  period,  the Retained Earnings account increases thanks to a surplus of income over expenses. 

When you lose money, your Retained Earnings account decreases by the value of 

the loss. 
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FIGURE 4-13:  

The Sweet sales 

account for the 

Practice Company 

as shown in the 

Nominal Ledger. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Because the Retained Earnings account is a Capital account and Capital accounts 

usually carry credit balances, Retained Earnings usually carries a credit balance as well. 

Adjusting for Nominal Ledger Errors

Your entries in the Nominal Ledger aren’t cast in stone. If necessary, you can 

always change or correct an entry with an  adjusting entry.  Four of the most common reasons for Nominal Ledger adjustments are

 

» Depreciation: A business shows the ageing and consumption of its assets 

through depreciation. Each year, you write off a portion of the original cost of 

an asset as an expense, and you note that change as an adjusting entry. 

Looking at Ledgers

 

» Prepaid expenses: You allocate expenses that are paid up front, such as a year’s worth of insurance, by the month using an adjusting entry. You usually 

make this type of adjusting entry as part of the closing process at the end of 

an accounting period. We show you how to develop entries related to prepaid 

expenses in Book 3, Chapter 3. 

 

» Accrued expenses: If you are using accrual accounting, you may need to 

accrue the cost of an invoice that hasn’t yet been received but should be 

included in the period that you are accounting for. It is a fundamental account-

ing concept that you should recognise both income and expenses when they 

are incurred and not just when cash is received or paid. This accurately reflects the financial position of the company for a given period. We show you how to 

develop entries related to accruing expenses in Book 3, Chapter 3. 
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» Adding an account: You can add accounts by way of adjusting entries at any time during the year. If you’re creating the new account to track transactions 

separately that at one time appeared in another account, you must move all 

transactions already in the books to the new account. You do this transfer 

with an adjusting entry to reflect the change. 

 

» Deleting an account: Only delete an account at the end of an accounting 

period. 

We  talk  more  about  adjusting  entries  and  how  you  can  use  them  in  Book  3, Chapter 3. 

Sometimes, you may simply make a mistake and need to journal a balance from 

one account to another. For example, you may have coded paper that you bought 

into the postage account in error. To correct this mistake, you need to carry out the following correction:

Debit

Credit

Office Stationery

£30

Postage

£30

 To correct the postage account

£30

The double entry has now corrected both accounts, but you need to have knowl-

edge of the bookkeeping rules set out in Book 1, Chapter 2 to feel confident to be able to carry out this nominal adjustment. In Sage 50, you would use a nominal 

journal to complete this transaction, as shown in Figure 4-14. 

FIGURE 4-14:  

Showing a  

correcting  

journal entry. 

 © 2025 Sage (UK) Limited. All rights reserved. 
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Have a Go

Grab a piece of paper and have a go at practising how to create your own entries 

and how to post them to the Nominal Ledger. 

1.  In which ledger would you record the purchase of new furniture for a 

business on credit? 

2.  In which ledger would you record the sale of goods to a customer on 

credit? 

3.  Using the information in Figure 4-15, how would you develop an entry for the Nominal Ledger to record transactions from the Sales Ledger for the 

month of July? 

FIGURE 4-15:  

Customer Trans-

actions Day Book, 

choosing Invoices 

for July 2024. 

 © 2025 Sage (UK) Limited. All rights reserved. 

4.  Using the information from Figure 4-16, how would you develop an entry for the Nominal Ledger to record purchase invoices posted for the month 
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of July?  Assume that the invoices aren’t going to be paid straight away. 

5.  On 1 July, Kate the bookkeeper transfers £150 from the business Current 

Bank account to the Petty Cash account.  Can you confirm the double entry 

that takes place in the accounts system? Which accounts are debited and 

which are credited and why? 
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FIGURE 4-16:  

The Supplier 

Transactions Day 

Book choosing 

Invoices for July 

2024. 

 © 2025 Sage (UK) Limited. All rights reserved. 

6. Kate makes some bank payments as follows:

Chq. No. 

Details

Amount

1069

Rent

£800

1070

Salaries

£500

Can you confirm the double entry that takes place for these two transactions? 

7. On 31 July, Kate decided to pay the following suppliers:

Supplier

Chq. No. 

Amount

Barry’s Packaging

1071

£100

Helen’s

1072

£75

Henry’s

1073

£550

Can you confirm the double entry that takes place in the accounting system? 

8. Kate receives a grant on 1 July for £200.  She pays this grant into the business current account. Can you confirm the double entry that takes place and 

say why? 

9. On 15 July, Kate receives a payment from her customer J. Jones for £140.  

Can you confirm the double entry that takes place in the accounts system and 

explain why? 
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10. At the end of the month, Kate runs a copy of her Trial Balance and sees that a large balance has been coded to Materials Purchased.  Using her 

Sage reports, she can see a couple of items that have been coded to Materials 

Purchased incorrectly. 

The following two items need to be taken out of materials purchased and 

coded to the following accounts:

 Office Stationery: £62.50

 Distribution Costs: £1,500

Can you confirm the double entry that needs to take place to correct the 

accounts? 

Answering the Have a Go Questions

1.  The purchase of new furniture for the business would actually be an 

asset and not a cost, for the purpose of purchasing or manufacturing 

items for sale. 

Therefore, the following double entry would take place:

Account

Debit

Credit

Office Furniture

£xx

Creditors Ledger

£xx

The rules of double entry applied are

 To increase an asset (Office Furniture), you debit the Asset account. 

 To increase a liability (Creditors Ledger), you credit the Liability account. 
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2.  Sales Ledger: all sales are tracked in the Sales Ledger. This is also known as the Debtors Ledger. 

3.  The double entry would be as follows:

Account

Debit

Credit

Trade Debtors

£858

Sales

£715

VAT

£143
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4.  The double entry would be as follows:

Account

Debit

Credit

Materials Purchased

£1,325

VAT

£265

Trade Creditors

£1590

5.  The double entry that takes place is as follows:

Account

Debit

Credit

Petty Cash account

£150

Bank Current account

£150

The double-entry rules that have been applied are

 If you want to increase an Asset account (for example, Petty Cash), you debit that account. 

 To decrease an Asset account (for example, Bank Current account) you credit that account. 

6.  The double entry that should take place when the bank payments are 

made is shown below. 

Account

Debit

Credit

Rent

£600

Wages

£500

Bank

£1300

The double-entry rules that have been adhered to are as follows:

 To record an expense (such as Rent or Wages), you debit the Expense account. 

7.  The double entry that takes place is as follows:

Account

Debit

Credit

Creditors Ledger

£725

Bank

£725

The double-entry rules used are as follows:
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 To decrease a liability (Trade Creditors), you must debit the account. 

 To decrease an asset (Bank Current account), you must credit the account. 

8. The double entry should be as follows:

Account

Debit

Credit

Bank

£200

Other Income

£200

The double-entry rules are as follows:

 To increase an asset (Bank Current account), you debit the Asset account. 

 To record income, you credit the Income account. 

 Note: If Kate didn’t have a nominal code specifically for grant income, then using the nominal code for Other Income would be fine. 

9. The double entry that takes place is as follows:

Account

Debit

Credit

Bank

£140

Debtors Ledger

£140

The double-entry rules that are applied are as follows:

 To increase an asset (such as Bank), the account is debited. 

 To decrease an asset (such as Debtors), the account is credited. 

10. The double entry that needs to take place to correct the materials 

purchased code is as follows:

Looking at Ledgers

Account

Debit

Credit

Office Stationery

£62.50

Distribution Costs

£1,500

Materials Purchased

£1,562.50

This now corrects the appropriate codes. 
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IN THIS CHAPTER

 

» Filing and processing your sales and 

purchases invoices

 

» Reconciling your bank account and 

tackling month-end journals

 

» Setting up systems and controls for 

your business

Chapter 1

Planning and Controlling 

Your Workload

As a bookkeeper, you must work in an orderly manner and be aware of which 

jobs need doing, whether daily, weekly or monthly. You might choose to 

enter or upload invoices daily and perhaps reconcile your bank account 

monthly. Checklists are very useful for keeping your workflow on track. As the 

company bookkeeper, you should analyse all the jobs that need completion and 

decide on an appropriate order for performing those tasks. 

You then need to allocate the work to the appropriate person or department so 

that  everyone  in  the  office  knows  their  responsibilities.  If  your  business  is  so small that you’re the only person in it, you must do everything. There is nothing like hands-on experience! 

This  chapter  offers  hints  and  tips  to  help  you  process  your  transactions  in  an efficient manner. 
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Introducing Checklists

Having a list of all the jobs that need to be carried out in a month is always a 

good  idea.  That  way,  you  know  what  you’re  working  towards.  In  bookkeeping, the number of transactions that you deal with varies massively from company to 

company. You’re reacting both to the number of invoices that a business gener-

ates itself for customers and to the invoices that it receives from its suppliers. 

Every business differs in the number of invoices that it handles. 

Some businesses have entire departments that process just invoices. For example, 

you may have a department that processes just purchase invoices. The business may receive so many that you have purchase ledger clerks who only process purchase 

invoices, although they may also be involved in other processes such as paying 

suppliers. The bigger your company, the more likely you are to use a computerised accounting system. However, whether you use computers or not, you still benefit 

from using checklists to guide you through the monthly bookkeeping routine. 

Figure 1-1 is an example of a checklist that we use on a monthly basis. 

Sorting Out Your Sales Invoices

If your business produces sales invoices for customers who are buying on credit, 

read on! Hopefully, your business will produce these invoices automatically, but 

even if they are created using a word processor or even by hand, please keep reading! We talk about cash sales and computer-generated invoices in Book 2 Chap-

ter 2. Here we discuss the filing and management of those invoices. 

Referring to the checklist shown in Figure 1-1, you can see that the first job on the list is entering or even uploading sales invoices. Make sure that the person who 

produces the sales invoices stores them somewhere you can easily find them. For 

example, they may be neatly printed out and stored in files, or they may be stored online. 

If  you  have  a  computerised  system  that  produces  sales  invoices  automatically, you can skip this step, as the computer produces those invoices automatically and updates the sales ledger accordingly, as detailed in Book 2 Chapter 2. 

If you are entering your sales invoices manually, then you should use a sequential number to enter each invoice into your Sales Ledger, then tick or mark the invoice in some way to indicate that you’ve posted it into your bookkeeping system so that you avoid entering the same invoice twice. 

File your invoices neatly in a lever arch file. 
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FIGURE 1-1:  

An extract of a 

monthly book-

keeping checklist. 

CHAPTER 1  Planning and Controlling Your Workload      85

Entering Your Purchases Invoices

You receive purchase invoices, perhaps via e-mail or in the post, almost daily. 

Whoever opens your mail needs to know where to put those invoices until it is 

time to enter them into the bookkeeping system. Again, as with the sales invoices, keep the purchase invoices in one dedicated place until you’re ready to enter them into your Purchase Ledger. 

You’ll notice that we’re looking at entering purchase invoices using two differ-

ent methods. The first is the “old school way,” where we have pieces of paper 

that  need  to  be  entered  and  filed  accordingly.  The  second  is  the  more  modern approach, where accounting software systems are now providing new methods of 

uploading purchase information, which aims to speed up the workflow. 

Sequential numbering and coding —  

the old-fashioned way

Some companies like to keep a separate lever arch file for each supplier or at least file the invoices in supplier order. Others simply number the purchase invoices 

sequentially  and  use  this  number  within  the  bookkeeping  system.  Using  this method, you can file all your purchase invoices in one file and just keep them in numerical order. 

When you enter the invoice into the bookkeeping system, you need to know which 

nominal code to apply to enter the invoice. It may not be immediately obvious 

what the invoice is for. For example, as a bookkeeper, you need to know whether 

the invoice relates to a direct cost of the business or whether it is simply an overhead of the business. 

Some companies use a data-entry stamp, which has spaces to enter vital informa-

tion such as the date the invoice was posted, nominal code, and maybe a space for the data-entry clerk to initial, to confirm that the transaction has been entered. 

You may find that you’re entering invoices on a daily basis. When you begin to 

enter invoices at the start of each day, check your bookkeeping system to see what the last invoice entered was. You can check the last invoice number used, and then you know which invoice number to start with when you enter your next invoice. 

If you’re using a computerised system such as Sage 50 Accounts, you can check 

the Purchase Day Book. See Figure 1-2 for an example of the report you can run to check the last purchase invoice entered. 

Notice the “Invoice Reference” column. This column is where the sequential pur-

chases invoice number appears. 
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FIGURE 1-2:  

Check your 

Purchase  Day 

Book to see 

the last invoice 

entered. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Scanning your invoices in the modern age! 

Accounting  software  companies  are  creating  more  innovative  ways  to  upload purchase invoices and receipts. Many cloud-based accounting software companies use third-party integrations and apps that essentially bolt onto your exist-

ing accounts package. Be careful, though, as these additional apps will come at a price, and it is usually a monthly additional cost. 

With some accounting software, you simply take a photo of an invoice or a receipt and the accounting package will use Optical Character Recognition (OCR) to extract the details from the invoice and upload the data into your accounts. 

Some examples of software that use OCR are Expensify, Dext (used to be known as 

Receipt Bank), Autoentry or Xeros’ Hubdoc. 

Sage  Business  cloud  accounting  uses  something  called  Purchase  Automation, which enables you to upload PDF invoices. 

Some accounting systems allow you to e-mail receipts directly to a special e-mail address. The receipts can then be processed and uploaded to your accounting  

system from that e-mail address. 

The  best  way  to  find  out  what  apps  you  can  use  is  to  contact  your  accounting software provider and ask. You may be pleasantly surprised at how much time you 

can save yourself by automating some of the entries into your accounting system. 
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Paying your suppliers

Although  we  don’t  include  this  task  on  the  checklist,  paying  your  suppliers  on time is vital to any business. Flip to Book 2 Chapter 3 to see just why! 

You may decide to pay your suppliers at specific times in the month, so add this 

task to your monthly bookkeeping routine. 

Checking Cash Payments and Receipts

In Book 2 Chapter 4, we discuss the importance of ensuring that all banking entries are included in your bookkeeping system, particularly when you need to reconcile 

your bank account. In this section, we discuss the practical ways to ensure that 

you include all your data in your system. 

Cash payments

Most businesses make payments in several ways. Cash payments include:

 

» Cash (naturally!) — usually from the petty cash tin

 

» Cheque — although these are much rarer these days, we still include them for completeness. 

 

» Bank transfer, CHAPS or BACS, or another form of electronic payment

As a bookkeeper, you should collect all payment information from relevant sources. 

The bank reconciliation process, highlighted in Book 2, Chapter 4, ensures this; 

however, here are a few more practical tips to make the reconciliation process as simple as possible. 

An  easy  way  to  ensure  that  you’ve  entered  all  your  petty  cash  payments  is  to physically tick or initial the petty cash voucher or cash receipt after entering it into your bookkeeping system. You then avoid entering items twice. You can batch 

up your petty cash payments and give them a batch reference so that they can be 

easily retrieved from your filing system. 

Look at Figure 1-3 to see an example of a batch entry of petty cash receipts being posted onto Sage 50 Accounts. The batch of receipts has been given the references PC01 and PC02. In PC01 some tea and coffee were purchased for the sum of £5, and 

in PC02 some stamps were purchased at a cost of £12. A separate bank account has 

been set up called Petty Cash. Sage uses the code 1230 for Petty Cash. 
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FIGURE 1-3:  

Petty cash  

payment showing 

PC01 and PC02 as 

batch references. 

 © 2023 Sage (UK) Limited. All rights reserved. 

To make life as easy as possible, when you make online bank payments, for exam-

ple,  ensure  that you complete the  reference  field with  the invoice  number  that you are paying. That way, when someone comes to reconcile the bank account, 

your reference will be clearly shown on the bank statement, and it can easily be 

matched with the correct invoice it is paying. 

Back in the day, we used to write cheques to pay suppliers. The only informa-

tion we had when entering payment details into our accounting system was the 

handwritten scribble that we’d added onto each cheque stub. Nowadays, thank-

fully, we don’t need to do this, as most of the payment and bank reconciliation  

process has been automated. We talk about the bank reconciliation process in 

Book 2 Chapter 4. 

Cash receipts

These transactions include:

 

» Items physically paid in at the bank via the paying-in book — although this is becoming much rarer these days, it does still happen occasionally. 

 

» Electronic receipts via BACS and other electronic methods, including interest earned on the bank account. 

For items paid in using the paying-in book, make sure that you include as much 

detail as possible. If you can, include the invoice numbers that the customer is 
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paying, so that you can easily allocate the receipt to the correct invoices. Knowing which invoices the customer is paying is crucial so that the Aged Debtor report is correct. (See Book 2, Chapter 2 for more on Aged Debtor reports.)

After  you’ve  entered  the  information  from  your  bank  paying-in  slips  to  your bookkeeping system, tick the stub to show that the information’s been entered, so you can see at a glance where you’re up to. 

For any monies received electronically, you’ll see these entries on your bank 

statements when you download them, whether that be downloading a PDF bank 

statement or importing a bank feed and automatically matching each transaction. 

We talk about bank feeds in the next section. 

Using a Bank Feed to Reconcile  

Your Bank Account

In  simple  terms,  the  bank  reconciliation  process  is  where  you  check  that  the information shown on your bank statement matches the information input into 

your accounting records. 

Reconciling your bank account has now been made much easier with the intro-

duction of bank feeds. This is where you give your accounting software permis-

sion to link to your bank. Once done, you can import your banking transactions 

directly into your accounting program. The reconciliation process then becomes a 

“matching” exercise. This is where you match each of the individual transactions 

imported from the bank to a transaction posted in your accounts software. For 

example, you may see a bank payment showing in your bank feed, and you can see 

that the reference matches a purchase invoice that you posted in your accounts. 

When you’re satisfied that the payment matches the invoice, you can go ahead and 

approve those two transactions. 

Book  2,  Chapter  4  shows  you  how  to  carry  out  the  reconciliation  process  both manually and using computer software. 

Make sure that you reconcile your bank accounts, because this reconciliation 

ensures the accuracy of the information that has been posted to your accounting 

system. You should also reconcile any credit card statements that you’ve received; by doing this, you accurately record credit card liabilities that the business may have incurred. 
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Entering Your Journals

Monthly journals always need to be completed. If you refer back to the checklist 

shown in Figure 1-1, we refer to prepayments, accruals, wages, stock, and depre-

ciation. Your business may have some or all these journals, but you may also have additional ones that are specific to your business. Ensure that all the journals that you need to process are on your checklist so that they aren’t missed out. 

 

For more information on Accruals, Prepayments, Depreciation, and Stock journals, 

see Book 3, Chapter 3. 

Controlling Your Books, 

Records, and Money

Cash is an extremely important part of any business, and you need to accurately 

record and monitor it. Before you take in any money, you must be sure that sys-

tems are in place to control the flow of cash in and out of the business. 

Here are some tips:

 

» Initially, when your business is small, you can authorise each payment or sign each cheque (assuming you’re still using them) and keep control of the 

outflow of money. But as the business grows, you may find that you need to 

delegate payment-making responsibilities to someone else. 

Many small-business owners set up payment approval procedures that allow 

one or two of their staff to approve and action payments up to a designated 

amount, such as £5,000. Any payments above that designated amount require 

the owner’s approval/signature or the signature of an employee and a second 

designated person, such as a Director of the business. 

 

» A good practice is regularly verifying supplier payment information and 

ensuring that the correct payment details are on record. 

 

» Regularly review supplier accounts and perform supplier account/statement reconciliations. This ensures that your balance outstanding agrees with what 

the supplier believes is outstanding. This reduces the risk of payments being 

misappropriated and syphoned off for personal use. 

 

» Ensure that goods received are matched with purchase orders and then the correct purchase invoice. 
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» No matter how much you keep in petty cash, make sure that you set up a 

good control system that requires anyone who uses the cash to write a petty 

cash voucher specifying how much was used and why. Also ask that a cash 

receipt, for example from the shop or post office, is attached to the voucher 

to justify the cash withdrawal whenever possible. 

In most cases, a staff member buys something for the business and then  

gets reimbursed for that expense. If the expense is small enough, you can 

reimburse through the petty cash fund. If the expense is more than a few 

pounds, ask the person to fill out an expense account form and get reim-

bursed by an online bank payment or via payroll. Petty cash is usually used  

for minor expenses of £10 or less. 

 

» The best way to control petty cash is to pick one person in the office to manage the use of all petty cash. Before you give that person more cash, 

they should be able to prove the absence of cash used and why it was used. 

Dividing staff responsibilities

Your  primary  protection  against  financial  crime  is  properly  separating  staff responsibilities when the flow of business cash is involved. This is usually known as “segregation of duties” and is a good control to prevent fraud. In a nutshell, never have one person handling more than one of the following tasks:

 

» Bookkeeping: Involves reviewing and entering all transactions into the 

business’s books. The bookkeeper makes sure that transactions are accurate, 

valid, and appropriate, and have the proper authorisation. For example, if a 

transaction requires paying a supplier, the bookkeeper makes sure that the 

charges are accurate and someone with proper authority has approved the 

payment. The bookkeeper can review documentation of cash receipts and the 

overnight deposits taken to the bank but shouldn’t actually make the deposit. 

Also, if the bookkeeper is responsible for handling payments from external 

parties, such as customers or suppliers, they shouldn’t enter those transac-

tions in the books. 

 

» Authorisation: Involves being the manager or managers delegated to 

authorise expenditures for their departments. You may decide that transac-

tions over a certain amount must have two or more authorisations before 

payments can be sent to pay a bill. Clearly define authorisation levels, and 

make sure that everyone follows them, even the owner or managing director 

of the business. (Remember, if you’re the owner, you set the tone for how the 
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rest of the office operates; when you take shortcuts, you set a bad example 

and undermine the system you put in place, which can result in fraud 

occurring.)

 

» Money-handling: Involves direct contact with incoming cash or revenue, 

whether cheque, credit card or credit transactions, as well as outgoing cash 

flow. People who handle money directly, such as cashiers, shouldn’t also 

prepare and make bank deposits. Likewise, the person making online 

 

payments to pay business bills shouldn’t be authorised to approve those 

payments; to be safe, have one person prepare the payments based on 

authorised documentation and a second person to approve and send those 

payments electronically after reviewing the authorised documentation. 

When setting up your cash-handling systems, try to think like a fraudster to 

figure out how someone can take advantage of a system. 

 

» Financial report preparation and analysis: Involves the actual preparation and analysis of the financial reports. Someone who’s not involved in the 

day-to-day entering of transactions in the books needs to prepare the 

financial reports. For most small businesses, the bookkeeper turns over the 

raw reports from the computerised accounting system to an outside accoun-

tant who reviews the materials and prepares the financial reports. With 

cloud-based software, the accountant is able to log into the system remotely 

and prepare the necessary financial reports required for the business. 

We realise that you may be just starting up a small business and therefore not 

have enough staff to separate all these duties. Until you do have that capability, make sure that you stay heavily involved in the inflow and outflow of cash in your business. At least once a month:

 

» Be able to access your business’s bank statements and review the 

transactions.  Someone else can be responsible for reconciling the bank 

account statement, but you still need to keep an eye on the transac-

tions listed. 

 

» Review your business transactions regularly, particularly the payments.  

Ensure that you recognise the people/businesses that are being paid and 

regularly check up on the payments that you don’t recognise. 

 

» Ensure your staff are following the rules and processes that you’ve 

established.  For a manager, being more present and visible in the workplace —  

whether in person or through digital check-ins — helps reinforce accountability. 

The more connected and aware you are, the less likely your business is to be 

vulnerable to employee theft or fraud. 
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Balancing control costs

As a small-business owner, you constantly weigh the cost of safeguarding your 

cash and assets against the expense of implementing strong internal controls. 

While security is essential, overly rigid controls can create inefficiencies and hurt your bottom line. 

For example, you might set up stock controls that require sales staff to request 

access from a single keyholder to retrieve products from storage. While this 

may reduce the risk of both customer and employee pilferage, it can also lead 

to delays — if the keyholder is unavailable, sales opportunities may be lost, and frustrated customers might take their business elsewhere. 

Instead, a balanced approach — such as using digital stock tracking, monitored 

access control, and security cameras — can help prevent both internal and exter-

nal theft without disrupting operations. Employee training, clear accountability 

measures, and theft-deterrent strategies, like well-placed cameras and security 

tags, can further reduce losses while maintaining a smooth customer experience. 

Ultimately, the goal is to implement security measures that protect your business without creating unnecessary roadblocks for staff or customers. 

When you put controls in place, talk to your staff both before and after imple-

menting the controls to see how they’re working and to check for any unforeseen 

problems. An ongoing monitoring system is invaluable to a business, because any 

weaknesses  in  the  controls  must  be  resolved  as  quickly  as  possible  to  prevent bigger problems arising further down the line. Be willing and able to adjust your controls to balance the business needs of selling your products, managing the 

cash flow, and keeping your eye on making a profit. Talk to other businesspeople 

to see what they do and pick up tips from established best practice. Your external accountant can be a good source of valuable information. 

Have a Go

Grab a pencil and some paper and test your knowledge on the best way of working 

as a bookkeeper. 

1.  You work in the accounts department for a small business. Write a 

procedure for a new member of staff to follow, which shows them what 

to do when making an online payment to a supplier. 

Consider who prepares a list of suppliers who need to be paid, who authorises 

those payments and who sends the payment electronically. 
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2.  Review your petty cash procedure. 

Decide who is responsible for maintaining the petty cash tin and how much the 

petty cash float is going to be. Make sure that all staff are aware of the petty 

cash procedure. 

3.  Imagine that you’re setting up the accounting department. Jot down the 

types of tasks that require separation of duties. 

 

Answering the Have a Go Questions

1.  The following is an example of what you may have written. 

Procedure for paying suppliers:

•  Firstly, ensure that the bank reconciliation has been performed and is up to date. That way, you know that all payments that have been processed 

through the bank account are also entered in your accounting software. 

•  Secondly, allocate responsibility to a staff member for printing off the Aged Creditors report and checking it to see who needs to be paid. 

•  A different individual should be used to approve those payments that have been identified. They should also be the ones to send the electronic 

payments. This ensures adequate segregation of duties and should 

reduce/eliminate the chances of fraudulent payments. 

2.  Here are the main elements of a petty cash procedure:

•  Designate a member of staff to be responsible for petty cash. Ensure that all members of staff know who this person is. 

•  Complete petty cash vouchers for all petty cash payments detailing the 

type of expenditure and noting VAT if applicable. Attach the receipts to the 

vouchers, so that VAT may be claimed at a later date. 

•  Ensure that the individual claiming money from petty cash signs the petty cash voucher to acknowledge receipt of the money and that the petty 

cashier authorises the payment by signing the voucher accordingly. 

•  Number each petty cash voucher so that it can be filed and easily located later if necessary. 

•  Write up the petty cashbook or enter the petty cash vouchers onto your 

computerised system, using the number mentioned in the last step as a 

reference. 

•  Petty cash should be counted and balanced on a regular basis. This task is usually done when the float needs topping up. 
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3.  The following are the types of duties that you should consider separating among different members of staff. 

Obviously, in a very small company, this separation may not be possible, so let 

common sense prevail! Just remember that the key to all of this is preventing 

fraud. 

•  The person who opens the post and accepts the cash should not enter the transaction in the books. 

•  The person who enters the data in the books on a daily basis should not prepare the financial statements. 

•  The person who prepares the payments should not have the authority to 

electronically send those payments. 

•  The person who pays the money into the bank should not be the person 

who completes the paying-in slips. 
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IN THIS CHAPTER

 

» Reviewing and recording sales

 

» Managing discounts and returns

 

» Dealing with bad debt

Chapter 2

Counting Your Sales

Every business loves to take in money, which means that you, the bookkeeper, have lots to do to ensure that sales are properly recorded in the books. 

In addition to recording the sales themselves, you must monitor customer 

accounts, discounts offered to customers, and customer returns and allowances. 

If the business sells products on credit, you have to monitor customer accounts 

carefully in Trade Debtors (Trade Receivable), including monitoring whether  

customers pay on time and alerting the sales team when customers are behind 

on their bills and future purchases on credit need to be declined. Some customers never pay, and in that case, you must adjust the books to reflect non-payment as 

a bad debt. 

This chapter reviews the basic responsibilities of a business’s bookkeeping and 

accounting staff for tracking sales, making adjustments to those sales, monitor-

ing customer accounts, and alerting management to slow-paying customers. 

Reviewing Your Sales

Your business, or the one you work in, is unique and will likely sell products or services using multiple sales channels. This chapter considers a few of the more 

common methods, but like people, all businesses are different, and sales methods 

will also vary. Your job as a bookkeeper or accountant will be to identify where 
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your business makes sales and ensure that you have an appropriate method of tracking and reporting those sales. 

Collecting on cash sales

Most businesses collect some form of cash as payment for the goods or services 

they sell. Cash receipts include more than just notes and coins; you can con-

sider credit and debit card payments (and sometimes even cheques) as cash sales 

for bookkeeping purposes. We’ll talk more about cash taken through tills in the 

“Monitoring retail sales” section later in this chapter. 

Most computerised accounting systems will allow you to collect information 

about the items sold in each transaction. Often, they automatically update stock 

information, but they’ll also allow you to identify categories of products or perhaps geographical locations of where the sale was made. This provides additional 

reporting information for management to review and make decisions. 

Monitoring retail sales

Your business may have a bricks and mortar–type store as well as an online pres-

ence (which we discuss later in this chapter). As a result, cash tills will be in operation, and the sales taken through the tills will need to be monitored. You’ll need  to  familiarise  yourself  with  the  end-of-day  reports  that  your  till  system will likely provide. If you have a super swanky system, there’s a good chance 

that the tills can upload the sales information directly into your accounts system. 

These types of system are known as Electronic Point of Sale (EPOS) and most UK 

accounting systems will integrate with your EPOS system. This means that they 

will seamlessly transfer sales data taken from the tills directly into your accounting software. However, if that’s not the case, don’t worry; we’ve got you covered with the basic double-entry bookkeeping that you’ll need to do to get the sales 

figures into your accounting system. See the “Recording retail sales” section later in this chapter. 

Checking your online sales

Many businesses nowadays have an online presence. This will often be in addi-

tion to a bricks and mortar store, but it can also be the only sales presence that a business might have. 

Customers can buy products via a company’s website using a laptop or computer, 

but they more often purchase products directly from the business using their 

mobile phone. 
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Your business will need to be able to process orders received via your website or directly from a mobile phone. Nowadays, many apps are available that can be purchased by the business to ensure that the sales data is accurately recorded from 

all online sales channels. 

For  example,  if  your  company  uses  an  e-commerce  platform,  such  as  Shopify, that enables individuals and businesses to create and run online stores to receive online sales, you’ll likely need to use third-party integration software to transfer the sales data from Shopify to your accounting system. It will depend on what 

accounting software you have as to which third-party integration you decide to 

use. A quick search online will allow you to identify which accounting software is Counting Your Sales

compatible with whichever e-commerce platform your company chooses to use. 

Keeping your eye on credit sales

Many businesses decide to sell to customers on credit, meaning credit that the 

business  offers  and  not  through  a  bank  or  credit  card  provider.  This  approach offers  more  flexibility  in  the  type  of  terms  you  can  offer  your  customers,  and you don’t have to pay bank fees. However, credit involves more work for you, the 

bookkeeper, and the risk of a customer not paying what they owe. If a customer 

doesn’t pay, your business takes the loss. 

The decision to set up your own credit system depends on what your competition 

is doing. For example, if you sell office supplies and your competitors allow credit to make it easier for their customers to get supplies, you probably need to offer credit to stay competitive. 

You need to set up some ground rules when you want to allow your customers to 

buy on credit. For personal customers, you have to decide

 

» How to check a customer’s credit history

 

» What the customer’s income level needs to be for credit approval

 

» How long to give the customer to pay the bill before charging interest or late fees

If you want to allow your trade or business customers to buy on credit, you need to set ground rules for them as well. The decisions you need to make include:

 

» Whether to deal only with established businesses: You may decide to give credit only to businesses that have been trading for at least two years. 
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» Whether to require  trade references: These references show that the business has been responsible and paid other businesses when they’ve taken 

credit. A customer usually provides you with the details of two suppliers that 

offered them credit. You then contact those suppliers directly to see whether 

the customer has been reliable and timely with payments. 

 

» Whether to obtain credit rating information: You may decide to use a 

third-party credit-checking agency to provide a credit report on the business 

applying for credit. This report suggests a maximum credit limit and whether 

the business pays on time. Of course, a fee is charged for this service, but 

using it may help you avoid making a terrible mistake. A similar service is 

available for individuals. 

The  harder  you  make  getting  credit  and  the  stricter  you  make  the  bill-paying rules, the less chance you have of taking a loss. However, you may lose customers to a competitor with lighter credit rules. 

You may require customers to pay in 30 days to avoid late fees or interest charges. 

Your sales staff report that these rules are too rigid because your direct competitor down the street gives customers 60 days to pay before charging late fees and 

interest charges. Now you have to decide whether you want to change your credit 

rules to match those of the competition. If you do lower your credit standards to match your competitor, however, you may end up with more customers who can’t 

pay on time (or at all) because you’ve given customers more time to pay. You’ll 

need to monitor your customer accounts carefully to ensure that they’re not fall-

ing behind. 

The key risk you face is selling products for which you’re never paid. For example, if you allow customers 30 days to pay and put them on stop, therefore not allowing them to buy goods when their accounts fall more than 30 days behind, the 

most you can lose is the amount purchased over a two-month period (60 days). 

But if you give customers more leniency, allowing them 60 days to pay and put 

them on stop after payment is 30 days late, you’re faced with three months (90 

days) of purchases for which you may never be paid. 

Dealing with other sales

Businesses can have multiple sales channels, and as a bookkeeper you need to be 

aware of all those that are specific to your business. 

Examples might include:

 

» Subscription sales

 

» Export sales
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» Auction sales

 

» Drop-shipping sales

 

» Franchise sales

 

» Wholesale sales

Bookkeepers and accountants are expected to have a wide understanding of 

the business and ensure that the reporting of all sales is included. You’ll know 

if you’ve missed any sales when you come to reconcile the bank account (see  

Book 2, Chapter 4). 

Counting Your Sales

Recording Your Sales in the Books

The likelihood is that your business will operate a computerised accounting sys-

tem. The type of sales your business supports will depend on how that informa-

tion is uploaded into your accounts system. I’ll briefly look at each of the sales types that we considered in the earlier section of this chapter, “Reviewing Your 

Sales.” 

Recording and automating cash sales

If your system doesn’t automatically upload your sales information, you may need 

to generate your own sales invoices. If your company sells products, you’ll need 

to generate a product invoice, which will automatically update your stock levels 

accordingly. Service invoices can also be produced automatically, although there 

will be no stock to update. 

Figure 2-1 shows you the Sage 50 Accounts Cash Sales screen that you can use 

to input sales data. Note that if you have stock, you’ll need the Sage Accounting Plus version to use the Sales Order Processing function to generate cash sales and automatically update your stock. 

If the cash sale in Figure 2-1 is for an individual customer, you enter their name and address in the A/C field. Once you have selected the products using the drop-down menu, you should click cash sale. This will allocate the cash to the sales 

invoice. When you click the Print icon at the top of the screen, you can print or e-mail the receipt and send or give it to the customer. 
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FIGURE 2-1:  

Example of a  

cash sale in Sage  

50 Accounts. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Most accounting software providers will partner with payment processing com-

panies such as PayPal or Stripe to enable customers to pay their invoices directly using a Pay Now button printed on the invoice. You’ll need to activate the Pay Now button on your individual accounting software. The instructions for how to do this will vary depending on which software you use. A good place to start is your Sales ledger. Try producing an invoice and reviewing it to see if it already has a Pay Now button. It’s likely that you will have to activate a payment processor such as Stripe (see Figure 2-2). 

FIGURE 2-2:  

Showing the 

Turn on Card 

Payments  button 

to activate  

the payment 

processor for 

Sage Accounting 

Business Cloud. 

 © 2025 Sage (UK) Limited. All rights reserved. 
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Recording retail sales

If you have an EPOS (Electronic Point of Sale) system, your sales are likely to be automatically uploaded into your accounts system. 

Any type of cash till will provide your customer with a receipt which provides a 

wealth of information. A look at a receipt tells you the amount of cash collected, the type of products sold, the quantity of products sold, and how much value-added tax (VAT) was collected. 

Businesses pay VAT to HM Revenue & Customs monthly or quarterly, depending 
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on rules set by HM Revenue & Customs. Therefore, your business must hold the 

money owed in a Liability account so that you’re certain you can pay the VAT col-

lected from customers when due. We talk more about VAT payments in Book 3, 

Chapter 1. 

As far as the customer is concerned, the receipt serves two purposes:

 

» Gives the customer proof that the item was purchased on a particular day at a particular price in your shop if they need to exchange or return the 

merchandise. 

 

» Gives the shop a receipt that can be used to enter the transaction into the business’s books. At the end of the day, till reports, such as Z readings, can be run to ensure that the cash in the till reconciles to the cash taken according to the sales reports from the till. This ensures that the cashier has taken in the 

right amount of cash based on the sales made. It serves as an important 

control measure to ensure that any cash taken can be verified and any cash 

discrepancies identified. Additionally, it helps to prevent theft or fraud as 

reconciling the till acts as a deterrent to potential thieves. 

From the business perspective, a till receipt will provide important information 

about the products sold, the sales value, VAT due to be paid to HMRC (His Maj-

esty’s Revenue & Customs) and where the sale was made. This is all dependent on how the business has set up its product categories using the till system. 

However, if you have retail sales and don’t have a sophisticated EPOS system then you’ll likely have to journal your till sales information directly into your accounting system. Don’t worry, though; we’ve got you covered! Here’s how you’d do it:

Let’s assume that the till report shows that you’ve sold total goods priced at £4,300. 

The items concerned are vatable (the UK VAT rate at the time of writing is 20%). 

CHAPTER 2  Counting Your Sales      103

The double entry required to enter your sales information is as follows: Debit

Credit

Bank account

£4,300

Sales

£3,583.33

VAT Collected account

£716.67

This level of information might prove to be a bit too limited. You’d likely want 

the till report to provide more information about sales categories or perhaps even shop locations if there is more than one store. To get around this, you’d have more than one sales nominal code included in your accounting system. We discuss customising your accounts codes to suit your business in Book 1 Chapter 3. 

Updating online sales

If your system is predominantly online based, then you’ll find that most of your 

sales information will be automatically transferred into your accounting system. 

The associated payments will also be uploaded to your accounts, and it will be 

when you’re completing the bank reconciliation (referred to in Book 2, Chapter 4), which will determine whether you have a complete set of records to report. 

Recording credit sales in the books

When sales are made on credit, you have to enter specific information into the 

accounting system. In addition to inputting information regarding cash receipts 

(see “Collecting on cash sales” earlier in this chapter), you update the customer accounts to ensure that each customer is billed and the money is collected. You 

debit the Trade Debtors account, an Asset account shown on the Balance Sheet 

(see Book 4, Chapter 2), which shows money due from customers. 

Figure 2-3 shows an example of a sales invoice from Simply Stationery. 

When the bookkeeper for Simply Stationery enters this invoice, whether on a com-

puter or in manual ledgers, the journal entry for a credit sale would look like this: Debit

Credit

Trade Debtors

£96.00

Sales

£80.00

VAT account

£16.00
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FIGURE 2-3:  

A sales invoice 

from Simply 

Stationery. 

A computerised accounting system makes this journal entry automatically, but 

you still need to know what the bookkeeping entries are, just in case you need to correct something. In addition to making this journal entry, your accounts package will enter the information into the customer’s account so that accurate statements can be sent out at the end of the month. 
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When the customer pays the bill, you update the individual customer’s record to 

show that payment has been received. Sage 50 Accounts automatically enters the 

following into the bookkeeping records:

Debit

Credit

Trade Debtors

£96.00

Bank Account

£80.00

 Payment from The Village Shop

If you’re using Sage 50 Accounts, you can enter credit sales on an invoice like the one in Figure 2-4. 

FIGURE 2-4:  

Creating a sales 

invoice using 

Sage 50 Accounts 

for goods sold  

on credit. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Sage  50  Accounts  uses  the  information  on  the  invoice  to  update  the  following accounts:

 

» Trade Debtors

 

» Stock

 

» Customer’s

 

» VAT
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Print out the invoice and send it to the customer straight away. Depending on the payment terms you’ve negotiated with your customers, send out monthly statements to remind customers that their debt to your company is still outstanding. 

Regular monitoring of your Aged Debtor report ensures that you know who has 

not yet paid you. To keep these reports up to date, allocate the cash to each customer account on a regular basis. 

When you receive payment from a customer, here’s what to do:

1.  From the Bank module, click the Customer Receipt icon and select  

the customer account. 
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2.  Sage 50 Accounts automatically lists all outstanding invoices. 

(See Figure 2-5.)

3.  You can click the Receipt column next to the invoice(s) being paid, then 

click the Pay In Full icon. 

4.  Sage 50 Accounts updates the Trade Debtors account, the Bank account, 

and the customer’s individual account to show that payment has been 

received. 

FIGURE 2-5:  

In Sage  

50 Accounts, 

recording 

payments  from 

customers who 

bought on credit 

starts with  

the Customer 

Receipt screen. 

 © 2025 Sage (UK) Limited. All rights reserved. 
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If your business uses a point-of-sale program integrated into the computerised accounting system, recording credit transactions is even easier for you. Sales 

details feed into the system as each sale is made, so that you don’t have to enter the detail at the end of the day. These point-of-sale programs save a lot of time, but they can get really expensive. 

Your job as a bookkeeper is to ensure that all credit accounts are monitored regularly, and all receipts are allocated to specific invoices. You don’t want to see a raft of payments on account showing on customer accounts. 

Even if customers don’t buy on credit, point-of-sale programs provide businesses 

with an incredible amount of information about their customers and what they 

like to buy. This data can be used in the future for direct marketing and special sales to increase the likelihood of return business. 

Adjusting Your Sales

A business often reaches a point where it might have to make adjustments to 

original sales invoices. For example, if goods have been sent out to a customer 

and they sustained some damage, you might negotiate a discount or perhaps offer 

to replace the item if they return the original product. Another example is if you decide to run a promotion on one of your product lines and need to apply that 

discount to your sales invoices. Either way, you need to show those adjustments 

in the accounts software. 

Monitoring sales discounts

Most businesses offer discounts at some point to generate more sales. Discounts 

are usually in the form of sales of 10%, 20%, or even more off purchases. 

When you offer discounts to customers, monitor your sales discounts in a separate account so that you can keep an eye on how much you discount sales each month. 

If you find that you’re losing more and more money to discounting, look closely 

at your pricing structure and competition to find out why you’re having to lower 

your prices frequently to make sales. You can monitor discount information easily by using the data found on a standard sales invoice. Figure 2-6 shows an invoice 

from Handson’s Hardware, which shows a discount. 
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FIGURE 2-6:  

A sales invoice 

from Hand-

son’s Hardware 

showing a sales 

discount. 
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From this example, you can see clearly that the business takes in less cash when discounts  are  offered.  When  recording  the  sale  in  the  accounts,  you  record  the discount as a debit. This debit increases the Sales Discount account, which the 

bookkeeper subtracts from the Sales account to calculate the net sales. (We walk 

you through all these steps and calculations when we discuss preparing the Profit and Loss account in Book 4, Chapter 1.) Here’s what the bookkeeping entry would 

look like for Handson’s Hardware. Remember, if you’re using a computerised 

accounting system, this double entry is done automatically as you post the invoice onto the system. 

Debit

Credit

Bank account

£64.80

Sales Discounts

£6.00

Sales

£60.00

VAT

£10.80

 Sales invoice no. 4567

If you use Sage 50 Accounts, you can add the sales discount as a line item on the sales receipt or invoice, and the system automatically adjusts the sales figures and updates your Sales Discount account. 

Recording sales returns and allowances

Most businesses regularly deal with sales returns. Customers regularly return 

purchased items because they are defective, they change their minds or for other 

reasons. Instituting a no-return policy is guaranteed to produce unhappy custom-

ers. Ensure that you allow sales returns to maintain good customer relations. 

Accepting sales returns can be a complicated process. Usually, a business posts a set of rules for returns that may include:

 

» Returns are allowed only within 30 days of purchase. 

 

» You must have a receipt to return an item. 

 

» When you return an item without a receipt, you can receive only a credit note. 
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You can set up whatever rules you want for returns. For internal control purposes, the key to returns is monitoring how your staff handle them. In a retail scenario, you should ensure that a manager’s approval is required on returns. Also, make 

sure that your employees pay close attention to how the customer originally paid 

for the item being returned. You certainly don’t want to give a customer cash 

when they used credit — you’re just handing over your money! After a return is 

approved, the cashier returns the amount paid by cash or credit card. 

For customers who bought the items on credit, it’s slightly different. They don’t get any money back, because they didn’t pay anything when they received the 

goods but expected to be billed later. If the customer has already been billed, then Counting Your Sales

the simplest way to reverse this entry in your accounting system is to issue a 

credit note. 

Figure  2-7  shows  an  example  of  a  credit  note  raised  by  Handson’s  Hardware because the paint that was delivered was the wrong colour. The customer has 

returned the paint but needs a refund against their account. 

The double entry that occurs when a credit note is raised and entered into an 

accounting system is as follows:

Debit

Credit

Sales Return account

£18.00

VAT account

£3.60

Debtors control account

£21.60

 Credit Note dated 25.02.24 to Jo Tester

If you’re manually amending your accounts, you’ll use the information collected 

by the cashier who handled the return to input the sales return data into the 

books. For example, a customer returns an item worth £47 that was purchased 

with cash. You record the cash refund in the accounts like this:

Debit

Credit

Sales Returns and Allowances

£39.17

VAT @ 20%

£7.83

Bank account

£47.00

 To record return of purchase
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FIGURE 2-7:  

An example of 

a credit note 

raised. 
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If the item was bought with a discount, you list the discount as well and adjust the price to show that discount. 

In this journal entry:

 

» The Sales Returns and Allowances account increases. This account normally carries a debit balance and is subtracted from the Sales account when 

preparing the Profit and Loss account, thereby reducing revenue received 

from customers. 

 

» The debit to the VAT account reduces the amount in that account because 

Counting Your Sales

VAT is no longer due on the purchase. 

 

» The credit to the Bank account reduces the amount of cash in that account. 

If you’re operating an EPOS system, then it’s likely that your system will auto-

matically upload any sales returns to your accounting system, so you won’t need 

to remember the bookkeeping entries required. 

Online sales systems will also be automatic. The payment processor you’re using, 

such as Stripe or PayPal, will likely refund the customer, and you’ll see the refund in your bank account. 

 Sales allowances (sales incentive programmes) are becoming more popular with businesses. Sales allowances are most often in the form of a gift card. A sold gift card is actually a liability for the business because the business has received cash, but no merchandise has gone out. For that reason, gift card sales are entered in 

the Gift Card Liability account. When a customer makes a purchase at a later date using the gift card, the Gift Card Liability account is reduced by the purchase 

amount. Monitoring the Gift Card Liability account allows businesses to keep 

track of how much is yet to be sold without receiving additional cash. 

Monitoring Trade Debtors

Making sure that customers pay their bills is a crucial responsibility of the bookkeeper. Before sending out the monthly bills, you should run an  Aged Debtor report, which lists all customers who owe money to the business and the age of each debt, as shown in Figure 2-8. 

The Aged Debtor report quickly tells you which customers are behind in their bills. 

In this example, J Jones hasn’t paid invoice 246, and it is over 90 days overdue. 

This account should most definitely be put on stop. 
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FIGURE 2-8:  

An Aged Debtor 

report using  

Sage 50 software. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Give a copy of your Aged Debtor report to the sales manager so they can alert staff to problem customers. The sales manager can also arrange for the appropriate 

collections procedures. Each business sets up its own specific collections process, usually starting with a phone call, followed by letters and possibly legal action, if necessary. 

Accepting Your Losses

You may encounter a situation in which a customer never pays your business, 

even after an aggressive collections process. In this case, you’ve no choice but to write off the purchase as a bad debt and accept the loss. 

Most businesses review their Aged Debtor reports very regularly and decide which 

accounts need to be written off as a bad debt. Individual accounts, or sometimes 

just specific invoices are written off and recorded in a Nominal Ledger account 

called  Bad Debt.  (See Book 1, Chapter 4 for more information about the Nominal Ledger.) The Bad Debt account appears as an Expense account on the Profit and 

Loss account. When you write off a customer’s account as bad debt, the Bad Debt 

account increases, and the Trade Debtors account decreases. 
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To  give  you  an  idea  of  how  you  write  off  an  account,  assume  that  one  of  your customers never pays £105.75 due. Here’s what your journal entry looks like for 

this debt:

Debit

Credit

Bad Debt

£105.75

Trade Debtors

£105.75

Sage 50 Accounts has a wizard that helps you write off individual transactions as a Counting Your Sales

bad debt and does all the double entry for you, so you don’t need to worry! 

If the bad debt included VAT, you’ve suffered a double loss because you’ve paid 

over the VAT to HM Revenue & Customs, even though you never received it. For-

tunately, you can reclaim this VAT when you do your next VAT return. 

Have a Go

The  rest  of  this  chapter  gives  you  extra  practice  on  double-entry  bookkeeping so that you’re able to carry out adjustments to the accounts if you need to. More importantly, it means that you’ll understand what your computerised accounting 

system is doing in the background every time you post an entry. 

It may be worthwhile referring back to the golden rules of bookkeeping mentioned 

in Book 1, Chapter 2. You see, sticking the rules up on your wall doesn’t seem so daft now, does it?! 

1.  Using the invoice shown in Figure 2-9, how would you record this credit transaction in your books, if you were the bookkeeper for Handson’s 

Hardware? 

2.  Using the invoice shown in Figure 2-10, how would you record this credit transaction in your books, if you were a bookkeeper for this office supply 

business? 

3.  After Simply Stationery had sent the invoices to Sues Insurance Agency, 

as shown in Figure 2-10, it was discovered that the Hanging files listed on the original invoice were damaged and needed to be replaced. Simply 

Stationery duly sent out replacement files and also sent a credit note 

alongside the replacement goods. The credit note is shown in Figure 2-11. 

As the bookkeeper for Simply Stationery, explain what double entry 

takes place when the credit note is issued. 
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FIGURE 2-9:  

Sales invoice 

for Handson’s 

Hardware. 
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FIGURE 2-10:  

Sales invoice for 

Simply Stationery. 
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FIGURE 2-11:  

Credit Note for 

Simply Stationery. 
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4.  A customer returns a pair of trousers she bought for £35 using a credit card. She has a receipt showing when she made the original purchase. 

The rate of VAT is 20%. How would you record this transaction in the 

books? 

5.  You discover, after compiling your Aged Debtors report for 30 June 2024, 

that you’ve an account that’s more than six months past due for a total 

of £125.65. Your company policy is that you write off bad debt when an 

account is more than six months late. How would you record this 

transaction in your books? 

Counting Your Sales

Answering the Have a Go Questions

1.  You’d record the sales invoice details as follows:

Debit

Credit

Debtors

£136.80

Sales

£114.00

VAT

£22.80

 Credit receipts for 12/05/2024

2.  You’d record the sales invoice details as follows:

Debit

Credit

Debtors

£90.00

Sales

£75.00

VAT

£15.00

 Credit receipts for 05/03/2024
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3.  The entry would be:

Debit

Credit

Debtors

£24.00

Sales

£20.00

VAT

£4.00

The credit note raised will be allocated against the original invoice, and Sues 

Insurance Agency will only have to pay the net amount of £66.00. 

4.  The double-entry bookkeeping would be:

Debit

Credit

Sales Returns  

£29.17

and Allowances

VAT

£5.83

Bank Account

£35.00

Even though the customer is receiving a refund on their credit card, you will 

still show this transaction as a credit to your bank account. 

5.  The entry would look like this:

Debit

Credit

Bad Debt

£125.65

Debtors

£125.65

 Accounts written  

 off for bad debt  

 as at 30/06/24
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IN THIS CHAPTER

 

» Tracking stock and monitoring costs

 

» Keeping your business supplied

 

» Paying your bills

Chapter 3

Buying and Tracking 

Your Purchases

To make money, your business must have something to sell. Whether you sell products or offer services, you have to deal with costs directly related to the 

goods or services being sold. Those costs primarily come from the purchase 

or manufacturing of the products you plan to sell or the items you need to provide the services. 

All businesses must keep careful watch over the cost of the products they sell or the  services  they  offer.  Ultimately,  your  business’s  profits  depend  on  how  well you manage those costs because, in most cases, costs increase over time rather 


than decrease. How often do you find a reduction in the price of needed items? It doesn’t happen often. When costs increase but the price to the customer remains 

unchanged, the profit you make on each sale is less. 

In  addition  to  the  costs  to  produce  products  or  services,  every  business  has additional  expenses  associated  with  purchasing  supplies  needed  to  run  the business. The bookkeeper has primary responsibility for monitoring all these 

costs and expenses as invoices are paid and alerting business owners or manag-

ers when suppliers increase prices. This chapter covers how to track purchases 

and their costs, manage stock, buy and manage supplies, and pay the bills for the items your business buys. 
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Identifying Different Types of Purchases

You’ll know that a business will purchase many items throughout its lifetime, and as the bookkeeper, you’ll need to understand how these items should be categorised. You will track all the costs associated with your company, whether it is a product-based company or a service-based one. We look at three simple categories of purchases, and although there are others, this will give you a broad understanding of the different types of purchases a company may make. 

Making Capital Purchases

Capital purchases tend to be assets that are bought for the long-term use of the 

company (in other words more than 12 months); they can include:

 

» Property, land, and buildings

 

» Furniture and fittings for office and factory buildings

 

» Computer equipment

 

» Machinery

The above list is not exhaustive but gives you a good indication of the kind of 

capital purchases that a business will make. 

As a bookkeeper, you will be considering how these goods are going to be pur-

chased  and  whether  some  of  them  may  be  leased.  You’ll  also  need  to  depreciate  many  of  these  assets  and  may  well  work  with  the  company  accountant  at the year-end to establish what method of depreciation you’ll likely use. We cover depreciation in Book 3 Chapter 3. 

Buying stock

We talk about stock in a little more detail further in this chapter (see the chapter later in this chapter, “Keeping Track of Stock”) as it is a very important aspect for businesses. It can equate to a large value in a company’s Balance Sheet, so great care needs to be taken with handling stock and correctly measuring the value of it. 

A manufacturing company will purchase raw materials, for example, wood, metal, 

glass or plastic, and use these to make bigger items which it will classify as Work in Progress, until those goods are completely assembled and can then be classified as finished goods. 
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Other companies may buy products for immediate resale and will want to continually replenish stock items that sell well. 

Overhead and operating expenses

A company uses day-to-day supplies to keep the business operational, such as 

 

» Products to maintain plant and machinery

 

» Printers and other business equipment office stationery

 

» Utilities such as electricity, mobile phones, and telephone

 

» Fuel expenses and service and maintenance costs for all plant, machinery, vehicles, and property owned by the business

 

» Administrative costs such as staffing costs

 

» Professional costs of solicitors and accountants

 

» Advertising costs

 

» Distribution costs of goods and services. 

Your Purchases Buying and Tracking

The list can seem almost endless! 

As a bookkeeper, you will be responsible for monitoring these costs and recording them accurately in the accounts. 

 

Keeping Track of Stock

Products to be sold are called  stock.  As a bookkeeper, you use two accounts to track stock:

 

» Purchases: Where you record the actual purchase of goods to be sold. This account is used to calculate the  Cost of Goods Sold, which is an item on the Profit and Loss account (see Book 4, Chapter 1 for more on this statement). 

 

» Stock: Where you track the value of stock on hand. This value is shown on the Balance Sheet as an asset in a line item called  Stock (Book 4, Chapter 2 

addresses the Balance Sheet). 
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Businesses track physical stock on hand using one of two methods:

 

» Periodic stock count: Conducting a physical count of the stock in the stores and in the warehouse. This count can be done daily, monthly, yearly or for any 

other period that best matches your business needs. (Many businesses close 

for all or part of a day to count stock.)

 

» Perpetual stock count: Adjusting stock counts as each sale is made. To use this method, you must manage your stock using a computerised accounting 

system tied into your point of sale (usually cash tills). This type of continuous stock count means that, by the end of the accounting year, all lines of stock 

have been counted at least once. 

Even if you use a perpetual stock method, periodically do a physical count of 

stock to ensure that the numbers match what’s in your computer system. 

Because theft, damage, and loss of stock aren’t automatically entered in your 

computer system, the losses don’t show up until you do a physical count of 

the stock you have on hand in your business. 

When preparing your Profit and Loss account at the end of an accounting period 

(whether that period is for a month, a quarter or a year), you need to calculate the Cost of Sales to calculate the profit made. 

To calculate the Cost of Goods Sold, you must first find out how many items of 

stock were sold. You start with the amount of stock on hand at the beginning of 

the month (called  Opening Stock), as recorded in the Stock account, and add the amount  of  purchases,  as  recorded  in  the  Purchases  account,  to  find  the  Goods Available for Sale. Then you subtract the stock on hand at the end of the month 

 (Closing Stock), which is determined by counting remaining stock. 

Here’s how you calculate the number of goods sold:

Opening Stock + Purchases = Goods Available for Sale – Closing Stock = Items Sold After you determine the number of goods sold, compare that number to the 

actual number of items the business sold during that accounting period, which 

is based on sales figures collected through the month. When the numbers don’t 

match, you’ve a problem. The mistake may be in the stock count, or items may be  

unaccounted for because someone has misplaced or damaged and discarded them. 

In the worst-case scenario, you may have a problem with customer or employee 

theft.  These  differences  are  usually  tracked  within  the  accounting  system  in  a line item called  Stock Shortages. 
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Entering initial cost

When your business first receives stock, you enter the initial cost of that stock into the bookkeeping system based on the shipment’s invoice. In some cases, invoices 

are sent separately, and only a delivery note (or goods received note) is included in the order. You should match the purchase invoice with the goods received note, after  the  invoice  arrives.  If,  at  the  end  of  the  month,  the  invoice  has  still  not arrived, you can accrue for the cost of those goods in your accounts. You may 

often see a Goods Received Not Invoice (GRNI) accrual shown as a liability in the business’s books. 

After the purchase invoice arrives and is entered onto your accounting system, 

it  will  be  shown  as  an  outstanding  bill  in  the  Trade  Creditors  (Trade  Payable) account until you pay it. 

Entering the receipt of stock is a relatively easy entry in the bookkeeping system. 

For example, if your business buys £1,000 of stock to be sold, you normally receive a purchase invoice for those goods. The invoice is entered into your accounting 

system as described in Book 1, Chapter 4. The following double entry takes place: Debit

Credit

Your Purchases Buying and Tracking

Materials Purchased

£1,000

Trade Creditors

£1,000

The Purchases account increases by £1,000 to reflect the additional costs, and the Trade Creditors account (referred to as the Creditors Control Account in Sage 50) increases by the same amount to reflect the amount of the bill that needs to be 

 

paid in the future. 

When stock enters your business, in addition to recording the actual costs, you 

need  more  detail  about  what  you’ve  bought,  how  much  of  each  item  you’ve bought, and what each item cost. You also need to track

 

» How much stock you have on hand

 

» The value of the stock you have on hand

 

» When you need to order more stock

Tracking these details for each type of product bought can be a nightmare. How-

ever, a computerised accounting system simplifies this process of tracking stock. 
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Details about stock can be entered initially into your computer accounting system in several ways:

 

» You’ll probably pay for your stock using an electronic bank payment via your business bank account. It’s important to enter a reference on your bank 

payment which should refer to the purchase invoice that you’ve received from 

your stock supplier. That way it can be easily matched to the correct paper-

work when you reconcile your bank account. 

 

» If you use purchase orders, you can enter the detail about each item on the purchase order, record receipt of the items when they arrive, and update the 

information when you receive the bill. Remember to match the purchase 

order with the purchase invoice when it arrives. 

 

» If you don’t use purchase orders, you can enter the detail about the items when you receive them and update the information when you receive the bill. 

To give you an idea of how this information is collected in a computerised accounting software program, Figure 3-1 shows you how to enter the details in Sage 50 

Accounts. This particular form is for the receipt of stock without a purchase order and can be used when you receive a supplier invoice. 

FIGURE 3-1:  

Recording of the 

receipt of stock 

using Sage 50 

Accounts. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Figure 3-2 shows a stock item record in the computerised accounting system. Note 

that you must give the item a product code and a description. The product code 

is a short unique name or code to identify the stock item internally. The longer 

description is a more user-friendly name that can appear on customer invoices 

(sales transactions). You can input a cost and sales price if you want, or you can leave them at zero and enter the cost and sales prices with each transaction. 
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FIGURE 3-2:  

Setting up a stock 

item using Sage 

50 Accounts. 

 © 2025 Sage (UK) Limited. All rights reserved. 

If  you’ve  a  set  contract  purchase  price  or  sales  price  on  a  stock  item,  you  can enter the price on this form to save time — you don’t then have to enter the price each time you record a transaction. But if the price changes frequently, leave the space blank so that you don’t forget to enter the updated price when you enter a 

transaction. 

Your Purchases Buying and Tracking

Notice in Figure 3-2 that you can also use this form to give you information about stock  on  hand  and  when  stock  needs  to  be  reordered.  To  make  sure  that  your shelves are never empty, enter a number for each item that indicates at what point you want to reorder stock. You can indicate the “Reorder Level” in the section 

called “Status.” (A nice feature of Sage 50 Accounts is that you can run a report to 

 

see which stock items have fallen below their reorder level and use that to place your next order.)

If you use the Purchase Order Processing routine and save the form that records 

the receipt of stock in Sage 50 Accounts, the software automatically

 

» Adjusts the quantity of stock you have in stock

 

» Increases the Asset account called Stock

 

» Lowers the quantity of items on order (if you initially entered the information as a purchase order)

 

» Averages the cost of stock on hand

 

» Increases the Trade Creditor account
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Managing stock and its value

After you record the receipt of stock, you have the responsibility of managing the stock  you  have  on  hand.  You  must  also  know  the  value of  that  stock.  You  may think that as long as you know what you paid for the items, the value isn’t difficult to calculate. Well, accountants can’t let things be that simple, and so have several different ways to value stock:

 

» FIFO (first-in, first-out): You assume that the first items put on the shelves (the oldest items) are sold first. Shops that sell perishable goods, such as food shops, use this stock valuation method most often. For example, when new 

milk arrives at a shop, the person stocking the shelves unloads the older milk, 

puts the new milk at the back of the shelf, and then puts the older milk in 

front. Each carton of milk (or other perishable item) has a date indicating the 

last day it can be sold, so food shops always try to sell the oldest stuff first, while those items are still sellable. (They try, but how many times have you 

reached to the back of a food shelf to find items with the longest shelf life?)

 

» Averaging: You average the cost of goods received, to avoid worrying about which items are sold first or last. This method of stock is used most often in 

any retail or services environment where prices are constantly fluctuating, and 

the business owner finds that an average cost works best for managing the 

Cost of Goods Sold. 

 

» Specific identification: You maintain cost figures for each stock item 

individually. Retail outlets that sell big-ticket items such as cars, which often have a different set of extras on each item, use this type of stock valuation 

method. 

 

» Net Realisable Value (NRV): You value your stock at net realisable value, which is calculated by taking the selling price of the goods and then deducting 

the costs required to bring that product to market. For example, if any further 

works are required to finish the product, then those costs must be deducted 

from the selling price. Also, you must deduct any additional shipping or 

packaging costs. The benefits of using the NRV method is that you will not 

overstate your stock valuation. It provides an accurate reflection of the stock 

value. 

Last in First Out (LIFO) is no longer permitted under UK and Ireland and interna-

tional accounting standards. It’s rarely seen outside of the United States. 

After you choose a stock valuation method, you need to use the same method each 

year on your financial reports and when you file your accounts. If you decide that you want to change the method, you need to include a disclosure in the financial 

statements explaining that there has been a change in accounting policy regard-

ing the valuation of stock. 
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If  you  run  an  incorporated  business  in  which  shares  have  been  sold,  you  need to explain the change to your shareholders. You also have to go back and show 

how the change in stock method impacts your prior financial reporting and adjust 

your profit margins in previous years to reflect the new stock valuation method’s impact on your long-term profit history. This is called a “change in accounting 

policy” which must be applied retrospectively so that the accounts that are pro-

duced are comparable. 

Figuring out the best method for you

We’re sure that you’re wondering why the stock valuation method you use mat-

ters so much. It’s important to remember that the stock valuation affects both the Profit and Loss account and the Balance Sheet, so getting it right the first time is important. The key to the choice is the type of business and the kind of stock that the company is dealing with. 

Because FIFO assumes the oldest (and most likely the lowest priced) items are sold first, this method results in a lower Cost of Goods Sold number. Because Cost of 

Goods Sold is subtracted from sales to determine profit, a lower Cost of Goods Sold number produces a higher profit. (For more on Cost of Goods Sold, see “Keeping 

Track of Stock,” earlier in this chapter.)

Your Purchases Buying and Tracking

The Averaging method gives a business the best picture of what’s happening with 

stock costs and trends. Rather than constantly dealing with the ups and downs 

of stock costs, this method smooths out the numbers you use to calculate a busi-

ness’s profits. You should choose this method when you’re operating a business 

in which stock prices are constantly going up and down. 

 

Check with your accountant to see which stock method is best for you given the 

type of business you’re operating. It’s one of many accounting methods that your 

company needs to decide upon, when setting up the stock system. We discuss the 

various methods of measuring Cost of Goods Sold in Book 5, Chapter 2. 

Comparing the methods

To show you how much of an impact stock valuation can have on profit margin, in 

this section we compare two of the most common methods: FIFO and Averaging. 

In  this  example,  we  assume  that  Business  A  bought  the  stock  in  question at  different  prices  on  two  different  occasions.  Opening  Stock  is  valued  at  £500 

(50 items at £10 each). 
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Here’s the calculation to determine the number of items sold (from the earlier 

“Keeping Track of Stock” section):

Opening Stock + Purchases = Goods Available for Sale – Closing Stock = Items Sold 50 + 500 = 550 – 75 = 475

Here’s what the business paid to purchase the stock:

Date

Quantity

Unit Price

1 April

150

£10

15 April

150

£25

30 April

200

£30

Here’s an example of how you calculate the Cost of Goods Sold using the Averag-

ing method:

Category

Quantity (Unit Price)

Total Cost

Opening Stock

50 (£10)

£500

Purchases

150 (£10)

£1,500

150 (£25)

£3,750

200 (£30)

£6,000

Total Stock cost

550

£11,750

Now you can do other calculations:

Average Stock cost

£11,750 ÷ 550 = £21.36

Cost of Goods Sold

475 × £21.36 = £10,146

Closing Stock

75 @ £21.36 = £1,602

The Cost of Goods Sold appears on the Profit and Loss account and is shown as a 

separate account within the trading account section of the profit and loss. Essentially it is a debit balance and is deducted from Sales to calculate gross profit. The Closing  Stock  number  shows  up  as  an  asset  on  the  Balance  Sheet.  This  system applies to both stock valuation methods. 

Now, we demonstrate how you calculate the Cost of Goods Sold using the FIFO 
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ones you sell, and because the first items you receive here are those in Opening Stock, we start with them:

Date

Quantity (Unit Price)

Total

Opening Stock

50 (£10)

£500

1 April

150 (£10)

£1,500

15 April

150 (£25)

£3,750

30 April

125 (£30)

£3,750

Cost of Goods Sold

475

£9,500

Closing Stock

75 @ £30

£2,250

 Note: Only 125 of the 200 units purchased on 30 April are used in the FIFO method. 

Because this method assumes that the first items into stock are the first items 

you sell (or take out of stock), the first items you use are those on 1 April. Then you use the 15 April items, and finally you take the remaining needed items from 

those bought on April 30. Because you bought 200 on April 30 and you only needed 

125, 75 of the items you bought on April 30 are left in Closing Stock. The Cost of Goods  Sold  figure,  which  is  £9,500,  is  the  sum  of  the  total  values  of  the  units Your Purchases Buying and Tracking

that  are  deemed  to  have  been  sold  to  arrive  at  this  figure  (£500  + £1,500 + 

£3,750 + £3,750). 

In this example, we just look at the  Gross Profit, which is the profit from Sales less the cost of those sales, before considering expenses incurred for operating the 

business. We talk more about the different profit types and what they mean in 

Book 4 Chapter 1. The following equation calculates Gross Profit:

 

Sales – Cost of Goods Sold = Gross Profit

Table 3-1 shows a comparison of Gross Profit for the three methods used in this 

example. 

TABLE 3-1 

Comparison of Gross Profit

Profit and Loss

FIFO

Averaging

Sales

£19,000

£19,000

Cost of Goods Sold

£9,500

£10,146

Gross Profit

£9,500

£8,854
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Looking at the comparisons of Gross Profit, you can see that stock valuation can have a major impact on your bottom line. FIFO is likely to give you the highest 

profit because the first items bought are usually the cheapest, whilst the profit that the Averaging method produces falls slightly lower. 

Buying and Monitoring Supplies

In  addition  to  stock,  all  businesses  must  buy  the  supplies  used  to  operate  the business, such as paper, pens, and paper clips. Supplies that businesses haven’t 

bought in direct relationship to the manufacturing or purchasing of goods or ser-

vices for sale fall into the category of  expenses. 

Just how closely you want to monitor the supplies you use depends on your busi-

ness needs. The expense categories you establish may be as broad as Office Sup-

plies  and  Retail  Supplies,  or  you  may  want  to  set  up  accounts  for  each  type  of supply used. Each additional account is just one more thing that needs to be managed and monitored in the accounting system, so you need to determine whether 

keeping a particularly detailed record of supplies is worth your time. 

Many  businesses  don’t  use  the  bookkeeping  system  to  manage  their  supplies. 

Instead, they designate one or two people as office managers or purchasing man-

agers and keep the number of accounts used for supplies to a minimum. Other 

businesses decide to monitor supplies by department or division and set up a Sup-

ply account for each one. This system puts the burden of monitoring supplies in 

the hands of the department or division managers. 

Staying on Top of Your Bills

Eventually, you have to pay for both the stock and the supplies you purchase for 

your business. In most cases, you post the invoices to the Purchase ledger when 

they arrive, and they’re paid when due. A large chunk of the cash you pay out of 

your Bank account (see Book 1, Chapter 4 and Book 2, Chapter 1 for more informa-

tion on the Bank account and handling cash) is in the form of electronic payments you send out to pay bills due in Trade Creditors, so you need to have careful controls over the five key functions of Trade Creditors:
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» Entering bills you need to pay into the accounting system

 

» Organising payments to pay the bills

 

» Approving those payments

 

» Sending payments to suppliers

 

» Reconciling the Bank account

In your business, the person who enters the bills to be paid into the system is 

likely to be the same person who also prepares the payments. However, you must 

ensure that someone else does the other tasks. Never allow the person who pre-

pares the payments to review the bills to be paid and send the payments, unless 

of course that person’s you, the business owner. (We talk more about cash control and the importance of separating duties in Book 2, Chapter 1.)

Properly managing Trade Creditors allows you to avoid late fees or interest and 

take advantage of discounts offered for paying early, therefore saving your busi-

ness a lot of money. If you’re using a computerised accounting system, you need 

to enter the bill due date and any discount information at the time you receive the stock or supplies. (See Figure 3-1 for how you record this information.)

Your Purchases Buying and Tracking

In some cases, businesses offer a discount if their customers pay bills early. Sage 50 Accounts allows you to set up for each supplier Settlement Due dates and Settlement Discount percentage figures. For example, if a supplier is set up as “10 

days” and “2%,” it means that if the bill is paid in 10 days, the purchasing business can take a 2% discount; otherwise, the amount due must be paid in full in 30 

days. If the total amount due for a bill is £1,000 and the business pays the bill in 10 days, that business can take a 2% discount, or £20. This discount may not seem 

 

like much, but if your business buys £100,000 of stock and supplies in a month 

and each supplier offers a similar discount, you can save £1,000. Over the course of a year, discounts on purchases can save your business a significant amount of 

money and improve your profits. 

In addition, many businesses state that they charge interest or late fees if a bill isn’t paid in 30 days (although, in reality, few dare make this charge if they want to retain the business). A simple phone call to the customer will usually prompt 

payment. 
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Have a Go

Here are some exercises for you to practise the principles discussed in this chapter. 

1.  Harry’s Hardware started the month with 25 wrenches on the shelf, with 

an average per unit value of £3.25. During the month, Harry made these 

additional purchases:

1 April

100 wrenches @ £3.50

10 April

100 wrenches @ £3.75

20 April

150 wrenches @ £4.00

At the end of the month, Harry had 100 wrenches on the shelf. Calculate the 

value of the Closing Stock and the Cost of Goods Sold using the Averaging 

method. 

2.  Harry’s Hardware started the month with 25 wrenches on the shelf, with 

an average per unit value of £3.25. During the month, Harry made these 

additional purchases:

1 April

100 wrenches @ £3.50

10 April

100 wrenches @ £3.75

20 April

150 wrenches @ £4.00

At the end of the month, Harry had 100 wrenches on the shelf. Calculate the 

value of the Closing Stock and the Cost of Goods Sold using the FIFO method. 

3.  Suppose your company receives an invoice for £500,000 on 31 March that 

says, “Settlement discount of 3% if paid within 10 days of date of invoice.” 

How much discount would you receive and by what date should you pay 

the invoice to receive this discount? 

4.  Suppose your company receives an invoice for £100,000 on 31 March that 

says, “Settlement discount of 2% if paid within 15 days of the date of 

invoice.” How much discount would you receive and by what date should 

you pay the invoice to receive this discount? 

5.  If you keep track of the amount of stock you have on hand by physically 

counting how much product is on your shop shelves and in your ware-

house on a regular basis, what is this kind of stock system called? 

6.  If your stock is counted each time you ring up a sale on your till, what is this kind of stock system called? 
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7.  If you work in a grocery shop and carefully place the newest loaves of bread at the back of the shelf and bring the older loaves of bread to the 

front, what type of stock system does your shop probably use? 

8.  If you work at a car dealership and you track the sale of a car using the 

original invoice price, what type of stock system does your dealership 

probably use? 

Answering the Have a Go Questions

1.  Here’s how you’d calculate the Closing Stock and Cost of Goods Sold using 

the Averaging method:

Opening Stock

25 wrenches @ £3.25

£81.25

1 April

100 wrenches @ £3.50

£350.00

10 April

100 wrenches @ £3.75

£375.00

20 April

150 wrenches @ £4.00

£600.00

Your Purchases Buying and Tracking

Total Goods Available for Sale

375 wrenches

£1,406.25

Average Cost per Unit

£1,406.25/375

£3.75

Closing Stock

100 @ £3.75

£375.00

Cost of Goods Sold

275 @ £3.75

£1,031.25

 

2.  Here’s how you’d calculate the Closing Stock and Cost of Goods Sold using 

the FIFO method:

Opening Stock

25 wrenches @ £3.25

£81.25

Next in:

1 April

100 wrenches @ £3.50

£350.00

10 April

100 wrenches @ £3.75

£375.00

20 April

50 wrenches @ £4.00

£200.00

Cost of Goods Sold

£1,006.25

Closing Stock

100 wrenches @ £4.00

£400.00
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3.  The company receives a 3% discount if it pays the invoice in 10 days — by 10 April.  The discount is £15,000 if paid by 10 April. So, you should pay the invoice by 10 April. 

4.  The company receives a 2% discount if it pays the invoice in 15 days — by 

15 April.  The discount is £2,000 if paid by 15 April. So you should pay the invoice by 15 April. 

5.  If you physically count your stock on a regular, monthly, quarterly or 

yearly basis, this is known as a periodic stock count system. 

6.  If your business operates a system whereby the till adjusts your stock 

each time a sale is made, this is a perpetual stock system. 

7.  A grocery shop would want the first product in (oldest item) to be the 

first product out (first sold).  So your grocery shop is using the FIFO method. 

8.  A car dealership usually wants to maintain a specific identification 

system because each car in the stock probably has different options and 

a different cost.  So your car dealership is using the Specific Identification method. 
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IN THIS CHAPTER

 

» Counting your business’s cash

 

» Checking your bank transactions

 

» Reconciling your bank accounts

 

» Posting cash-related adjustments

Chapter 4

Doing Your Banking

All business owners — whether the business is a small family-owned shop 

or a major international conglomerate — periodically like to test how well 

their businesses are doing. They also want to make sure that the num-

bers in their accounting systems actually match what’s physically in their shops 

and offices. After they check out what’s in the books, these business owners can 

prepare financial reports to determine the business’s financial success or failure during the last month, quarter, or year. This process of verifying the accuracy of your books is called checking the books. 

The first step in checking the books involves counting the business’s  cash and 

verifying that the cash numbers in your books match the actual cash on hand at 

a particular point in time. This chapter explains how you can test that the cash 

counts are accurate, finalise the cash balances for the accounting period, recon-

cile the bank accounts, and post any adjustments or corrections to the Nominal 

Ledger. 
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CHECKING THE BOOKS: WHY BOTHER? 

You’re probably thinking that checking the books sounds like a huge task that takes lots of time. And you’re right — but checking the books every now and then is essential to ensure that what’s recorded in your accounting system realistically measures what’s actually going on in your business. 

Mistakes can be made with any accounting system and, unfortunately, any business can fall victim to theft or fraud. The only way to be sure that none of these problems exist in your business is to check the books periodically. Most businesses do this check every month as part of a month-end process, which involves reconciling many of the major control accounts within the accounting system. This includes carrying out a bank reconciliation, which is a fundamental control within a business. 

Making Sure that the Closing Cash Is Right

Checking your books starts with counting your cash. Why start with cash? The 

accounting  process  starts  with  transactions,  and  transactions  occur  when  cash changes hands to buy things you need to run the business or to sell your products or services. Before you can even begin to test whether the books are right, you 

need to know whether your books have captured what’s happened to your busi-

ness’s cash and if the amount of cash shown in your books actually matches the 

amount of cash you have on hand. 

When we use the word  cash we are talking about the amount of money that you hold in your bank accounts. We’re not just talking about the small amounts of 

money which you hold in a petty cash tin. 

Producing a snapshot in time

The points of sale and return aren’t the only times that cash comes into or goes out of the business. If your business sells products on credit (see Book 2, Chapter 2), bookkeeping  staff  responsible  for  monitoring  customer  credit  accounts  collect some of the cash from customers at a later point in time. And when your business 

needs  something,  whether  products  to  be  sold  or  supplies  for  various  departments, you must pay cash to suppliers and contractors. Sometimes cash is paid 

out on the spot, but often the bill is recorded in the Trade Creditors (Trade Payable) account and paid at a later date, depending on the credit terms agreed upon with the supplier. All these transactions involve the use of cash, so the amount of cash on hand in the business at any one time includes not only what’s in the cash registers, but also what’s on deposit in the business’s bank accounts. You need to 138      BOOK 2  Bookkeeping Day to Day

know the balances of those accounts and test those balances to ensure that they’re accurate and match what’s in your business’s books. We talk more about how to 

do that in the section “Reconciling Bank Accounts,” later in this chapter. 

So, your snapshot in time includes not only the cash on hand in your cash tills (if they are applicable to your business), but also any cash you may have in the bank. 

Some departments may also have Petty Cash accounts, which you count as well. 

The total cash figure is what you show as a Current asset named “Cash at Bank” 

in your business’s financial statement, the  Balance Sheet. The Balance Sheet shows the value of everything that the business owns (its assets) and the value of everything that the business owes (its liabilities), as well as the capital the owners have in the business. (We talk more about the Balance Sheet and how you prepare one 

in Book 4, Chapter 2.)

Checking all your cash balances

You’ll probably find that your company has more than one bank account to recon-

cile, especially if it handles multiple currencies. Reconciling several bank accounts can quickly become overwhelming without a systematic approach. This is where 

the use of a monthly checklist proves invaluable, helping you to methodically work through each account, ensuring all transactions are accounted for and balances 

match the statements. A well-structured checklist saves time, reduces errors, and ensures no bank account is overlooked. For more detailed guidance on creating 

and using checklists, see Book 2, Chapter 1. 

Reconciling Bank Accounts

Part of checking out the cash involves checking that what you have in your bank 

accounts actually matches what the bank thinks you have in those accounts. This 
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process is called  reconciling the accounts. 

You can ensure that your accounting records are accurate, by checking that they 

match with the bank records shown in your bank accounts. Since you can check 

your bank statements online anytime, you can balance your books without doing a 

full reconciliation — this, can be saved until the end of the month. Fixing interim issues will make the month-end reconciliation much easier. 

You’ve probably reconciled your personal bank account at least a few times over 

the years, and the good news is that reconciling business accounts is a similar 

process. 
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In Table 4-1 we show you an example of a bank reconciliation:

Using  the  numbers  in  Table  4-1,  imagine  you’ve  downloaded  your  online  bank statement and find that your bank balance at the end of the month is £900. Upon 

review, you discover a deposit of £1,000 that hasn’t yet appeared on the state-

ment. Additionally, you realise a bank payment of £600 that hasn’t cleared yet. 

The balance in your computerised accounting software shows £1,300. Does your 

bank account balance match the statement balance? 

TABLE 4-1 

An Example of a Bank Reconciliation

Transactions

Ending

Balance per bank statement

£900

Add deposits in transit (those not shown on bank statement)

£1,000

Less bank payment sent but not yet cleared the bank account

(£600)

Total adjusted balance

£1,300

Balance per the bank balance on your accounts software (which 

£1,300

should match the “adjusted balance” value as above)

The reconciliation from Table 4-1 shows that the bank statement and your bank 

account do reconcile. 

The  above  example  is  a  simplified  view  of  the  bank  reconciliation  process.  In the past, we had to wait for bank statements to arrive in the post at the end of 

each month. Then, we’d carefully compare them to our cheque books (remember 

those?) and paying-in books. And it wasn’t over yet! We’d still have to go through the bank statements to catch any missed items—typically direct debits, standing orders, or occasional BACS payments. And then there were the pesky interest 

adjustments and sneaky bank charges. 

Today,  this  process  is  much  easier  with  the  advent  of  bank  feeds,  which  we’ll discuss later in this chapter in the section “Automating your bank reconciliation using bank feeds.” 

For those not using bank feeds, reconciling accounts is still simpler than it used to be. We no longer wait for monthly bank statements to arrive by post; instead, we 

can download statements and check our bank accounts as frequently as we wish, 

thanks to online and mobile banking. 
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Reconciling your bank account without 

using a bank feed

The following is the method we adopt when we reconcile bank accounts without 

the use of a bank feed. You can reconcile your bank account at any point in the 

month, as long as you have an up-to-date statement for a specific point in time. 

Follow these steps:

1.  Before you reconcile your bank accounts, make sure that you have 

entered all your sales and purchase invoices to date. 

2.  Ensure you’ve entered all bank payments into your accounting software 

that you may have made online.  It’s useful to keep a printed copy of the 

bank payments that you have made. This can be used as the source document 

for those payments instead of your cheque book stub, which you have may 

have used back in the day to enter any payments that you may have made. 

3.  Also check your paying-in book, just on the off chance that someone may 

have paid in a cheque from a customer.  Unlikely as it may seem, it could 

happen. 

4.  Once you’re happy that you have entered all the pieces of information 

that you may have, then print off your bank statements to date.  

Obviously from the period that you last did this exercise. 

5.  Open up your bank reconciliation screen in your accounting software and 

have your freshly printed bank statements in front of you.  You should be 

able to identify all the transactions that have already been entered into your 

bookkeeping system, and you can place a tick on your physical bank statement 

to match these items. 

You’ll notice that a number of items remain unticked. 

6.  Now enter all the remaining entries into your system, ticking them once 
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after you enter them. 

These entries will probably include direct debits and standing orders which are 

automatically taken from your bank account each month. You may also find 

some bank charges and interest payments which will also need to be entered. 

You should now have a tick placed against all the entries on your bank statement. 

7.  You then complete the reconciliation process according to your account-

ing software in the knowledge that you have matched the same items on 

your software with the entries on your bank statement.  The only items 

not reconciled should be any payments which have not yet cleared the bank 

statement or possibly some receipts which haven’t yet cleared the bank 

accounts. 
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The same reconciliation process can be applied to credit card statements that the business receives. However, be sure that if you’re using a computerised reconciliation process you correctly enter the credit card balance as a negative figure, because this balance is money owed. 

If you use a computerised accounting system, reconciliation is much easier than if you keep your books manually. In Sage 50 Accounts, for example, when you start 

the reconciliation process, the Statement Summary screen pops up in which you 

can add the ending bank statement balance and any account charges or interest 

earned. Figure 4-1 shows you that screen. 

FIGURE 4-1:  

The first screen 

you see in 

Sage 50 when 

you want to 

start a bank 

reconciliation. 

 © 2025 Sage (UK) Limited. All rights reserved. 

After you click OK, you get a screen that lists all cheques written since the last reconciliation as well as all deposits. Double-click on all the items listed in the top part of your Sage screen that are also shown on your bank statement, as in 

Figure 4-2. Ensure that the matched balance and the statement balance are the 

same and the difference is zero (see the bottom right corner of the Sage screen), and then click Reconcile. 

If you enter a Statement Reference in your statement summary, we’ve used “June 

2024” in Figure 4-1, Sage 50 Accounts automatically provides a Bank Reconcili-

ation  report,  which  it  saves  as  a  PDF  file  in  the  History  archive.  This  report  is shown in Figure 4-3. You can also run reports showing unreconciled items at the 

month-end. 
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FIGURE 4-2:  

The second 

screen in Sage 

50 where you 

match your bank 

transactions. 

 © 2025 Sage (UK) Limited. All rights reserved. 

FIGURE 4-3:  

After reconciling 

your accounts, 
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Sage 50 Accounts 

automatically 

provides a Bank 

Reconciliation 

report. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Automating your bank reconciliation  

using bank feeds

Bank  feeds  are  the  modern  approach  to  reconciling  your  bank  account.  Essentially, you are connecting your bank account to your online accounting system. 
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You basically import your banking transactions from your bank, and they appear in your accounting system ready to reconcile. No more searching around trying to 

find direct debits and standing orders. Instead, they should all automatically load into your accounts system. All you need to do is match those imported items with 

the transactions already entered in your accounting system. 

To start using bank feeds, you will have to link up your accounting software with your online bank accounts. You’ll need to check with your accounting software 

provider for instructions on how to do this. 

Considering credit card sales

If your business allows customers to purchase goods using a credit card, then you also need to reconcile the statements from the bank that processes your credit 

card transactions. 

Typically, the statement you’ll receive will include:

 

» All your business’s transactions for the month

 

» The total amount of credit card sales

 

» The total fees charged to your account

If you find there’s a difference between the bank’s credit card sales reports and your business records, then you’ll need to investigate further. In most cases, the error involves the charging back of one or more sales because a customer disputes the charge. In this case, an adjustment must be made to cash received, to reflect that loss of sale, so that the bank statement and business books match up. 

For example, suppose £200 in credit card sales were disputed. This is what the 

double entry would look like:

Debit

Credit

Sales

£200

Bank

£200
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The  entry  above  reduces  the  total  Sales  account  for  the  month  as  well  as  the amount  of  the  bank  account.  If  the  dispute  is  resolved  and  the  money  is  later retrieved, you can then re-enter the sale when the cash is received. 

You also record any fees related to credit card fees as a bank payment. For exam-

ple, if credit card fees for the month of June total £200, the entry in the books looks like this:

Debit

Credit

Credit Card Fees

£200

Bank

£200

 To post credit card fees for the month of June. 

Tracking down errors

Ideally,  your  balance  and  the  bank’s  balance,  adjusted  by  transactions  not  yet shown on the statement, match. If they don’t, you need to find out why. 

 

» If the statement balance is higher than your balance,  check to ensure that all the deposits listed by the bank appear in the Bank account in your books. If 

you find that the bank lists a deposit that you don’t have, you need to do 

some detective work to work out what that deposit was for and add the detail 

to your accounting records. Also, check to make sure that all online payments 

that you have sent have cleared. 

 

» If the statement balance is lower than your balance,  check to ensure that all payments listed by the bank are recorded in your Bank account. You may 

have missed an online payment or not recorded a direct debit or standing 

order. Check your bank account thoroughly for anything missed. You also may 

have missed a deposit that you’ve listed in your Bank account and thought the 
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bank should already have shown as a deposit, but that isn’t yet on the 

statement. If you notice a missing deposit on the bank statement, make sure 

that you have your proof of deposit and check with the bank to ensure that 

the cash is in the account. 

 

» If all deposits and cheques are correct but you still see a difference,  your only option is to check your maths and make sure that all payments and 

deposits were entered correctly. 
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Have a Go

Your turn! Sharpen your pencil and test yourself on checking the books. 

1.  Make a list of all the accounts in your business that you need to reconcile at the end of each accounting period. Remember to include all bank 

accounts and Petty Cash accounts, as well as any credit card accounts 

that have been used in the month.  (We provide a general answer at the end of this chapter.)

2.  What’s the purpose of a Petty Cash account? List a few typical items that 

you may pay through petty cash. 

3.  If you allow customers to pay by credit card, check your system to ensure 

that you understand how to account for monies received by the credit 

card company. Have you got a system in place to be able to identify 

which customers are paying you? 

For example, the credit card company probably just deposits a lump sum from 

credit card payments into your bank account. You need to ensure that you’ve a 

method of identifying which customers have paid you via credit card, so that 

you may update your accounts. 

If you don’t have procedures in place, write some now. 

4.  When you get your credit card sales statement, you find a total of £225 

was charged in fees and you find three chargebacks for customer 

disputes totalling £165. How do you record this information in your 

books? 

5.  When you get your credit card sales statement, you find a total of £275 in chargebacks from customer disputes and £320 in fees. How do you record 

this information in your books? 

6.  You’ve just received your bank statement in the post. You find your 

statement balance at the end of the month is £1,000. You review the 

deposits and find that a deposit of £2,000 does not show on the state-

ment. You find that payments totalling £1,700 haven’t cleared yet. The 

balance in your bank account is £1,300. Does your bank account reconcile 

to the balance on your bank statement? 

7.  You’ve just printed your bank statement. You find your statement 

balance at the end of the month is £2,300. You review the deposits and 

find that a deposit of £1,000 does not show on the statement. You find 

that cheques totalling £2,500 haven’t cleared yet. 
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The balance in your bank account is £1,200. Does your bank account reconcile to the balance on your bank statement? 

8.  Suppose that you can’t reconcile your bank statement. As you review the 

payments, you see one entered for £2,500 that you haven’t recorded in 

your books. As you research the payment, you find that it’s a payment 

made to Olive’s Office Supplies. How would you record that in the books? 

9.  Suppose you can’t reconcile your bank statement, and you find that a 

deposit of £5,300 isn’t recorded. As you research the deposit, you find 

that the sales receipts weren’t recorded for 15 May. How would you 

record that in the books? 

Answering the Have a Go Questions

1.  The following accounts are normally reconciled:

•  Bank Current account

•  Bank Deposit account

•  Petty Cash account

•  Credit Card accounts

2.  The purpose of a petty cash account is to cover small immediate expenses.  

Typically, an office manager handles petty cash and common expenses include:

•  Tea, coffee, milk

•  Postage

•  Key cutting

•  Small stationery items
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•  Sundry cleaning supplies

These items are examples of typical petty cash expenses. 

3.  Not all companies take payment via credit card from their customers.  If yours does, take the time now to reflect on the procedures surrounding the 

credit card receipts. Can they be improved? 
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4.  The bookkeeping entry to show the credit card fee is as follows: Debit

Credit

Credit Card Fee

£225

Bank

£225

Debit

Credit

Sales

£165

Bank

£165

5.  The bookkeeping entry for the disputed sales items is as follows:

The bookkeeping entry to show the credit card fee is as follows:

Debit

Credit

Credit Card Fee

£320

Bank

£320

The bookkeeping entry for the sales adjustment is as follows:

Debit

Credit

Sales

£275

Bank

£275

6.  The bank statement does reconcile to the cheque book. Here’s the proof:

Transactions

Deposits

Payments

Ending Balance

Balance per bank statement

£1,000

Deposits in transit (those not 

£2,000

£2,000

shown on statement)

Outstanding payments (not yet 

(£1,700)

(£1,700)

cleared on bank statement)

Total adjusted balance

£1,300

Balance per Bank account or 

£1,300

Cashbook (which should match the 

total adjusted balance above)
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7.  The bank statement doesn’t reconcile to the bank account. A difference is shown of £400.  You must review the bank account for possible errors. 

Here’s the proof:

Transactions

Deposits

Payments

Ending Balance

Balance per bank statement

£2,300

Deposits in transit (those not 

£1,000

£1,000

shown on statement)

Outstanding payments (not yet 

(£2,500)

(£2,500)

cleared on bank statement)

Total adjusted balance

£800

Balance per Bank account or 

£1,200

Cashbook (which should match the 

total adjusted balance above)

In the situation where the bank reconciliation doesn’t balance, try the 

following:

•  Check that you’ve ticked off every item on the bank statement and 

matched off each entry to the Cashbook. 

•  Ensure that you’ve entered the correct bank statement balance. 

•  Check your maths on the reconciliation. 

•  Check that you’ve entered all the items into your accounts system 

correctly. 

Check all these things, and you’ll most likely have found the problem. 

8.  You need to record the office supplies expense, and you need to reflect 

the use of cash. 

If using a computerised accounting system, you enter the invoice as a purchase 
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invoice, to record the liability. Then you need to pay the invoice, using the bank account. The system does the double entry for you, as shown below:

The bookkeeping for the initial entry of the invoice is as follows:

Debit

Credit

Office Supplies Expenses

£2,500

Creditors Ledger

£2,500
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You then need to process the payment, and the bookkeeping is as follows: Debit

Credit

Creditors Ledger

£2,500

Bank

£2,500

9.  You need to record the missing sales as follows:

Debit

Credit

Bank

£5,300

Sales

£5,300
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IN THIS CHAPTER

 

» Examining the nuts and bolts of VAT

 

» Setting up for VAT

 

» Getting the return right

 

» Paying and reclaiming VAT

Chapter 1

Adding the Cost of 

Value-Added Tax (VAT)

A lot of mystery and tales of horror surround the subject of value-added tax (VAT). Now that HM Revenue & Customs administers both tax and VAT, 

the average businessperson is facing an even more powerful organisation 

with a right to know even more about your business. 

The rules governing which goods and services are subject to VAT and which VAT 

items are reclaimable can be quite complex. This chapter can only scratch the 

surface and give a broad understanding. Contact both HM Revenue & Customs 

and your accountant/auditor at an early stage to find out whether all your sales 

are subject to VAT and how you can ensure that you’re only reclaiming allowable 

VAT. Remember the following — get it right from the beginning. 

Looking into VAT

VAT (Value-Added Tax) is a tax added to many goods and services in the UK and 

the Isle of Man. According to the HMRC it is a “tax on consumer expenditure.” 

VAT is collected on business transactions, imports, and acquisitions. 
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Examples of taxable transactions are:

 

» Selling new and used goods, including hire purchase

 

» Renting and hiring out goods

 

» Using business stock for private purposes

 

» Providing a service; for example, plumbing or manicure

 

» Charging admission to enter buildings

As you can see, this list covers most business activities. 

Certain services are exempt from VAT, including insurance, finance, and credit, 

some property transactions, certain types of education and training, fundraising 

charity events, and subscriptions to membership organisations. Supplies exempt 

from VAT don’t form part of your turnover for VAT purposes. 

VAT is a tax on the difference between what you buy (inputs) and what you sell 

(outputs), as long as these items fall within the definition of taxable transactions. 

You can learn more in the “Knowing what to charge” section below. At the end of 

a VAT reporting period (which can be monthly, quarterly, or even annually) you 

pay over to HM Revenue & Customs the difference between all your output tax and input tax. You will be due a VAT refund if your input tax exceeds your output tax for a VAT period. 

 

» Input tax is the VAT you pay out to your suppliers for goods and services you purchase for your business. You can reclaim the VAT on these goods or 

services coming into your business. (See “Understanding what to claim on 

purchases,” later in this chapter.) Input tax is, in effect, a tax added to all your purchases. 

 

» Output tax is the VAT that you must charge on your goods and services when you make each sale. You collect output tax from your customers on each sale 

you make of items or services going out of your business. Output tax is, in 

effect, a tax added to all your sales. 

 Notice 700: The VAT Guide needs to be your bible in determining how much you need 

to pay and what you can reclaim. (You can find this guide at www.hmrc.gov.uk.)

Knowing what to charge

In addition to the obvious trading activities, you need to charge VAT on a whole 

range of other activities if your business is registered for VAT including the 

following:
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» Business assets: If you sell off any surplus business assets, such as office equipment, commercial vehicles, and so on, you must charge VAT. 

 

» Sales to staff: Sales to staff are treated no differently than sales to other customers. Therefore, you must charge VAT on sales such as canteen meals, 

goods at reduced prices, food and drinks from vending machines, and so on. 

 

 

» Hire of equipment: If you make a charge for the use of a business asset, this amount must incur VAT. 

 

» Gifts: If you give away goods that cost more than £50 (net of VAT) to the same person within a 12-month period, you must add VAT. Treat gifts as if they’re a 

sale for your VAT records. 

 

» Goods for own use: Anything you or your family take out of the business must go on the VAT return. HM Revenue & Customs doesn’t let you reclaim the VAT 

on goods or services that aren’t used for the complete benefit of the business. 

HM Revenue & Customs is really hot on using business stock for your own 

use, which is common in restaurants, for example. HM Revenue & Customs 

knows that you do it and has statistics to show how much on average 

businesses “take out” this way. If you don’t declare this item when you’ve used 

business stock, you leave yourself open to the chance that HM Revenue & 

Customs may ask to do a VAT inspection. 

 

» Commission earned: If you sell someone else’s goods or services and get 

paid by means of a commission, you must include VAT on this income. 

 

» Bartered goods: If you swap your goods or services for someone else’s goods or services, you must account for VAT on the full value of your goods or 

services that are part of this arrangement. 

 

» Advance payments: If a customer gives you any sum of money, you must 

account for VAT on this amount and the balance when they collect the goods. 

If, for example, you accept payment by instalments, you collect VAT on each 

instalment. 

 

» Credit notes: These items are treated exactly like negative sales invoices, so make sure that you correctly account for VAT when preparing the credit note. 

Knowing how much to charge

The rate of VAT applicable to any transaction is determined by the nature of that transaction. At the time of this writing, the VAT rate is 20%, and that rate applies to most transactions. The type of business (size or sector) generally has no bearing on the VAT rates. Three rates of VAT currently exist in the UK:

 

» A standard rate of 20%: This is the rate at which most businesses should add VAT to products and services that they sell. 
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» A reduced rate, currently 5%: Some products and services have a lower rate of VAT, including domestic fuel, energy-saving installations, and the renova-tion of dwellings. 

 

» A 0% rate: Many products and services are given a zero rating, including some foods, books, and children’s clothing. A zero rating for a product or 

service isn’t the same as a total exemption. 

You can view a list of business areas where sales are reduced-rated or zero-rated in  Notice 700,  which you can download from www.hmrc.gov.uk. You can call the VAT helpline on 0300 200 3700 if you have queries about the list. However, you 

should know that they prefer that you only call them if you cannot find an answer using their online guidance. 

When you can’t charge VAT

You cannot charge VAT on exempt goods or services. 

VAT exempt goods and services include:

 

» Financial services including insurance

 

» Property, land, and buildings

 

» Education and training provided by specific bodies — see HMRC.gov.uk for specific guidance. 

 

» Charity events

 

» Funeral plans, burial, or cremation services

 

» Gambling or lottery tickets

 

» Specified healthcare services (see further guidance on the HMRC website) This list is only a selection of exempt goods and services; to read the full list please refer to www.hmrc.gov.uk and type in “VAT exempt goods.” 

Certain goods and services are outside the VAT tax system. These are known 

as “out of scope.” You are unable to charge or reclaim VAT on them. Examples 

include:

 

» Goods and services you buy and use outside of the UK

 

» Goods you sell as part of a hobby (for example, items from a stamp collection)

 

» Donations made to a charity, as long as you haven’t received anything in return 156      BOOK 3  Undertaking Monthly and Quarterly Tasks
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You can check the www.gov.uk  website  and  search  for  “VAT  rates  on  different goods and services.” Here you will find a list of goods and services, showing which rates of VAT apply and which items are exempt, or outside the scope of VAT. 

Understanding what to claim on purchases

 

When you’re completing your VAT return, you want to reclaim the VAT on every 

legitimate business purchase. However, you must make sure that you  only reclaim legitimate business purchases. The following is the guidance that HM Revenue & Customs gives:

 

» Business purchases: You can reclaim the VAT on all business purchases and expenses, not just on the raw materials and goods you buy for resale. These 

purchases include things like business equipment, telephone and utility bills, 

and payments for other services, such as fees for accountants and solicitors. 

You can’t deduct your input tax for certain purchases, including cars used for 

personal purposes, business entertainment, and second-hand goods that you 

bought under one of the VAT second-hand schemes. 

 

» Business/private use: If you use services for both business and private 

purposes, such as your telephone, you can reclaim VAT only on the business 

use. No hard-and-fast rules exist on how you split the bill — your local HM 

Revenue & Customs office is likely to consider any reasonable method. 

 

» Pro-forma invoice: If a supplier issues a pro-forma invoice, requesting 

payment prior to the supply of goods or services, you can’t include the VAT in 

your VAT return until you have been sent the proper VAT invoice. 

 

» Private motoring: If you use a business car for both business and private use, you can reclaim all the VAT as input tax, but you have to account for tax 

on any private motoring using a scale charge (see the later section “Using fuel 

for private motoring”). 

 

» Lost invoices: You can’t reclaim any VAT on non-existent invoices. If you do and you get a VAT visit, you’re in for the high jump! 

 

» Bad-debt relief: Occasionally, customers don’t pay you, and if you’ve already paid over to HM Revenue & Customs the output VAT on this sale, you’re going 

to be doubly annoyed. Fortunately, HM Revenue & Customs isn’t totally 

heartless — you can reclaim this VAT on a later VAT return. 

If you are unsure about whether you can claim VAT on something, then refer to 

the  VAT Notice 700.  If the guidance doesn’t answer your query, contact the VAT 

helpline on 0300 200 3700. 

CHAPTER 1  Adding the Cost of Value-Added Tax (VAT)      157

Registering for VAT

First of all, you need to register for VAT so that you can charge VAT on your 

sales and reclaim VAT on your purchases. If you’re not VAT registered, you cannot charge output VAT or reclaim input VAT. 

The current VAT registration threshold is £90,000 (this threshold changes each 

year, so check with HM Revenue & Customs for the current threshold). So, if your total taxable UK turnover (sales, not profit) is less than this figure, you may not need to register for VAT. 

You may find it advantageous to register for VAT even though your sales fall below the VAT registration threshold (and may never exceed it). Registering for VAT gives your business increased credibility — if your customers are large businesses, they expect their suppliers to be VAT registered. Also, you can’t reclaim VAT if you’re not registered. If your business makes zero-rated supplies but buys in goods and 

services on which you pay VAT, you want to be able to reclaim this VAT. 

As  your  business  grows,  it  may  be  difficult  to  know  whether  you’ve  broken through the VAT registration threshold. HM Revenue & Customs states that you 

must register for VAT if

 

» At the end of any month the total value of the sales you made in the past 12 months is more than the current threshold. 

 

» At any time, you have reasonable grounds to expect your taxable turnover to be more than the threshold in the next 30 days. 

After you register for VAT, you’re on the VAT treadmill and have to account for 

output tax on all your sales, keep proper VAT records and accounts, and send in 

VAT returns regularly. 

VAT Returns in the Digital Age

Since the advent of Making Tax Digital, which is a policy aimed to make your 

tax affairs much more simplified, VAT was one of the first taxes to be part of it. 

All VAT returns now have to be submitted electronically using MTD compliant 

accounting software, unless you are exempt from following “Making Tax Digital 

for VAT” rules. Exemptions may be applicable due to age, religious reasons, dis-

ability, or remoteness of location, but they have to be confirmed by the HMRC. 

158      BOOK 3  Undertaking Monthly and Quarterly Tasks

Value-Added Tax (VAT) Adding the Cost of

Digital records that you must keep

Unless you are exempt, you must keep digital records of the following:

 

» The VAT for goods and services for supplies made

 

 

» The VAT for goods and services on supplies received

 

» The date and the amount of the supply (the amount must exclude VAT) for 

everything that you buy and sell

 

» Any adjustment that you make to any of your VAT returns

 

» Details of reverse charge transactions — this is where you record the VAT on both the sale prices and the purchase price of goods and services that 

you buy. 

 

» Details of the VAT accounting schemes that you keep. For details of the 

schemes mentioned in this list, see “Getting Help for small businesses” section 

later in this chapter:

•  If you use the Retail Scheme you must show your total daily gross takings. 

•  If you use the Flat Rate Scheme, you need to keep details of items that you can reclaim VAT on

•  If you use the Gold Accounting Scheme, you must keep details of your total sales and the VAT on those sales if you trade in gold. 

Other records that you must keep

Whilst the above list shows the records that must be digitally kept, the HMRC 

provides a further list of records which must also be kept. Some of the items on 

the additional list can be held digitally but don’t have to be. 

HMRC may check your records to see that you’re paying the correct amount of tax. 

So, you must keep the following documents:

 

» You must keep copies of all sales invoices that you issue. 

 

» You must have either an electronic or the original copy of every purchase invoice that you receive. 

 

» You must keep copies of any debit or credit notes that you may issue. 

 

» You need to keep a record of any stock that has been given away, or that you take away from stock for private use. 

 

» You must also keep a record of any self-billing agreements (where the 

customer prepares the invoice on your behalf). 
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» You also need to keep the name and address and VAT number of any 

self-billing suppliers. 

HM Revenue & Customs targets certain business sectors. In general, businesses structured in a complex manner (such as offshore companies) that involve a lot 

of cash are likely to come in for extra scrutiny. Experience tells HM Revenue & Customs that looking closely at certain types of businesses often yields extra revenues. Also, businesses that submit VAT returns late on a regular basis attract 

fines and may be forced to submit monthly VAT returns together with payments 

on account. 

Submitting VAT online

You’ll need to use MTD compliant accounting software to complete your VAT 

returns. This will make preparing VAT returns a breeze! 

Your accounting program will automatically pick up all the data that you’ll require to complete the VAT return. All you’ll need to do is specify the date range required for your return. See Figure 1-1 for an example of a VAT return completed using 

Sage 50 accounts. 

FIGURE 1-1:  

The Sage  

50 Accounts  

VAT return. 

 © 2025 Sage (UK) Limited. All rights reserved. 
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Table 1-1 gives you an example of the information shown on the individual lines 

of a VAT return. 

TABLE 1-1 

Working Through a VAT Return

Box

Information Required

 

1

VAT due in the period on sales and other outputs.  Notice 700/12: How to fill in and submit your VAT 

 return gives further help. 

2

VAT due in the period on acquisitions of goods made in Northern Ireland from EU Member States 3

For paper returns, enter the sum of boxes 1 and 2. The electronic form handles all the maths needed to complete the form. 

4

VAT reclaimed in the period on purchases and other inputs (including acquisitions from the EU) 5

The difference between the figures from boxes 3 and 4. Deduct the smaller from the larger. If the figure in box 3 is more than the figure in box 4, you owe this amount to HM Revenue & Customs. If the figure in box 3 is less than the figure in box 4, HM Revenue & Customs owes you this amount. 

6

Your total value of sales and all other outputs excluding any VAT

7

Your total value of purchases and all other inputs excluding any VAT

8

For supplies of goods and related costs, excluding any VAT, from Northern Ireland to EU member states made from 1st January 2021. 

9

Total value of all acquisition of goods and related costs, excluding any VAT, from EU member states. 

For acquisition of goods and related costs, excluding any VAT, from EU member states to Northern Ireland made from 1st January 2021. 

Paying VAT online

Once you’ve prepared and submitted the VAT return online, you’ll be given a due 

date for payment. 

You need to ensure that you make an electronic payment by the due date. Typi-

cally, your electronic payment is due by the 7th of the second month following the end of your VAT period. For example, if your VAT period ends 31st March, any VAT 

repayment must be made by 7th May. 

If the VAT return shows you that a repayment is due from HMRC, then you can 

expect that money to be paid directly into your business bank account within a 

few days. 
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After you have submitted your VAT return online, you will receive an e-mail confirmation proving that your return has been successfully submitted. Keep a copy 

of your submission receipt for your records. 

Getting help for small businesses

HM Revenue & Customs has some arrangements to make VAT accounting easier 

for small businesses. The accounting method that your business uses determines 

when you pay VAT:

 

» VAT Annual Accounting: If you use the VAT Annual Accounting scheme, you’ll make estimated advance payments, either monthly, which would be nine 

payments starting month 4 and finishing on month 12, or quarterly, due at 

the end of months 4, 7 and 10. In addition, a final payment is due within two 

months of month 12, whether you choose the monthly or quarterly payments. 

Either way, HMRC will write to tell you when your instalments are due and 

how much you’ll need to pay. The final payment is known as a “balancing 

payment” and is the difference between the total sum of your advance 

payments and what the Annual VAT return has calculated at the end of the 

period. 

If you discover that you have paid more VAT across during the year than the 

VAT return says you should have done, then you will be able to claim a refund 

of your overpayment. 

This scheme won’t suit businesses who expect to regularly receive VAT 

repayments, as you’ll only be able to claim one repayment at the end of the 

year, when you submit your Annual VAT return. 

You can use this scheme if you don’t expect your annual sales (excluding VAT) 

to exceed £1.35 million. 

 

» VAT Cash Accounting: If you use the VAT Cash Accounting scheme, you pay 

VAT when your customers pay you and reclaim VAT on your purchases, when 

you pay your suppliers. This arrangement may suit a business that has regular 

slow-paying customers. You can use this scheme if your estimated VAT 

taxable turnover isn’t more than £1.35 million. You cannot use this scheme if 

you use the VAT Flat Rate Scheme described below. There are also exceptions 

if you are not up to date with your VAT payments or you have committed a 

VAT offence, such as VAT evasion, in the last 12 months. 

 

» Flat Rate Scheme: This arrangement makes VAT much simpler by allowing 

you to calculate your VAT payment as a flat percentage of your turnover. The 

percentage is determined according to the trade sector in which your 

business operates. 
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Under this scheme you can’t reclaim any VAT on your actual purchases, except 

for certain capital purchases over £2,000. You can check the details for VAT 

notice 733 on the HMRC website for more information. 

You can use this scheme if your annual sales (excluding VAT) aren’t expected 

to exceed £150,000. 

 

 

» Retail Schemes: If you make lots of quite small sales to the public, you may find it difficult to issue a VAT invoice for each sale. Several available retail schemes may help. For example, you can use a simpler receipt that a till can print out. 

To find out more about the numerous retail schemes, visit the HM Revenue & 

Customs website (www.hmrc.gov.uk) and type “VAT Retail schemes” in the search bar. 

Glancing at problem areas

Not all businesses are entirely straightforward for VAT purposes. Some business 

activities have their own unique rules and regulations. The list below outlines the exceptions to the rule:

 

» Building developer: See  VAT Notice 708: Buildings and construction about non-deductible input tax on fixtures and fittings. Also look at  Notice 742 Land and Property, regarding land and new-build property sales. 

 

» Tour operator: See  VAT Notice 709/5: Tour operators’ margin scheme about VAT 

you can’t reclaim on margin scheme supplies. 

 

» Second-hand dealer: See  VAT Notice 718: Margin schemes for second-hand goods, works of art, antiques and collectors’ items about VAT you can’t reclaim on second-hand dealing. 

Using fuel for private motoring

If your business pays for non-business fuel for company car users, you must 

reduce the amount of VAT you reclaim on fuel by means of the scale charge. 

 Notice 700/64: Motoring expenses gives full details. If you use the scale charge, you can recover all the VAT charged on road fuel without having to split your mile-age between business and private use. A  scale charge is a method of accounting for output VAT on road fuel bought by a business that is then used for private mile-age. The scale charge is based on the CO  emissions of each vehicle. You can obtain 2

your CO  emissions from your vehicle registration certificate (for cars registered 2

after  2001).  The  HMRC  website  offers  full  details  of  all  CO  emissions and the 2

associated fuel scale charge. See www.hmrc.gov.uk for further details. 
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Leasing a motor car

You may find that you’re able to claim only 50% of the input tax on contract hire rentals in certain situations. If you lease a car for business purposes, you normally can’t recover 50% of the VAT charged. The 50% block is to cover the private use 

of the car. You can reclaim the remaining 50% of the VAT charged. If you lease a 

qualifying car that you use exclusively for business purposes and not for private use, you can recover the input tax in full. 

Filing under special circumstances

If you’re filing your first VAT return, your final return or a return with no payment, bear a few things in mind:

 

» First return: On your first return, you may want to reclaim VAT on money you spent prior to the period covered by your first VAT return. In general, you can 

recover VAT on capital and pre-start-up costs and expenses incurred before 

you registered for VAT as long as they’re VAT qualifying. For further help on 

this, refer to  Notice 700: The VAT Guide, available from HM Revenue & Customs. 

If you’re completing a VAT return for the first time, go to the HM Revenue & 

Customs website for help (www.hmrc.gov.uk) and/or speak with your accountant. You may be missing a trick in not reclaiming VAT on something 

you bought but didn’t reclaim the VAT on. More importantly, you may be 

reclaiming VAT on something that HMRC doesn’t permit you to reclaim. 

 

» Final return: For help with your final return, read  Notice 700/11: Cancelling your registration. If you’ve any business assets, such as equipment, vehicles, or stock on which you previously reclaimed VAT, you must include these items in 

your final VAT return. In effect, HM Revenue & Customs wants to recover this 

VAT (unless the amount is less than £1,000) in your last return. 

As soon as your business circumstances change, you must inform HM 

Revenue & Customs, which has specified time limits, depending on the 

circumstances. If you ignore these time limits, you may incur penalties. If in 

doubt, contact the VAT helpline on 0300 200 3700. 

 

» Nil return: You can file a nil return if you:

•  Have not traded in the period covered by the VAT return and

•  No VAT exists on purchases (inputs) to recover or

•  No VAT exists on sales (outputs) to declare. 

Complete all boxes on the return as “None” on your paper-based return or 

“0.00” on your electronic return. 
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Correcting mistakes

HM Revenue & Customs accepts the fact that people make mistakes (after all, 

we’re only human!) and it doesn’t expect perfection. However, it does have strict rules concerning mistakes. If you find a mistake on a previous return, you may be able to adjust your VAT account and include the value of that adjustment on your 

 

current VAT return. You can only do this if the mistake is found to be genuine and not deliberate and is also below the error-correcting threshold, where net errors are less than £10,000 or between £10,000 and £50,000 but less than 1% of the 

total value of your sales. 

If you make a bigger mistake, for example, if the net value of the mistake is more than £50,000, or it’s more than £10,000 and more than 1% of the total value of 

your sales  do not include the amount on your current return. Inform HMRC by letter or on form  VAT 652: Voluntary disclosure of errors on VAT returns. HMRC will then issue a Notice of Voluntary Disclosure showing only the corrections to the period in question, and you become liable for the under-declared VAT and interest. Under these circumstances, no mis-declaration penalty is applied.  Form Notice 700/45: How to correct VAT errors and make adjustments or claims helps you. 

Check the HMRC website on a regular basis, as thresholds can change on a regular 

basis as well as other tweaks to the VAT rules and regulations. If you can’t find the answer to your VAT query then contact the VAT helpline 0300 200 3700. 
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Chapter 2

Employee Payroll 

and Benefits

Unless your business employs just one person (you, the owner), you prob-

ably need to hire employees, and that means that you have to pay them, 

offer benefits, and manage a payroll. 

Human  resources  staff  and  bookkeeping  staff  usually  share  responsibilities  for hiring  and  paying  employees.  As  the  bookkeeper,  you  must  make  sure  that  all HM Revenue & Customs tax-related forms are completed, and you need to manage all payroll responsibilities including paying employees, collecting and pay-

ing employee taxes, collecting and managing employee benefit contributions, and 

paying benefit providers. 

Before you proceed any further, visit the HM Revenue & Customs website at www. 

hmrc.gov.uk and type “Employing People” into the search bar (found in the top right corner of the webpage. There’s a wealth of information to assist you in setting up a payroll and what to do on an ongoing basis. Alternatively, phone the 

Employer Helpline on 0300 200 3200 and let them talk you through the process. 

This  chapter  examines  the  various  employee  staffing  issues  that  bookkeepers need to be able to manage. 
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Staffing Your Business

After you decide that you want to hire employees for your business, you must be 

ready to deal with a lot of official paperwork. In addition to paperwork, you’re 

faced with many decisions about how employees are to be paid and who’s going 

to  be  responsible  for  maintaining  the  paperwork  that  HM  Revenue  &  Customs requires. 

Knowing what needs to be done to satisfy these obligations isn’t the only issue 

you must consider before you hire the first person; you also need to decide how 

frequently you’re going to pay employees and what type of wage and salary scales 

you want to set up. 

Choosing between a payroll bureau and in-house payroll depends on your busi-

ness  size,  team  skills,  and  preference  for  streamlining  a  complex  task.  When weighing whether your staff can handle payroll in-house, consider these factors:

 

» Size of your business: The size of your company will affect the complexity of your in-house payroll system. Larger businesses require more advanced 

systems and a team of experienced payroll staff. Whilst smaller companies 

may be able to use a simpler payroll system, they will still need to use appro-

priately trained staff capable of adhering to HMRC deadlines and obligations. 

 

» Current staff skills: Running a payroll in-house requires staff with expertise in tax laws, National Insurance, pensions, and HMRC compliance. They must 

be able to cope with payroll queries, troubleshoot errors, and handle HMRC 

reporting deadlines. If these skills are not currently present, then training will be required. It may be more cost-efficient for smaller companies to consider 

whether using a payroll bureau may be a more efficient use of company 

resources. 

 

» Inclination to streamline: If your business is inclined to streamline operations, then you need to consider whether bringing in an in-house payroll 

system will reduce administrative burdens or perhaps overload the existing 

staff. The company should try to balance the potential efficiency of an 

in-house payroll system with the current staff skill levels and the size of the 

business. The danger of an overstretched payroll department within a small 

business may lead to mistakes, which could lead to payroll errors, delays in 

filing, and potential compliance issues. 

If managing payroll is too time-consuming or complicated, you can hire a payroll 

bureau or an accounting firm specialising in payroll services. 
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Before deciding, consider the following:

 

» Cost: How much will a bureau charge? Is it per employee or a flat rate? Costs can add up quickly if you have many employees. 

 

» Software & Training: If you handle payroll yourself, what will the software cost and are there fees for training? 

 

» Skills: Do you or your team have the skills needed to run payroll accurately in-house? 
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A payroll bureau already understands the regulations and compliance require-

ments, which can help you avoid mistakes and penalties. They also manage pen-

sion auto-enrolment and can save you time, allowing you to focus on running 

your business. 

 

Running Your Payroll

The payroll procedure in the UK involves quite a few steps to ensure that employ-

ees are paid accurately and on time and that they also stay compliant with UK 

regulations. We will look at the steps below, to see what an employer needs to do to start paying staff. 

To set up a payroll, you will need to register as an employer with HM Revenue & Customs and obtain a login for PAYE (Pay As You Earn) Online. Because it can take up to 30 days to get your PAYE reference number, be sure to register early enough since you must register before your first pay day. 

Obtaining an employer’s PAYE reference

Every business must have an employer’s Pay As You Earn (PAYE) reference to hire 

employees. Without this reference, you can’t legally pay staff and deduct PAYE tax and National Insurance Contributions (NICs). 

Luckily, HM Revenue & Customs makes it straightforward to obtain an employer’s PAYE reference, which is typically a three-digit number (to identify the tax office) followed by four alpha characters (to identify the employer). You can apply online for your PAYE reference number, answering a series of straightforward questions. 

Be prepared to provide the following information:

 

» General business information: Business name, trading address, name and 

address of employer, National Insurance number and Unique Taxpayer 
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Reference of employer, contact telephone number, contact e-mail address if registering using e-mail, and nature of business

 

» Employee information: The date you hired (or intend to hire) your first 

employee(s), how many employees you intend to have, the date you intend to 

pay them for the first time and how often you intend to pay them

If your business is a partnership or a limited company, you need to give additional information:

 

» Partnership: Names and addresses of any business partners, National 

Insurance numbers and Unique Taxpayer References of any business 

partners, and your LLP number if you’re a Limited Liability Partnership (LLP)

 

» Limited company: The company’s registered address, company registration 

number, and date of incorporation; and the names, addresses, private 

telephone numbers, National Insurance numbers, and Unique Taxpayer 

References of the company directors

 Note: You can use the HM Revenue & Customs website at www.hmrc.gov.uk, search 

for “PAYE and payroll for employers.” 

After you register, you receive an employer’s welcome pack, which includes your 

accounts office reference and your PAYE reference. This is a particularly impor-

tant document, so keep it safe! You use your accounts office reference when you 

make  payments  to  the  HM  Revenue  &  Customs  and  your  PAYE  reference  in  all other contact with HM Revenue & Customs. The letter includes a web address giving you access to the  Getting Started guide, which can help you begin your payroll. 

Starting a new employee

Every  person  you  hire  should  bring  a  P45  from  their  previous  employer.  The P45 is a record of the employee’s taxable earnings, PAYE deducted, and tax code for  the  current  tax  year.  This  form  gives  you  the  information  you  need  as  the new employer to make sure that you can deduct the correct amount of PAYE and 

National Insurance from the new employee. 

It’s no longer necessary to submit P45 parts to HM Revenue & Customs. You simply include the new start information as part of your Full Payment Submission (FPS), 

which is the submission that you must make every time you pay your employees. 

Many new employees don’t have P45s, perhaps because they’ve lost the form, this 

is their first job or maybe they’re keeping another job as well as working for you. 

You need to obtain the following information from a worker without a P45:
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» Full name

 

» Gender

 

» Date of birth

 

» Full address including post code

 

» National Insurance number (if known)

Some employers may find it easier to use the HM Revenue & Customs’s Starter 

Checklist,  which  replaces  the  old  form  P46.  If  you  type  “Starter  Checklist  for and Benefits Employee Payroll

PAYE” in the search box of the www.gov.uk website, you can complete the starter checklist online. Or if you cannot complete online, you can download a PDF copy. 

The completed form should be handed to the new employer, who will enter the 

details into their payroll system before running the payroll. It should not be sent directly to HM Revenue & Customs. 

 

Recording pay

For  salaried  employees  (those  paid  monthly),  their  salary  will  be  similar  each month. For hourly paid employees, the company must record the hours worked, 

any overtime that may be due, and any sick days, holidays, or unpaid leave. 

You may need to make adjustments to pay which may include bonuses, commis-

sion, and deductions such as loans or salary sacrifices. We discuss this in more 

detail in the sections, “Calculating weekly pay” and “Calculating monthly pay,” 

later in this chapter. 

Picking pay periods

Deciding how frequently to pay your employees is an important point to work out 

before hiring staff. Most businesses choose one of these two pay periods:

 

» Weekly: You pay employees every week, which means you must do payroll 52 

times (or maybe 53 times) a year. 

 

» Monthly: You pay employees once a month, which means you must do 

payroll 12 times a year. 

You can choose to use either pay period, and you may even decide to use more than one type. For example, some businesses pay hourly employees (employees paid 

by the hour) weekly and pay salaried employees (employees paid by a set salary 

regardless of how many hours they work) monthly. 
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Calculating weekly pay

When you’re ready to prepare payroll for your hourly paid employees, the first 

thing you need to do is collect time records from each person being paid hourly. 

Some businesses use time-clocking systems, and some use timesheets to produce 

the required time records. But whatever the method used, usually the manager of 

each department reviews the time records for each employee that they supervise, 

to make sure the hours worked are correct, and then sends those time records to 

you, the bookkeeper. 

With time records in hand, you have to calculate gross pay for each employee. For example, if an employee worked 45 hours and is paid £14 an hour, you calculate 

gross pay as follows:

40 standard hours × £14 per hour = £560

5 overtime hours × £14 per hour × 1.5 overtime rate = £105

Total weekly pay = £560 + £105 = £665

Calculating monthly pay

You  also  must  prepare  payroll  for  salaried  employees.  You  can  calculate  payments for salaried employees relatively easily — all you need to know is their base salaries and pay period calculations. For example, if a salaried employee is paid 

£30,000 per year and is paid monthly (totalling 12 pay periods), that employee’s 

gross pay is £2,500 for each pay period (£30,000 ÷ 12). 

Totalling up for commission payments

Running  payroll  for  employees  who  are  paid  based  on  commission  or  tips  can involve complex calculations. The following sections cover how to calculate several different types of payments for employees who earn commission or tips. All 

commission calculations are based on a salesperson who sells £60,000 worth of 

products during one month. 

Calculating commission with and  

without a base salary

For a salesperson on a straight commission of 10%, you calculate pay using this 

formula:

Total amount sold × Commission percentage = Gross pay

£60,000 × 0.10 = £6,000
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For a salesperson with a guaranteed base salary of £2,000, plus an additional 5% 

commission on all products sold, you calculate pay using this formula:

Base salary + (Total amount sold × Commission percentage) = Gross pay

£2,000 + (£60,000 × 0.05) = £5,000

Although this salesperson may be happier with a base salary that they can count 

on each month, in this scenario they actually make less with a base salary because the  commission  rate  is  so  much  lower.  The  salesperson  makes  only  £3,000  in commission at 5% if they sell £60,000 worth of products. Without the base pay, 
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they’d have made 10% on the £60,000, or £6,000. Therefore, taking into account 

their  base  salary  of  £2,000,  they  actually  receive  £1,000  less  with  a  base  pay structure that includes a lower commission pay rate. 

If the salesperson has a slow sales month of just £30,000 worth of products sold, the pay is

 

£30,000 × 0.10 = £3,000 on straight commission of 10% and

£30,000 × 0.05 = £1,500 plus £2,000 base salary, or £3,500

For a slow month, the salesperson makes more money with the base salary rather 

than the higher commission rate. 

Levelling up with graduated commission

You can calculate commissions in many other ways. One common way is to offer 

higher commissions on higher levels of sales. Using the figures in this example, 

this type of pay system encourages salespeople to keep their sales levels over a 

threshold amount to get the best commission rate. 

With a graduated commission scale, a salesperson can make a straight commis-

sion of 5% on the first £10,000 in sales, 7% on the next £20,000 and 10% on any-

thing over £30,000. The following is what the salesperson’s gross pay calculation looks like using this commission pay scale:

(£10,000 × 0.05) + (£20,000 × 0.07) + (£30,000 × 0.10) = £4,900 Gross pay

Serving up a salary with tips

One other type of commission pay system involves a base salary plus tips. This 

method is common in restaurant settings in which servers receive a basic rate per hour plus tips. 
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Businesses must pay the minimum wage plus tips (we cover minimum wage in the “Paying staff fairly” section later in this chapter). 

As  an  employer,  you  must  report  an  employee’s  gross  taxable  wages  based  on salary plus tips. Here’s how you calculate gross taxable wages for an employee 

whose earnings are based on tips and wages:

Base wage + Tips = Gross taxable wages

(£4 × 40 hours per week) + £300 = £460

Checking  this  employee’s  gross  wages,  you  see  that  the  hourly  rate  earned  is 

£11.50 per hour. 

Hourly wage = £11.50 (£460 ÷ 40)

PAYE and NICs are calculated on the base wage plus tips, so the net payment you 

prepare for the employee in this example is for the total gross wage minus any 

taxes and NIC due. 

Paying staff fairly

You  have  a  lot  of  leeway  regarding  the  level  of  wages  and  salary  that  you  pay your employees, but you still have to follow some rules laid out by the government. Employers must pay the National Minimum Wage if the employee is at least 

school leaving age. If the employee is  aged 21 or over, they should be paid the 

National Living Wage. 

The National Living Wage for employees aged 21 and over is £12.21 per hour from 

April 2025. 

Apprentices  are  entitled  to  the  apprentice  rate  of  £7.55  per  hour  from  April 2025, if they are aged under 19 or aged 19 and over and in the first year of their apprenticeship. 

Employees ages 18 to 20 years are entitled to a National Minimum Wage of £10 per 

hour from April 2025. 

Employees  aged  under  18  and  apprentices  are  entitled  to  a  National  Minimum Wage of £7.55 per hour from April 2025. 

Don’t assume that the minimum wage isn’t going to change, though: Check the 

HM Revenue & Customs website periodically to get the current wage rates, as they are often increased by the government in the annual budget. 
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Making statutory payments

As well as guaranteeing minimum wage payments for workers, legislation provides 

other benefits:

 

» Sick pay: Employees who are off sick can be paid for all the days that they are off sick, except for the first three days. This three-day period is called a 

“waiting period.” If you’re eligible, you’ll get £116.75 per week Statutory Sick 

Pay (SSP) for up to 28 weeks. You’ll only be paid SSP for the first three working days if you received SSP within the last eight weeks. These previous eight 

weeks must have included the three-day waiting period, where you won’t have 
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been paid SSP. Of course, a sick employee must inform you as soon as 

possible and supply you with evidence of their sickness. 

In many cases, the business continues to pay employees for short periods  

of sickness as part of good employment practice. However, if you don’t pay 

employees when they’re off sick for more than four days, they can claim SSP, 

 

which is based on their average earnings. As an employer, you may be able to 

recover some of the SSP you’ve paid against your NIC amounts. 

 

» Parental pay: If employees qualify for Statutory Maternity Pay (SMP), they’re paid for a maximum of 39 weeks. For the first six weeks, an employee is entitled 

to 90% of their average wage. For the other weeks, they’re entitled to £184.03 

per week or 90% of average earnings if this amount is less than £184.03. 

New dads are entitled to Statutory Paternity Pay (SPP). They can take either 

one or two weeks leave. These two weeks can be taken consecutively or 

separately. SPP is £184.03 per week or 90% of their average weekly earnings, 

whichever is lower. 

Most employees who adopt children are entitled to Statutory Adoption Pay 

(SAP), which is payable for up to 39 weeks at the lower rate of £184.03 per week 

or 90% of average weekly wages if this amount is less. They will be entitled up to 52 weeks of Statutory Adoption Leave, which includes 26 weeks of Ordinary 

Adoption Leave and a further 26 weeks of Additional Adoption Leave. 

Employers  are  responsible  for  paying  the  aforementioned  statutory  payments. 

They are considered to form part of an employee’s earnings and, as such, should 

have tax and NI applied to them accordingly. 

Calculating deductions

Most employers calculate their payroll using payroll software and often employ 

someone  with  specific  payroll  skills  to  navigate  the  complex  rules  and  regulations  surrounding  payroll  and  submit  the  correct  information  to  HMRC  on  a timely basis. 
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Payroll software is more accurate, efficient, and compliant with UK regulations than manually calculating deductions. It automatically processes tax deductions, 

National Insurance, pensions, and statutory payments while staying up to date 

with HMRC rules. Reducing errors, saving time, and streamlining payroll report-

ing ensures businesses meet their obligations effortlessly and cost-effectively. 

Accounting for NICs

Employees and the self-employed pay National Insurance (NI) to qualify for cer-

tain benefits and the State Pension. Anyone aged 16 or over who is either employed and earns more than £242 per week from one job or is self-employed and making 

a profit of more than £12,570 per year pays mandatory National Insurance. 

NICs are made up of two elements:

 

» Employee contributions, which you deduct from your employees’ pay

 

» Employer contributions, which your business must pay

Note:  If  your  employee  earns  between  £123  and  £242  a  week  from  their  job, they usually won’t pay NI but may still qualify for certain benefits and the State Pension. 

National  Insurance  is  made  up  of  different  types  known  as  classes,  and  the type that someone pays will depend on their employment status and how much 

they earn. 

You  can  find  more  information  about  NI  by  going  to  the  website  at  www.hmrc. 

gov.uk. 

Each year HM Revenue & Customs sets new Lower Earnings Limits (LEL) below 

which no NICs are payable by an employee. It also sets an Upper Earnings Limit 

(UEL) above which no more NICs are payable. 

The  employer  pays  NICs  when  the  employee’s  earnings  exceed  the  Second-

ary Threshold (ST — currently £175 weekly or £758 monthly). For the tax year 

2025/26 (which starts on 6th April 2025 and ends on 5th April 2026), the ST reduces to £96 for weekly paid employees and to £417 for monthly paid employees due to 

the increase in employer NIC announced in the 2024 Budget. So, businesses will 

have to pay more employer NIC from 6th April 2025. Employees pay NICs when 

their  earnings  exceed  the  Primary  Threshold  (PT  —  currently  £242  weekly  or 

£1,048 monthly). 
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For the latest information about NICs check the HM Revenue & Customs website at www.hmrc.gov.uk. 

Figuring out PAYE tax

The  amount  of  income  tax  (PAYE  tax)  that  you  deduct  from  someone’s  pay  is determined by what tax code they are on. 

A  tax code is usually made up of one or more numbers followed by a letter. The number indicates the amount of pay an employee is allowed to earn in a tax year 
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before tax becomes payable. For example, an employee with a tax code of 1000L 

can earn £10,000 in the current tax year before becoming liable to pay any tax 

at all. 

A letter follows the number part of the tax code: L, P, T, V or Y. The letters show how the tax code is adjusted to take account of any budget changes. 

 

If the tax code is followed by week 1 or month 1 or an X, instead of keeping a running total of the pay to date, you treat each pay day for that employee as if it’s the first week or month of the tax year. For regular employees, you work on a 

running-total basis of “total pay to date” at each pay day. 

Tax codes work on an annual cumulative tax allowance. For example, a tax code 

of  1257L  means  an  employee  can  earn  £12,570  tax-free  in  a  complete  tax  year (52 weeks or 12 months). If the employee is paid weekly, this tax-free sum adds 

up as the weeks go by. 

In this example, in week 1 the employee can earn £241.73 total pay without paying any tax (£12,570 ÷ 52). By week 8, that employee could have earned £1,933.85 total pay to date that year without paying any tax. Assuming that they’ve been paid in 

each of the intervening weeks (1 to 7), these sums earned are deducted from the 

total year-to-date tax-free-earnings figure to calculate how much is taxable. 

Finally, as if all this wasn’t confusing enough, an employee may have a totally 

different BR tax code, which stands for Basic Rate. For an employee with a BR tax code, you must deduct tax from all the pay at the basic rate — currently 20%. The BR code can also be followed by a week 1 or month 1 or X, which indicates that you operate the code on a non-cumulative basis. Of course, if either week 1 or month 1 

or X isn’t indicated, you work on a running-total basis of total-pay-to-date at 

each pay day. 

Provided that you have the correct tax code for an individual, when you’re using a computerised payroll system, it will calculate all the deductions for you. 
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Preparing payslips

Once you have set your employees up on the payroll and entered the correct salary, or weekly pay and have confirmed that your deductions are accurate, you need to 

prepare payslips documenting what you are paying your employee. The end result 

is net pay. 

 Net pay is the amount a person is paid after subtracting all tax and benefit deductions from gross pay. 

Gross pay – (PAYE + NICs) – Other deductions = Net pay

The  net  pay  calculation  should  include  only  deductions  that  reduce  taxable income, such as employee pension contributions in qualifying schemes and certain salary sacrifice arrangements. Many businesses offer employees benefits like health insurance, company cars, and gym memberships, but most are classified as 

Benefits in Kind and are subject to PAYE tax and National Insurance contributions (NICs). Non-tax-deductible deductions, such as employee contributions towards 

private health insurance, gym memberships, or repayments on an interest-free 

season ticket loan, are taken from an employee’s net pay and do not reduce tax-

able income. 

For full details on which deductions reduce taxable income and which are taken 

from net pay, visit the HM Revenue & Customs (HMRC) website (www.hmrc.gov.uk) 

and search for “Expenses and Benefits A-Z.” 

Reporting to HMRC

All payroll software now uses the RTI (Real Time Information) processing system. 

You must submit the payroll information to HM Revenue & Customs  on or before the day that you pay the employee.   This  means  that  if  you  have  a  combination  of weekly and monthly staff payments, you must make a Full Payment Submission 

(FPS) for each payment. 

Making a Full Payment Submission (FPS)

 Full Payment Submission (FPS)  is  one  of  the  forms  used  to  report  the  payment information to HM Revenue & Customs. The FPS report is sent on or before your employee’s pay day. To complete and send the FPS you should follow the instructions on your payroll software. 
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Prior to submitting this information, your payroll system asks for the following information, and HM Revenue & Customs uses the data that you’ve submitted to 

calculate the PAYE and NICs liability due in each tax month:

 

» Starter and leaver information

 

» The employee’s full name

 

» Employee National Insurance number

 

» Tax code

and Benefits Employee Payroll

 

» Gender

 

» Employee address

 

» Payment information

 

» PAYE and NICs

 

 

» Pensions deductions

 

» Statutory payments such as Statutory Maternity Pay, Statutory Sick Pay, and so on

 

» Any benefits that are paid through the payroll

A comprehensive list of information should be included on the FPS, which you can 

view by searching for “Running Payroll” in the search bar of www.hmrc.gov.uk. 

Sending an Employer Payment Summary (EPS)

You submit an  Employer Payment Summary (EPS) only when you need to advise HM 

Revenue & Customs of an alteration to the PAYE and NICs liability; for example, if the business made no payment to an employee in that pay period. You can also use 

the EPS to recover statutory payments and Construction Industry Scheme (CIS) 

deductions suffered. 

An EPS can be used to reclaim statutory maternity pay, paternity pay, adoption pay and parental bereavement pay even if you got an advance payment from HMRC to 

cover them. You can also claim the employment allowance once a year using an 

EPS. The EPS should be sent by the 19th of the following tax month. Follow your 

payroll software instructions to run and submit an EPS. 

Verifying National Insurance numbers

Payroll users may find the National Insurance Verification (NVR) useful, particularly when adding the details of a new starter. When you set up a new employee, 
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you may need to verify the National Insurance number to ensure it’s correct. An incorrect NI number can result in the employer deducting the wrong amounts of 

National Insurance from an employee, which can subsequently affect their state 

pension and/or their entitlement to benefits. Payroll records should be updated as soon as the correct payroll data has been identified. 

If you don’t have a National Insurance number for an employee, you must leave 

the National Insurance number blank when you send your first FPS that includes 

payment details for that individual. 

You can’t submit an NVR until you’ve sent at least one FPS and started submitting payroll reports in real time. HM Revenue & Customs recommends that you wait at least two weeks after sending your first FPS before you submit an NVR. 

Correcting reporting mistakes

If you’ve made a mistake that results in incorrect pay or deductions, in an FPS or EPS, provided that the mistake was made in the current tax year, you can update 

your year-to-date figures in your next regular FPS. You can check the HMRC web-

site for details on mistakes that were made in prior years. You can use the search bar by typing “Fix problems with running payroll” guide. 

Some of the simpler reporting mistakes you can correct in an FPS include:

 

» To correct an employee’s start or leave date,  then simply update your 

payroll records rather than amending on your next FPS. 

 

» If your employee’s details change,  such as their address or surname, then they need to advise HMRC straight away and you as an employer need to 

update your payroll records. Be careful about updating multiple details for 

your employee within the FPS as this can sometimes lead to duplicated payroll 

records. 

 

» If you make a mistake with the National Insurance Category letter,  then how you make your correction depends on why the category letter changed in 

the first place and in which tax year. You will need to double-check the HMRC 

website searching for “Fix problems with running payroll” guide which gives 

more detailed guidance on how you should amend your payroll. 

If you’ve made mistakes, such as paying HMRC the wrong amount, or paying your 

employee too much or too little, then you can refer to the “Fix problems with running payroll” guide on the www.gov.uk website. This provides detailed guidance on how to rectify those issues using the FPS. 
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To correct an EPS with a mistake that has been made in the current tax year, you can send a new EPS with the correct year-to-date figures. For previous tax years, you need to send an EPS with the correct year-to-date figures for that specific tax year where you made the mistake. 

Taxing Benefits

Many businesses offer their employees a range of benefits as well as their wage 

and Benefits Employee Payroll

or salary. These benefits may include perks like a company car, all fuel paid for, health  insurance  and  a  business  pension  scheme.  However,  most  benefits  are taxable, so the employee has to pay tax on the money on the value of the benefits received. Very few benefits are non-taxable. In addition, the business must pay Class 1A National Insurance Contributions on those benefits which amount 

to  13.8%  of  the  total  taxable  benefits  provided  (increasing  to  15%  from  6th  

 

April 2025). 

Fortunately, the process of collecting this tax on benefits is very straightforward. 

Your  business  informs  HM  Revenue  &  Customs  what  benefits  each  employee receives  each  tax  year  as  part  of  the  year-end  process  using  forms  P11D  and P11D(B) (see the later section “Handling Payroll Year-End”), and HMRC adjusts 

the employee tax code to ensure that you collect the tax due through the payroll. 

However, two benefits — company cars and fuel benefits — involve some addi-

tional work for you if you’re involved in the payroll. 

The quickest and simplest way to calculate the value of these benefits is to type into the search bar, on the HMRC website: “Calculate tax on employees company 

cars.” You can then click on the “company car and car fuel benefit calculator” link and follow the onscreen instructions. 

As  an  employer,  you’re  responsible  for  working  out  the  value  of  the  company car benefit and telling HM Revenue & Customs. In simple terms, the car benefit charge is obtained by multiplying the list price of the car plus accessories less any capital contribution by the employee by the appropriate percentage. The  appropriate percentage is based on the car’s approved CO  emissions, with adjustments 2

possible depending on the type of fuel used or if the car is electric or hybrid. 

If an employer pays for all the fuel for company car users, they can claim an additional taxable benefit called a  fuel benefit charge for the non-business fuel used. 

Fortunately, this benefit is even simpler to calculate. You multiply the fixed sum of £27,800 (2024/2025 tax year — you can verify current figures on the HMRC 
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website) to the appropriate percentage used to calculate the car benefit. So if your car had an appropriate percentage (based on CO  emissions) of 24%, for example, 


2

then your taxable fuel benefit charge would be £6,672 (£27,800 × 24%). 

When you’ve calculated the taxable value of the company car and fuel benefit for 

an employee, you must inform HM Revenue & Customs so that it can issue you 

with a revised tax code for that employee to collect the extra PAYE and NICs due 

each month. You use form P46 (Car) to notify HM Revenue & Customs of any new 

company cars and fuel benefits, or any changes to these benefits. 

Posting Your Payroll Entries

After calculating the take-home pay for all your employees, you finalise the pay-

roll, make the payments and post the payroll to the accounting system. In addition to the bank account, payroll impacts many accounts, including

 

» Accrued PAYE/Student Loan Deductions Payable,  which is where you 

record the liability for tax and student loan payments

 

» Accrued NICs Payable,  which is where you record the liability for NICs 

payments

When you post the payroll entry, you indicate the withdrawal of money from the 

bank account and record liabilities for future cash payments that are due for PAYE 

and  NICs  payments.  To  give  you  an  example  of  the  proper  setup  for  a  payroll journal entry, we assume the total payroll is £10,000 with £1,000 each set aside 

for PAYE and NICs payable. In reality, your numbers will vary, as payroll amounts differ each period. Table 2-1 shows what your journal entry for posting payroll 

looks like. 

TABLE 2-1 

Payroll Journal Entry for 26 May 2024

Debit

Credit

Gross salaries and wages expense

£10,000

Accrued PAYE payable

£1,000

Accrued NICs payable

£1,000

Bank (net payment)

£8,000
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Table 2-1 shows only the entries that affect the take-home pay of the employees. 

The business must also make employer NICs payments. Your payroll system will 

calculate this amount for you. Employer NICs is a cost of employment and there-

fore must be treated in the books in exactly the same way as gross salaries and 

wages. Table 2-2 shows the journal entry to record employer NICs payments. 

TABLE 2-2 

Employer NIC Expenses for May 2024

Debit

Credit

Employer NICs expense

£1,100
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Accrued employer NICs payable

£1,100

In this entry, you increase the Expense account for salaries and wages as well as all the accounts in which you accrue future obligations for PAYE and employee 

 

NICs payments. You decrease the amount of the Bank account; when payments 

are made for the PAYE and NICs payments in the future, you post those payments 

in the books. Table 2-3 shows an example of the entry posted to the books after 

making the PAYE payment. 

TABLE 2-3 

Recording PAYE Payments for May 2024

Debit

Credit

Accrued PAYE and NICs payable

£3,100

Current account

£3,100

Settling Up with HM Revenue & Customs

Every month you need to pay over to HM Revenue & Customs all the PAYE and NIC 

amounts you deduct from your employees. To work out what you have to pay HM 

Revenue & Customs, add together

 

» Employee NICs

 

» Employer NICs

 

» PAYE tax

 

» Student loan repayments
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These payments must be made to HM Revenue & Customs by the 22nd of the following month, if you pay monthly, or the 22nd after the end of the quarter. For 

example, for the quarter dated 6th April to 5th July, your payment should be made by the 22nd July. 

It is still possible to pay your PAYE and NI by cheque, but you must ensure that 

your cheque is received by HMRC on or before the 19th of the month. You’re likely to incur interest and penalties that will be payable if you are late making your 

payments. 

Handling Payroll Year-End

In more recent years, payroll year-end uses a more simplified approach. You no 

longer need to produce a P35 or P14, but you do have to produce a P60 for each 

employee. 

You follow three steps:

1.  Enter the details of your final Full Payment Submission.  This will usually be the March payroll or last week’s payroll for the tax year. Before you send this 

information, be sure that you’ve sent all previous submissions and that they 

were received successfully. Your payroll system should be able to help you 

achieve this. 

2.  Confirm that this is your final submission for the tax year and then 

answer the additional questions required for the final submission.  These 

are the same type of questions that you’d have answered on the now redun-

dant P35 form. 

3.  Submit your final submission. 

As part of year-end payroll, you also issue each employee with a  P60 form, which is a summary of payroll information for the tax year, including total tax and National Insurance deductions. The deadline for issuing this information is 31 May. 

Tell employees to keep this document in a safe place, because it provides proof of income for that tax year. Mortgage companies may ask for this when employees 

are taking out a new mortgage or loan. 
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You use the following forms to report benefits provided to employees during the tax year:

 

» P11D: You use this form to report to HM Revenue & Customs any expenses or benefits paid to an employee. You include items such as a company car, 

medical insurance and interest-free loans. If an employee was to apply for a 

loan or mortgage, they could use the P11D as proof of additional income. 

 

» P11D(b): Complete this form if you prepare more than one P11D. The form 

provides the total value of expenses and benefits that you’ve provided to your 

employees during the tax year that are liable to Class 1A NICs. 
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» Note: That since the P9D form was abolished in 2016, The £8,500 threshold no longer applies and all benefits are now reported on the P11D for 

employees. 

You must send all these forms to HM Revenue & Customs by 6 July. 

 

Have a Go

1.  Design a payroll checklist to help you complete your monthly payroll 

routine. 

2.  Design a timesheet (you can use a spreadsheet for this) to calculate the 

gross pay for the following employee:

Name: Deborah Donaghue

Department: Fixings

Paid: Weekly

Hours: 45

Hourly rate: £12

Overtime: 6 hours

Overtime rate: £16

3.  Joe Carey is a new starter at your company. He doesn’t have a P45 and 

has told you that he already has another part-time job. What tax code do 

you put him on when he starts? 

CHAPTER 2  Employee Payroll and Benefits      185

4.  You have a new sales director, Elaine Moore, starting this month. You’ve been told that Elaine’s being paid an annual salary of £52,000. How much 

would her gross pay be each month? 

Answering the Have a Go Questions

1.  A monthly payroll checklist would include the following items:

•  Enter new-starter details and set up new employees (if required). 

•  Process any leavers for the period and provide a P45 for the employee. 

•  Using timesheets or another input mechanism to enter the pay details for the period. 

•  Check for any new tax codes to apply in the month, or any other legislation that may require a tax code change (for example, changes in the national 

budget). 

•  Produce and distribute your payslips. 

•  Print out any other payroll reports that you require for your records. 

•  Ensure that you take adequate backups of your payroll data. (If using a system such as Sage Payroll, we recommend taking a backup before 

updating the payroll and also after updating. This gives you an opportunity 

to restore the payroll, if someone has made a mistake, and re-run the 

update.)

•  Calculate and prepare payments due to HM Revenue & Customs. 

•  Ensure that you’ve submitted your payroll documents to HM Revenue & Customs (FPS and so on). 

Design in a checklist format, so that you can tick each completed item as you 

go along. This is helpful if you work in a busy office and are likely to get 

interrupted as you’re working: You can see where you’ve got up to and start 

from the appropriate point. You may want to have a list for both monthly and 

weekly payrolls. 

2.  Gross pay calculation for Deborah Donaghue:

Basic hours:

45 hour @ £12 per hour

£540

Overtime hours:

6 hours @ £16 per hour

£96

Total gross pay:

£636

186      BOOK 3  Undertaking Monthly and Quarterly Tasks

3.  Joe Carey hasn’t provided you with a P45. Therefore, in order to process the payroll and give him a tax code that’s suitable, you should complete a 

new-starter checklist (see the HM Revenue & Customs website for a 

copy). 

The first section of the checklist allows you to enter Joe’s personal contact 

details and the second section allows you to complete the employee state-

ment, which has three different options. Because Joe’s told you he has another 

part-time job, you tick Box C, which confirms that he has another job. You can 

check the HM Revenue & Customs website to see what tax code you should 

use for an employee without a P45. It confirms that the correct tax code to use 
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if you select statement C is BR Cumulative (Basic Rate). This means that Joe 

pays Basic Rate tax on all the gross pay that you’ve calculated. This probably 

means that he pays more tax than perhaps he should, but the problem will be 

corrected when you receive the correct code for Joe from HM Revenue & 

Customs. At this point you generate a refund of tax (if applicable) in the 

following month’s payroll, as long as you apply the new tax code. 

 

4.  The monthly gross pay for Elaine is

Annual pay:

£52,000

Monthly pay:

£52,000 ÷ 12 = £4,333.33

You apply the tax codes given to you from Elaine’s P45. 
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Chapter 3

Adjusting Your Books

During an accounting period, your bookkeeping duties focus on your busi-

ness’s day-to-day transactions. When the time comes to report those 

transactions in financial statements, you must make adjustments to your 

books.  Your  financial  reports  are  supposed  to  show  your  business’s  financial health,  so  your  books  must  reflect  any  significant  change  in  the  value  of  your assets, even if that change doesn’t involve the exchange of cash. 

If you use cash-basis accounting, these adjustments aren’t necessary because you 

only  record  transactions  when  cash  changes  hands.  We  talk  about  accrual  and cash-basis accounting in Book 1, Chapter 2. Remember, if your business is a limited company, you aren’t able to use cash-basis accounting; you must use accruals accounting. 

If you’re following the checklist we suggest in Book 2, Chapter 1, we assume, in 

this chapter, that you’ve already entered/completed the following:

 

» Sale invoices

 

» Purchase invoices

 

» Bank receipts

 

» Bank payments

 

» Reconciled the bank accounts
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All the above entries are routine transactions for the month. However, you also need to make some other types of adjustments. This chapter reviews the types of 

adjustments you need to make to the books before preparing the financial state-

ments,  including  calculating  depreciation,  posting  accruals  and  prepayments, updating stock figures, and dealing with bad debts. 

When you’ve posted all the necessary adjustments, print out a Trial Balance to 

check all the accounts and review for accuracy. We show you in the later section 

“Checking your Trial Balance” how you can do this review using Sage 50 as an 

example. 

Adjusting All the Right Areas

We look at each of the adjustments that you need to make to your books in turn. 

These include the following areas:

 

» Asset depreciation: To recognise the use of assets during the account-

ing period. 

 

» Accruals: Where goods or services have been received but not invoiced, and an accrual has to be made in the accounts, so that they can be matched with 

revenue for the month. 

 

» Prepaid expenses: To match a portion of expenses that were paid at one 

point during the year, but for which the benefits are used throughout the 

year, such as an annual insurance premium. The benefit needs to be appor-

tioned out against expenses for each month. 

 

» Stock: To update stock to reflect what you have on hand. 

 

» Bad debts: To acknowledge that some customers never pay and to write off those accounts. 

Depreciating assets

The  largest  non-cash  expense  for  most  businesses  is  depreciation.  Depreciation is  an  important  accounting  exercise  for  every  business  to  undertake  because  it reflects  the use and ageing of assets. Older assets need more maintenance and 

repair and eventually need to be replaced. As the depreciation of an asset increases and the value of the asset dwindles, the need for more maintenance or replacement becomes apparent. The actual time to make this adjustment to the books 

is when you close the books for an accounting period. (Some businesses record 
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revenues  more  accurately,  but  other  business  owners  only  worry  about  depreciation adjustments on a yearly basis, when they prepare their annual financial 

statements.)

Depreciation doesn’t involve the use of cash but is a necessary accounting adjustment.  By  accumulating  depreciation  expenses  on  an  asset,  you’re  reducing  the value of the asset as shown on the Balance Sheet (see Book 4, Chapter 2 for the 

low-down on Balance Sheets). Readers of your financial statements can get a good 

idea of the health of your assets by reviewing your accumulated depreciation. If 

financial  report  readers  see  that  assets  are  nearly  fully  depreciated,  they  know that you probably need to spend significant funds on replacing or repairing those assets soon. As they evaluate the financial health of the business, they usually take that future obligation into consideration before making a decision to lend money 

to the business or possibly invest in it. 

Many  businesses  calculate  depreciation  for  accounting  purposes  using  the 

 Straight-Line depreciation method because  it’s  usually  the  easiest  method .   This method is used to calculate an equal amount to be depreciated each year, based on the anticipated useful life of the asset. For example, suppose that your business purchases a car for business purposes that costs £35,000. You anticipate that the car is going to have a useful lifespan of five years and be worth £5,000 after five Adjusting Your Books

years.  Using  the  Straight-Line  depreciation  method,  you  subtract  £5,000  from the total car cost of £35,000 to find the value of the car during its five-year useful lifespan (£30,000, — which is referred to as the “depreciable amount” of the 

asset). Then, you divide £30,000 by five to find your depreciation charge for the car (£6,000 per year). When adjusting the assets at the end of each year in the 

car’s five-year lifespan, your entry to the books looks like this:

Debit

Credit

Depreciation Charge

£6,000

Accumulated Depreciation: Vehicles

£6,000

 To record depreciation for Vehicles

This entry increases depreciation charges, which appear on the Profit and Loss 

account (see Book 4, Chapter 1). The entry also increases Accumulated Deprecia-

tion, which is the use of the asset and appears on the Balance Sheet directly under the Vehicles asset line. The Vehicles asset line always shows the value of the asset at the time of purchase. 

You can accelerate depreciation if you believe that the business isn’t going to use the asset evenly over its lifespan — namely, that the business is going to use the asset  more  heavily  in  the  early  years  of  ownership.  If  you  use  a  computerised accounting system as opposed to keeping your books manually, you may or may 
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not  need  to  make  this  adjustment  at  the  end  of  an  accounting  period.  If  your system is set up with an asset register feature, depreciation is automatically calculated, and you don’t have to worry about it. Check with your accountant (the 

person who sets up the asset register feature) before calculating and recording 

depreciation expenses. We talk more about the different methods of depreciation 

in Book 5, Chapter 2. 

Accruing the costs

Goods and services may have been received by the business but may not have been 

invoiced. In other words, the business has incurred a liability, but has not been invoiced for that liability by the supplier. These costs need to be  accrued, which means recorded in the accounts, so that they can be matched to the revenue for 

the month. These accruals are necessary only if you use the accrual accounting 

method. If you use the cash-basis accounting method, you need to record the bills only when cash is actually paid. For more on the accrual and cash-based methods, 

refer to Book 1, Chapter 2. 

You accrue bills yet to be received. For example, suppose that your business prints and mails flyers to advertise a sale during the last week of the month. A bill for the flyers totalling £1500 hasn’t been received yet. Here’s how you enter the bill in the books:

Debit

Credit

Advertising

£1,500

Accruals

£6,000

 To accrue the bill from Jack’s Printing for June sales flyers

This entry increases advertising expenses for the month and increases the amount 

in  the  Accruals  account.  When  you  receive  and  pay  the  bill  later,  the  Accruals account is debited rather than the Advertising account (to reduce the liability), and the Bank account is credited (to reduce the amount in the Bank account). 

You should review the accruals account regularly to ensure that you have correctly accrued expenses. You also need to ensure that once the bill has been received for those expenses that you’d accrued, you then release the accrual originally made 

for that expense. If you don’t, you will be double counting the expense in your 

records. 
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Allocating prepaid expenses

Most businesses have to pay certain expenses at the beginning of the year even 

though they benefit from that expense throughout the year. Insurance is a prime 

example of this type of expense. Most insurance businesses require you to pay the premium annually at the start of the year even though the value of that insurance protects the business throughout the year. 

For  example,  suppose  that  your  business’s  annual  car  insurance  premium  is 

£2,400. You pay that premium in January to maintain insurance cover throughout 

the year. Showing the full cash outlay of your insurance when you prepare your 

January financial reports greatly reduces any profit that month and makes your 

financial results look worse than they actually are, which is no good. Instead, you record the full expense as an asset called  Prepaid Expenses, and then you adjust the value to reflect that the asset is being used up. 

When you record the initial invoice, you record the expense to prepayments. 

The double entry is as follows:

Debit

Credit
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Prepayments

£2,400

Bank

£2,400

This double entry shows that you paid the original invoice in full and that you’ve coded the whole value of the invoice to prepayments. 

Your £2,400 annual insurance premium is actually valuable to the business for  

12 months, so you calculate the actual expense for insurance by dividing £2,400 

by 12, giving you £200 per month. 

Each month the Prepayment account is reduced by £200 and the cost is trans-

ferred to the Insurance Expenses account, as shown in this double entry:

Debit

Credit

Insurance Expenses

£200

Prepaid Expenses

£200

 To record insurance expenses for March

CHAPTER 3  Adjusting Your Books      193

This  entry  increases  Insurance  Expenses  on  the  Profit  and  Loss  account  and decreases  the  asset  Prepaid  Expenses  on  the  Balance  Sheet.  No  cash  changes hands in this entry because you laid cash out when the insurance bill was paid, 

and the Asset account Prepaid Expenses was increased in value at the time the 

cash was paid. 

Counting stock

Stock is a Balance Sheet asset that you need to adjust at the end of an accounting period. During the accounting period, your business buys stock and records those 

purchases in a Purchases account without indicating any change to stock. When 

the business sells the products, you record the sales in the Sales account but don’t make any adjustment to the value of the stock. Instead, you adjust the stock value at the end of the accounting period because adjusting with each purchase and sale is much too time-consuming. 

The steps for making proper adjustments to stock in your books are as follows:

1.  Determine the stock remaining. 

In addition to calculating closing stock using the purchases and sales numbers 

in the books, also do a physical count of stock to make sure that what’s on the 

shelves matches what’s in the books. 

2.  Set a value for that stock. 

The value of closing stock varies depending on the method your business 

chooses for valuing stock. We talk more about stock value and how to calculate 

the value of closing stock in Book 2, Chapter 3. 

3.  Adjust the number of items remaining in stock in the Stock account and 

adjust the value of that account based on the information collected in 

Steps 1 and 2. 

If you record stock using your computerised accounting system, the system makes 

adjustments to stock as you record sales. At the end of the accounting period, the computer has already adjusted the value of your business’s closing stock in the 

books. Although the work’s done for you, still do a physical count of the stock to make sure that your computer records match the physical stock at the end of the 

accounting period. 

Allowing for bad debts

No business likes to accept that money owed by some of its customers is never 
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items  on  credit.  When  your  business  determines  that  a  customer  who  bought products  on  credit  is  never  going  to  pay  for  them,  you  record  the  value  of  the unpaid invoice(s) as a  bad debt.  (For an explanation of credit, check out Book 2, Chapter 2.)

At the end of an accounting period, list all outstanding customer accounts in an 

 Aged Debtor report, which is covered in Book 2, Chapter 2. This report shows which customers owe how much and for how long. After a certain amount of time, you 

may need to admit that some customers simply aren’t going to pay. Each business 

sets its own policy of how long to wait before tagging an account as a bad debt. For example, your business may decide that when a customer is six months late with 

a payment, you’re unlikely to ever see the money. 

After  you  decide  that  an  account  is  a  bad  debt,  don’t  include  its  value  as  part of your assets in Trade Debtors (Accounts Receivable). Including bad debt value 

doesn’t paint a realistic picture of your situation for the readers of your financial reports. Because the bad debt is no longer an asset, you adjust the value of your Trade Debtors to reflect the loss of that asset. 

You can record bad debts in a couple of ways:
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» By customer: Some businesses identify the specific customers whose 

accounts are bad debts and calculate the bad-debt expense for each account-

ing period based on specified customer accounts. 

 

» By percentage: Other businesses look at their bad-debts histories and 

develop percentages that reflect those experiences. Instead of taking the time 

to identify each specific account that may be a bad debt, these businesses 

record bad-debt expenses as a percentage of their Trade Debtors. Be careful 

though, because when it comes to preparing your year-end financial state-

ments, UK and Ireland accounting rules do not allow this type of “general” bad 

debt provision — only “specific” bad debt provisions (for example clearly 

identified invoices) are allowed, so an adjustment may be necessary for 

year-end financial reporting purposes. 

 

» By using a bit of both: You can identify specific customers and write them off and apply a percentage to cover the rest. 

However you decide to record bad debts, you need to prepare an adjusting entry at the end of each accounting period to record bad-debt expenses. 
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Here’s an adjusting entry to record bad-debt expenses of £1,000:

Debit

Credit

Bad Debt Expense

£1,000

Trade Debtors

£1,000

 To write off customer accounts

You can’t have bad-debt expenses if you don’t sell to your customers on credit. 

You only need to worry about bad debt if you offer your customers the convenience of buying your products on credit. 

If you use a computerised accounting system, check the system’s instructions for 

how to write off bad debts. To write off a bad debt using Sage 50 Accounts, follow these steps:

1.  Open the Customers screen and select Customer Write Offs from the 

ribbon at the top of the screen.  This screen brings up the Write Off, Refund and Return Wizard (see Figure 3-1). Select the task you want to perform, such 

as Write Off Customer Transactions, and then select the customer account 

using the drop-down arrow. Click Next to continue. 

FIGURE 3-1:  

In Sage 50 

Accounts, use the 

Write Off, Refund 

and Returns 

Wizard to write 

off bad debts. 

 © 2025 Sage (UK) Limited. All rights reserved. 
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2.  Highlight the invoices you’re writing off and click Next (see Figure 3-2). 

FIGURE 3-2:  

Selecting the 

customer account 

in which you’re 

writing off debt in 

Sage 50 Accounts. 

 © 2025 Sage (UK) Limited. All rights reserved. 
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3.  Enter the date of the write-off and any reference you may wish to use 

(see Figure 3-3). Click Next to continue. 

FIGURE 3-3:  

Selecting and 

highlighting the 

invoices you’re 

writing off in Sage 

50 Accounts. 

 © 2025 Sage (UK) Limited. All rights reserved. 
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4.  Check the data that’s about to be written off (Figure 3-4). If you’re happy that the details are correct, click Post. Otherwise, click Back and redo. 

FIGURE 3-4:  

Confirming the 

details of the 

write-off in Sage 

50 Accounts. 

 © 2025 Sage (UK) Limited. All rights reserved. 

5.  Double-click on the customer account and click the Activity tab to check 

that the write-off has been done (see Figure 3-5). 

FIGURE 3-5:  

Check that the 

write-off has 

been posted 

properly by  

viewing the  

Customer  

Activity screen. 

 © 2025 Sage (UK) Limited. All rights reserved. 
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Checking Your Trial Balance

When you’ve entered all your transactions and then posted your adjusting entries, such  as  depreciation,  accruals,  prepayments,  and  so  on,  you  need  to  review  all your account balances to ensure the accuracy of the data. 

To do this, you need to run a Trial Balance, which shows you a list of all accounts with a current balance. The report is listed in account number order as shown in 

Figure 3-6. 
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FIGURE 3-6:  

An example of  

a Trial Balance  

in Sage 50. 

 © 2025 Sage (UK) Limited. All rights reserved. 

You  can  see  from  looking  at  the  Trial  Balance  that  it’s  simply  a  list  of  all  the nominal  accounts  that  contain  a  balance.  The  debit  balances  are  shown  in  one column, and the credit balances are shown in another. The totals of each of the 

columns must always be equal. If they aren’t, this difference means that there’s 

a major problem with your accounts. Computerised trial balances will always bal-

ance unless your Chart of Accounts has not been set up properly or there’s been 

some data corruption. 

You may want to make further adjustments after you’ve reviewed your Trial Bal-

ance. Perhaps you posted items to the wrong nominal code. You need to write out 

correcting entries to sort this mistake out. This is where your double-entry rules come back into play. 
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You may want to investigate an account balance. For example, you may want to 

check what’s been coded to Capital Introduced. To investigate this account, you 

would need to run a Nominal Activity report in Sage. This report will show you 

all the items that have been posted to the nominal code that you’re investigating. 

See Figure 3-7 for the Nominal Activity report for Capital Introduced. If you’re 

happy  with  the  entries  you  need  do  nothing  more;  however,  if  something  has been coded to the wrong nominal code then this would be the time to make those 

adjustments. 

FIGURE 3-7:  

Showing a 

Nominal Activity 

report for Capital 

Introduced. 

 © 2025 Sage (UK) Limited. All rights reserved. 

Changing Your Chart of Accounts

After you finalise your Nominal Ledger for the year, you may want to make changes to your Chart of Accounts, which lists all the accounts in your accounting system. 

(For the full story on the Chart of Accounts, see Book 1, Chapter 3.) You may need to add accounts if you think that you need additional ones or delete accounts if you think that they’re no longer needed. 

Delete accounts from your Chart of Accounts only at the end of the year. If you 

delete  an  account  in  the  middle  of  the  year,  your  annual  financial  statements don’t  reflect  the  activities  in  that  account  prior  to  its  deletion.  So  even  if  you decide halfway through the year not to use an account, leave it on the books until the end of the year and then delete it. 

You can add accounts to your Chart of Accounts throughout the year, but if you 

decide to add an account in the middle of the year in order to more closely track certain  assets,  liabilities,  revenues,  or  expenses,  you  may  need  to  adjust  some related entries. 
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Suppose that you start the year recording paper expenses in the Office Supplies Expenses  account,  but  paper  usage  and  its  expense  keeps  increasing  and  you decide to track the expense in a separate account beginning in July. 

First, you add the new account, Paper Expenses, to your Chart of Accounts. Then 

you prepare an adjusting entry to move all the paper expenses that were recorded 

in  the  Office  Supplies  Expenses  account  to  the  Paper  Expenses  account.  In  the interest of space and to avoid boring you, the adjusting entry below is an abbrevi-ated one. In your actual entry, you’d probably detail the specific dates on which paper was bought as an office supplies expense rather than just tally one summary total. 

Debit

Credit

Paper Expenses

£1,000

Office Supplies Expenses

£1,000

 To move expenses for paper from the Office Supplies Expenses account to the Paper Expenses account
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MOVING BEYOND THE CATCH-ALL 

MISCELLANEOUS EXPENSES ACCOUNT

When new accounts are added to the Chart of Accounts, the account most commonly 

adjusted is the Sundry Expenses account. In many cases, you may expect to incur an expense only one or two times during the year, therefore making it unnecessary to create a new account specifically for that expense. But after a while, you find that your 

“rare” expense is adding up, and you’d be better off with a designated account, meaning that you need to create adjusting entries to move expenses out of the Miscellaneous Expenses account. 

For example, suppose you think that you’re going to need to rent a car for the business just once before you buy a new vehicle, and so you enter the rental cost in the books as a Sundry Expense. However, after renting cars three times, you decide to start a Rental Expense account mid-year. When you add the Rental Expense account to your Chart 

of Accounts, you need to use an adjusting entry to transfer any expenses incurred and recorded in the Sundry Expense account prior to the creation of the new account. 
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Have a Go

This section allows you to practice bookkeeping questions. 

1.  Your company owns a copier that cost £30,000. Assume a useful life of 

five years. How much should you record for depreciation expenses for 

the year? What is your bookkeeping entry? 

2.  Your offices have furniture that cost £200,000. Assume a useful life of five years. How much should you record for depreciation expenses for the 

year? What is bookkeeping entry? 

3.  Suppose that your company pays £6,000 for an advertising campaign that 

covers the period 1 January to 31 December. You have already received 

an invoice dated 15 January, which you’ve paid at the end of January. 

You’re closing the books for the month of May. How much should you 

have charged to the Profit and Loss account for the period to 31 May and 

what balance should remain in Prepayments? 

4.  Your accountant has prepared your year-end accounts but hasn’t sent 

you a bill yet! From past experience, you know that you should accrue 

about £2,400. What journal entry do you need to make to enter this 

situation into the books? 

5.  At the end of the month, you find that you’ve £9,000 in Closing Stock. You started the month with £8,000 in Opening Stock. What adjusting entry 

would you make to the books? 

6.  At the end of the month you calculate your Closing Stock and find that 

the value is £250 more than your Opening Stock value, which means that 

you purchased stock during the month that was not used. What adjust-

ing entry should you make to the books? 

7.  You identify six customers that are more than six months late paying 

their bills, and the total amount due from these customers is £2,000. You 

decide to write off the debt. What adjusting entry would you make to the 

books? 

8.  Whilst reviewing your Aged Debtor report, you notice that one of your 

customers has an invoice totalling £1000 that remains unpaid and is 

dated more than 90 days old. Upon further investigation, you realise that 

this invoice is never going to be paid and requires writing off. What 

adjusting entries do you need to make in the accounts? 
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9. You decide that you want to track the amount that you spend on postage separately. Prior to this, you were entering these transactions in the 

Office Expense account. You make this decision in May, five months into 

your accounting year. You’ve already entered £1,000 for postage 

expenses. What would you need to do to start the account in the middle 

of the accounting year? 

10. You decide that you want to track telephone expenses separately from 

other utilities. Prior to this, you were entering these transactions in the 

Utilities Expense account. You make this decision in July, but have already 

recorded transactions totalling £1,400 in your books. What do you need to 

do to start this new account in the middle of the accounting year? 

Answering the Have a Go Questions

1.  Annual depreciation expense = £30,000 ÷ 5 = £6,000

Debit

Credit

Depreciation expense

£6,000
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Accumulated depreciation: Office Machines

£6,000

2.  Annual depreciation expense = (£200,000) ÷ 5 = £40,000

Debit

Credit

Depreciation expense

£40,000

Accumulated depreciation: Furniture 

£40,000

& Fittings

3.  The original invoice should be coded to Prepaid Expenses.  You need to calculate the monthly charge for advertising, which would be £6,000 ÷ 12 

months = £500 per month. Each month, you must do the following journal:

Debit

Credit

Advertising Costs

£500

Prepaid Expenses

£500

This journal has the effect of charging the Profit and Loss account with £500 

each month and reducing the prepayment in the Balance Sheet. 
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Therefore, in May the balances are:

•  Advertising Expenses (in Profit & Loss) £2,500 (£500 × 5 months)

•  Prepayment in Balance Sheet £3,500 (£6,000 – £2,500)

4.  The journal entry should be as follows:

Debit

Credit

Accounting fees

£2,400

Accruals

£2,400

You could, if you wanted, prepare a monthly accrual and post a monthly 

charge through the accounts. To do this, simply split the £2,400 by 12 and post 

£200 per month. When the actual invoice comes in, it should be coded to 

Accruals rather than Accounting Fees. 

5.  You ended the month with £1,000 more stock than you started with.  So 

you need to increase the Stock on hand by £1,000 and decrease the Purchases 

expense by £1,000, because some of the stock purchased won’t be used until 

the next month. The entry would be:

Debit

Credit

Stock

£1,000

Purchases

£1,000

6.  Your entry would be:

Debit

Credit

Stock

£250

Purchases

£250

This entry decreases the amount of the Purchases expenses because you 

purchased some of the Stock that you then didn’t use. 

7.  Your entry would be:

Debit

Credit

Bad Debt Expenses

£2,000

Debtors (Trade 

£2,000

Receivable)
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Note: You can reclaim the VAT if you qualify for bad debt relief. You must satisfy the three following HMRC conditions:

1. You’ve accounted for VAT on the sale and paid the VAT across to HMRC. 

2. You’ve written off the debt and your accounts and transferred the value to your bad debt account. 

3. The debt has remained unpaid for 6 months following the payment due 

date or the supply due date, whichever is later. 

8. Your entry would be:

Debit

Credit

Bad Debt Expenses

£1,000

Debtors (Trade Receivable)

£1,000

See the VAT reclaim notes above. 

9. First you need to establish a new account called Postage Expenses in your 

Chart of Accounts. 

Then you need to transfer the amount of transactions involving the payment 
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of postage from your Office Expenses account to your new Postage Expenses 

account. The transaction looks like this:

Debit

Credit

Postage Expenses

£1,000

Office Expenses

£1,000

10. First you need to establish a new account called Telephone Expenses in 

your Chart of Accounts.  Then you need to transfer the amount of transac-

tions involving the payment of telephone bills from your Utilities Expenses 

account to your Telephone Expenses account. The transaction looks like this:

Debit

Credit

Telephone Expenses

£1,400

Utilities Expenses

£1,400
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IN THIS CHAPTER

 

» Sorting out the elements of a Profit 

and Loss account

 

» Preparing the statement

 

» Analysing statement data

 

» Zeroing in on profitability

Chapter 1

Producing a Profit and 

Loss Account

Without one very important financial report tool, you can never know for 

sure whether your business is making a profit. This tool is called the 

 Profit and Loss account, and most businesses prepare this statement on 

a monthly basis, as well as quarterly and annually, to get periodic pictures of how well the business is performing. 

Analysing  the  Profit  and  Loss  account  and  the  details  behind  it  can  reveal  lots of  useful  information  to  help  you  make  decisions  for  improving  your  profits and business overall. This chapter covers the various parts of a Profit and Loss 

account, how you develop one, and examples of how you can use it to make busi-

ness decisions. 

Lining Up the Profit and Loss account

Did  your  business  make  any  profit?  You  can  find  the  answer  in  your   Profit and Loss account, the financial report that summarises all the sales activities, costs of producing or buying the products or services sold, and expenses incurred in order to run the business. 
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Profit and Loss accounts summarise the financial activities of a business during a particular accounting period (which can be a month, quarter, year, or some other 

period of time that makes sense for a business’s needs). 

In many businesses, particularly for internal reporting, Profit and Loss accounts include two columns: one for the current period and another for the year-to-date 

figures. The five key lines that make up a Profit and Loss account are:

 

» Sales or Revenue: The total amount of invoiced sales you take in from selling the business’s products or services. You calculate this amount by totalling all 

the sales or revenue accounts. The top line of the Profit and Loss account is 

Sales or Revenue; either is okay, but you can also see them referred to as 

“Turnover” as well. 

 

» Cost of Goods Sold: How much you spent to buy or make the goods or 

services that your business sold during the accounting period under review. 

The later section “Finding Cost of Goods Sold” shows you how to calculate 

Cost of Goods Sold. Cost of Goods Sold is also referred to as “Cost of Sales.” 

 

» Gross Profit: How much your business made before taking into account 

operations expenses; calculated by subtracting the Cost of Goods Sold from 

the Sales or Revenue. 

 

» Operating Expenses: How much you spent on operating the business; these 

expenses include administrative fees, salaries, advertising, utilities, and other operational expenses. You add all your expenses accounts on your Profit and 

Loss account to get this total. 

 

» Net Profit or Loss: Whether or not your business made a profit or loss during the accounting period in review; calculated by subtracting total expenses from 

Gross Profit. 

Formatting the Profit and Loss Account

Here, we show you a simplified UK format for the Profit and Loss account:

Revenues

Turnover

£10,000

Cost of Good Sold

£5,000

Gross Profit

£5,000
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Operating Expenses

Advertising

£700

Salaries

£1,200

Supplies

£1,500

Depreciation

£500

Interest Expenses

£500

Total Operating Expenses

£4,400

Revenues

Operating Profit

£600

Other Income

Interest Income

£200

Total Profit

£800

Preparing the Profit and Loss Account

If you’re using a computerised accounting system, the Profit and Loss report is 

generated at the press of a button. However, if you’re operating a manual system, you need to use the figures from your Trial Balance to construct the Profit and 

Loss account. Most people and businesses are now using computerised account-

ing software, as it is becoming increasingly necessary to provide the HMRC with 

the information that they require in digital format. HMRC’s Making Tax Digital 

(MTD) initiative has made it mandatory that most businesses must maintain digi-

tal records, certainly for VAT since 2019, and a new scheme for Income Tax Self-

Loss Account Producing a Profit and

Assessment is being introduced in April 2026, initially for those with an annual 

business or property income of over £50,000 and from April 2027 for those with 

an income of over £30,000. 

Finding Net Sales

 

 Net Sales is a total of all your sales minus any discounts. To calculate Net Sales, you look at the sales account, discounts, and any sales fees on your Trial Balance. For example, suppose that you have Total Sales at £20,000, discounts of £1,000 and 
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credit card fees on sales of £125. To find your Net Sales, you subtract the discounts and credit card fees from your Total Sales amount, leaving you with £18,875. 

Finding Cost of Goods Sold

 Cost of Goods Sold is the total amount your business spent to buy or make the goods or  services  that  you  sold.  To  calculate  this  amount  for  a  business  that  buys  its finished products from another business to sell them to customers, you start with the  value  of  the  business’s  Opening  Stock  (the  amount  in  the  Stock  account  at the beginning of the accounting period), add all purchases of new stock and then 

subtract any Closing Stock (stock that’s still on the shelves or in the warehouse at the end of the accounting period; it appears on the Balance Sheet, which is covered in Book 4, Chapter 2). 

The following is a basic Cost of Goods Sold calculation:

Opening Stock + Purchases = Goods Available for Sale

£100 + £1,000 = £1,100

Goods Available for Sale – Closing Stock = Cost of Goods Sold

£1,100 – £200 = £900

To simplify the example for calculating Cost of Goods Sold, these numbers assume 

the  Opening  Stock  (the  value  of  the  stock  at  the  beginning  of  the  accounting period)  and  Closing  Stock  (the  value  of  the  stock  at  the  end  of  the  accounting period) values are the same. See Book 2, Chapter 3 for details about calculating 

stock value. So to calculate Cost of Goods Sold, you need just two key lines: the purchases made and the discounts received to lower the purchase cost, as in the 

following example. 

Purchases – Purchases Discounts = Cost of Goods Sold

£8,000 – £1,500 = £6,500

Drawing remaining amounts from  

your Trial Balance

After you calculate Net Sales and Cost of Goods Sold (see the preceding sections), you can use the rest of the numbers, usually overheads, from your Trial Balance to prepare your business’s Profit and Loss account. Figure 1-1 shows a sample Profit and Loss account. 
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FIGURE 1-1:  

A sample Profit 

and Loss account. 

You and anyone else in-house are likely to want to see the type of detail shown 

in  the  example  in  Figure  1-1,  but  most  business  owners  prefer  not  to  show all  their  operating  detail  to  outsiders:  They  like  to  keep  the  detail  private. 

Fortunately, if you operate as a sole trader or partnership, only HM Revenue & Customs needs to see your detailed Profit and Loss figures. If your turnover is less than £85,000 per annum, HM Revenue & Customs allows you to file an abbrevi-ated  set  of  accounts  for  the  purpose  of  completing  your  Self-  Assessment  Tax Loss Account Producing a Profit and

return (SA103S), only requesting the following headings:

 

» Turnover

 

» Other Income

 

» Cost of Goods Sold

 

 

» Car, Van, and Travel Expenses (after private-use deduction)

 

» Wages, Salaries, and Other Staff Costs

 

» Rent, Rates, Power, and Insurance Costs

 

» Repairs and Renewals of Property and Equipment
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» Accountancy, Legal, and Other Professional Fees

 

» Interest, Bank, and Credit Card Financial Charges

 

» Phone, Fax, Stationery, and Other Office Costs

 

» Other Allowable Business Expenses

Also, if you’re a small limited company, when you file your accounts at Companies House you can file abridged or “filleted” abridged accounts, which means that you don’t have to send Companies House your profit and loss account. Speak with your 

external accountant about whether you qualify as a small company and the type of 

accounts that should be prepared for your business because the exemption levels 

do change from time to time. 

For accounting periods commencing on or after 6 April 2025, the thresholds that 

define  company  sizes  have  been  increased.  This  will  allow  more  companies  to qualify as small and benefit from reduced reporting requirements. The proposed 

thresholds are:

Turnover – up to £15m (from £10.2m)

Balance Sheet total: up to £7.5m (from £5.1m)

Average number of employees: 50 (remains unchanged)

It is also worth noting that the introduction of the Economic Crime and Corporate Transparency Act 2023 will create additional filing requirements for smaller companies. Basically, all small and microentities will have to file their full accounts, including profit and loss accounts and, for small companies, a directors’ report. 

Companies House has yet to confirm when this will take effect as the Act is being implemented in tranches. We discuss this in a little more detail in Book 5 Chapter 1. 

Deciphering Gross Profit

Business owners must carefully watch their Gross Profit trends on monthly Profit 

and  Loss  accounts.  Gross  Profit  trends  that  appear  lower  from  one  month  to the next can mean one of two things: Sales revenue is down, or Cost of Goods  

Sold is up. 

If revenue is down month to month, you may need to quickly find out why and fix 
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for the same month in previous years, you may determine that the drop is just a normal sales slowdown given the time of year and isn’t cause to hit the panic 

button. 

If the downward trend isn’t normal, it may be a sign that a competitor’s success-

fully drawing customers away from your business, or it may indicate that cus-

tomers are dissatisfied with some aspect of the products or services you supply. 

Whatever the reason, preparing a monthly Profit and Loss account gives you the 

ammunition you need to find and fix a problem quickly, thereby minimising the 

risk of further negative hits to your yearly profits. 

The other key element of Gross Profit — Cost of Goods Sold — can also be a big 

factor in a downward profit trend. For example, if the amount you spend to pur-

chase products that you sell goes up, your Gross Profit goes down. As a business 

owner, you need to do one of five things if the Cost of Goods Sold is reducing your Gross Profit:

 

» Find a new supplier who can provide the goods cheaper. 

 

» Increase your prices, as long as you don’t lose sales because of the increase. 

 

» Find a way to increase your volume of sales so that you can sell more 

products and meet your annual profit goals. 

 

» Find a way to reduce other expenses to offset the additional product costs. 

 

» Accept the fact that your annual profit is going to be lower than expected. 

The sooner you find out that you have a problem with costs, the faster you can find a solution and minimise any reduction in your annual profit goals. 

Monitoring Expenses

Loss Account Producing a Profit and

The Expenses section of your Profit and Loss account gives you a good summary of 

how much you spent to keep your business operating that wasn’t directly related 

to the sale of an individual product or service. For example, businesses usually use advertising both to bring customers in and with the hope of selling many different types of products. That’s why you need to list advertising as an expense rather than a Cost of Goods Sold. After all, rarely can you link an advertisement to the 

 

sale of an individual product. The same is true of all the administrative expenses that go into running a business, such as rent, wages and salaries, office costs, and so on. 
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Business  owners  watch  their  expense  trends  closely  to  be  sure  that  they  don’t creep upwards and lower the business’s bottom line. Any cost-cutting you can do 

on  the  expense  side,  hopefully  without  compromising  quality,  is  guaranteed  to increase your bottom-line profit. 

Using the Profit and Loss Account to  

Make Business Decisions

Many  business  owners  find  it  easier  to  compare  their  Profit  and  Loss  account trends  using  percentages  rather  than  the  actual  numbers.  Calculating  these percentages  is  easy  enough  —  you  simply  divide  each  line  item  by  Net  Sales. 

Figure 1-2 shows a business’s percentage breakdown for one month. 

Looking at this percentage breakdown, you can see that the business had a Gross 

Profit of 65.6%, and its Cost of Goods Sold, at 34.4%, accounted for just over one-third of the revenue. If you discovered that the prior month’s Cost of Goods Sold was only 32%, then you’d need to find out why the cost of the goods used to make 

this product seems to have increased. If this trend of increased Cost of Goods Sold continues through the year without some kind of fix, the business makes at least 

2.2% less Net Profit. 

You may find it helpful to see how your Profit and Loss account results compare 

to industry trends for similar businesses with similar revenues, a process called benchmarking.   By  comparing  results,  you  can  find  out  whether  your  costs  and expenses are reasonable for the type of business you operate, and you can identify areas with room to improve your profitability. You also may spot red flags for line items upon which you spend much more than the national average. 

To find industry trends for businesses similar to yours with similar revenues, you can check the FAME database, which is now part of Moody’s Analytics. It contains 

full financial data on millions of active companies in the UK and Ireland that file their accounts at Companies House. A word of warning, though: Small companies 

are currently required to file very little financial information — typically, just a Balance Sheet until the new rules mentioned above are implemented. This may 

restrict any detailed analysis that you wish to carry out. 

FAME is available by subscription, which may make it expensive for the occasional user. You may find that a regional library has FAME available to the public on a 

free basis or through a per-session cost. Most of the UK universities have FAME, 

so if you can access one of their library services you can also use this facility. This service may be available through an annual library subscription. 
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FIGURE 1-2:  

Percentage 

breakdown of a 

Profit and Loss 

account. 

You  can  access  company  information  directly  from  Companies  House.  You  can find a useful guide at www.gov.uk if you type “Searching the Companies House Register” into the site’s search bar. Using the information in this guide, you can search  company  information  for  free.  The  following  types  of  information  and searches are available:

 

» Basic company information, such as company type and registered 
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office address

 

» The nature of the business (SIC)

 

» The company status — is it live or dissolved

 

» The date of the last set of accounts or confirmation statement filed

 

» The date of the next set of accounts or confirmation statement to be filed

 

 

» A full transaction listing

 

» Images of documents

 

» Searches for company officers
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» Current and resigned officers

 

» Which directors have been disqualified

 

» Searches for previous and dissolved names

 

» Checks for mortgage charge data

 

» Insolvency information

Testing Profits

With  a  completed  Profit  and  Loss  account,  you  can  do  a  number  of  quick  ratio tests of your business’s profitability. You certainly want to know how well your 

business did compared to other similar businesses. You also want to be able to 

measure your  return (the percentage you made) on your business. 

Three common tests are Return on Sales, Return on Assets, and Return on Share-

holders’ Capital. These ratios have much more meaning if you can find indus-

try averages for your particular type of business, so that you can compare your 

results. Check with your local Chamber of Commerce to see whether it has figures 

for local businesses or order a report for your industry online from FAME (see the preceding section). 

We look at ratios in a lot more detail in Book 6, Chapter 2, where we examine how investors typically read and interpret financial reports. 

Return on Sales

Return on Sales (ROS) tells you how efficiently your business runs its operations. 

Using  the  information  on  your  Profit  and  Loss  account,  you  can  measure  how much profit your business produced per pound of sales and how much extra cash 

you brought in per sale. 

You calculate ROS by dividing Net Profit before taxes by Sales. For example, sup-

pose that your business had a Net Profit of £4,500 and Sales of £18,875. 

The following shows your calculation of ROS:

Net Profit before taxes ÷ Sales = Return on Sales

£4,500 ÷ £18,875 = 23.8%

218      BOOK 4  Working to Prepare Financial Statements

As you can see, your business retained 23.8% of its sales revenue as profit before taxes. To determine whether that amount calls for celebration, you need to find 

the  ROS  for  similar  businesses.  You  may  be  able  to  get  such  information  from your local Chamber of Commerce, or you can order an industry report online from 

FAME. 

Return on Assets

The Return on Assets (ROA) tests how well you’re using your business’s assets to 

generate profits. If your business’s ROA is the same or higher than other similar companies, you’re doing a good job of managing your assets. 

To calculate ROA, you divide Net Profit by Total Assets. Total Assets include everything your business owns of value, such as property, plant and equipment, as well as stock, debtors, and cash as shown on the Balance Sheet (basically fixed assets plus current assets). 

You find Total Assets on your Balance Sheet, which you can read more about in 

Book 4, Chapter 2. Suppose that your business’s Net Profit was £4,500 and Total 

Assets were £40,050. The following shows your calculation of ROA:

Net Profit ÷ Total Assets = Return on Assets

£4,500 ÷ £40,050 = 11.2%

Your business generated 11.2% of its Net Profit for every pound of assets it held. 

ROA can vary significantly depending on the type of industry in which you oper-

ate.  For  example,  if  your  business  requires  you  to  maintain  lots  of  expensive equipment, such as a manufacturing firm, your ROA is much lower than a service 

business  that  doesn’t  need  as  many  assets.  ROA  can  range  from  below  5%  for manufacturing businesses that require a large investment in machinery and fac-Loss Account Producing a Profit and

tories, to as high as 20% or even higher for service businesses with few assets. 

Return on Shareholders’ Capital

Return  on  Shareholders’  Capital  (ROSC)  is  also  known  as  Return  on  Equity.  It measures  how  successfully  your  business  generates  profits  for  its  owners  or investors. It’s a key profitability ratio and shows how efficiently the business uses 

 

its shareholders’ equity to produce profits. 
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You  calculate  ROSC  by  dividing  Net  Profit  by  Shareholders’  or  Owners’  Capital. 

(You find capital amounts on your Balance Sheet; see Book 4, Chapter 2.) Sup-

pose that your business’s Net Profit was £4,500 and the Shareholders’ or Owners’ 

Capital was £9,500. Here’s the formula:

Net Profit ÷ Shareholders’ or Owners’ Capital = Return on Shareholders’ Capital

£4,500 ÷ £9,500 = 47.3%

This means your business earned a 47.3% return on the equity invested by the 

shareholders. 

ROSC often looks better than Return on Assets (ROA) because it doesn’t include 

debts in the calculation. ROA looks at how well a company uses all its assets (both those owned outright and those financed through debt) to generate profit. If your business uses a lot of debt to finance its operations, ROSC can look higher because the profits are compared to a smaller equity base. This is called financial leverage. While this can boost returns for shareholders, it also increases risk, so it’s important to compare your ROSC to similar businesses in your industry to get the 

full picture. 

Branching Out with Profit and  

Loss Account Data

The Profit and Loss account you produce for external use — financial institutions and investors — may be very different from the one you produce for in-house use 

by your managers. Certainly the accounts a business produces for statutory pur-

poses contain a lot more detail, as a lot of the information in those accounts are required by company law and accounting standards. Most business owners prefer 

to provide the minimum amount of detail necessary to satisfy external users of 

their financial statements, such as summaries of expenses instead of line-by-line expense details, a Net Sales figure without reporting all the detail about discounts and fees, and a Cost of Goods Sold number without reporting all the detail about 

how that was calculated. 

Internally, the contents of the Profit and Loss account are a very different story. 

With more detail, your managers are better able to make accurate business deci-

sions.  Most  businesses  develop  detailed  reports  based  on  the  data  collected  to develop the Profit and Loss account. Items such as discounts, returns and allowances are commonly pulled out of Profit and Loss accounts and broken down into 

more detail:
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» Discounts are reductions on the selling price as part of a sale. They may also be in the form of volume discounts provided to customers who buy large 

amounts of the business’s products. For example, a business may offer a 10% 

discount to customers who buy 20 or more of the same item at one time. To 

put their Net Sales numbers in perspective, business owners and managers 

must monitor how much they reduce their revenues to attract sales. 

 

» Returns are transactions in which the buyer returns items for any reason — 

not the right size, damaged, defective, and so on. If a business’s number of 

returns increases dramatically, a larger problem may be the cause; therefore, 

business owners need to monitor these numbers carefully to identify and 

resolve any problems with the items they sell. 

 

» Allowances cover gifts cards and other accounts that customers pay for up front without taking any merchandise. Allowances are actually a liability for a 

business because the customer (or the person who was given the gift card) 

eventually comes back to get merchandise and doesn’t have to pay any cash 

in return. 

Another section of the Profit and Loss account that you’re likely to break down 

into  more  detail  for  internal  use  is  the  Cost  of  Goods  Sold.  Basically,  you  take the details collected to calculate that line item, including Opening Stock, Closing Stock, Purchases, and Purchase discounts, and present it in a separate report. (We explain how to calculate Cost of Goods Sold in the section “Finding Cost of Goods Sold,” earlier in this chapter.)

No limit exists to the number of internal reports you can generate from the details that  go  into  your  Profit  and  Loss  account  and  other  financial  statements.  For example, many businesses design a report that looks at month-to-month trends 

in revenue, Cost of Goods Sold, and profit. In fact, you can set up your comput-

erised  accounting  system  (if  you  use  one)  to  generate  this  and  other  custom-designed reports automatically. Using your computerised system, you can produce 

these reports at any time during the month if you want to see how close you are 
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to meeting your month-end, quarter-end or year-end goal. Some businesses even 

produce graphs and pie-charts to present this information. 

Many businesses also design a report that compares actual spending to the bud-

get. On this report, each of the Profit and Loss account line items appear with its accompanying planned budget figures and the actual figures. When reviewing this 

report, you flag any line item that’s considerably higher or lower than expected 

 

and then research it to find a reason for the difference. 

We look at budgeting in more detail in Book 5, Chapter 5. 
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Have a Go

This section tests your knowledge about the Profit and Loss accounts. 

1.  Your Purchases account shows that you purchased £10,000 worth of 

paper goods to be sold during the accounting period. In which section of 

the Profit and Loss account would you include that account? 

2.  Your Telephone Expenses account shows that you paid a total of £2,000 

for your company’s telephones during the accounting period. In which 

section of the Profit and Loss account would you show that account? 

3.  Your Sales Discounts account shows that you offered customers a total of 

£1,500 in discounts during the accounting period. In which section of the 

Profit and Loss account would you put that information? 

4.  In the space below, describe how you would calculate Gross Profit. Show 

the calculation required if it helps. 

5.  In the space below, explain how you would calculate Net Profit. Show the 

calculation required if it helps. 

6.  Using the figures given below, prepare a Profit and Loss account using 

the format shown earlier in this chapter. 

Net Sales

£50,000

Interest Profit and Loss

£1,200

Cost of Goods Sold

£20,000

Advertising

£3,000

Salaries

£5,000

Supplies

£2,500

Interest Expenses

£1,300

Depreciation

£1,500

7. Looking at your accounts, you find that you’ve the following balances at 

the end of an accounting period:

Sales of Goods

£20,000

Sales Discounts

£2,000

Sales Returns

£1,500

Using these figures, calculate your Net Sales. 
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8. Suppose that you started the month of June with £200 of stock in hand. 

You purchased £2,000 of stock during June and you’ve £500 of stock left to 

sell at the end of June. You’re preparing a Profit and Loss account for the 

month of June. What would your Cost of Goods Sold be for the month of 

June? 

9. Suppose that you started the month of July with £500 of stock on hand. 

You purchased £1,500 of stock during July and you’ve £100 of stock left  

to sell at the end of July. You’re preparing a Profit and Loss account for 

the month of July. What would your Cost of Goods Sold be for the  

month of July? 

10. Suppose that your company had a net Profit and Loss of £10,595 and 

sales of £40,500 for the month of June. Calculate the Return on Sales. 

11. Suppose that your company had a net Profit and Loss of £13,565 and 

sales of £75,725 for the month of July. Calculate the Return on Sales. 

12. Your company’s Net Profit for the month of May is £5,300 and its Total 

Assets are £75,040. What’s the Return on Assets? 

13. Your company’s Net Profit for the month of May is £10,700 and its Total 

Assets are £49,650. What’s the Return on Assets? 

14. Your company earned a Net Profit of £75,750 and its Shareholders’ or 

Owner’s Equity is £500,000. Calculate the Return on Equity. 

15. Your company earned a Net Profit of £52,500 and its Owner’s Equity is 

£375,000. Calculate the Return on Equity. 

Answering the Have a Go Questions

1.  Purchases are included as part of your calculation for Cost of Goods Sold. 
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2.  Telephone Expenses are part of Operating Expenses for a business. 

3.  Sales Discounts are included as part of your calculation for Net Sales. 

4.  Gross Profit is calculated as follows:

Sales Revenue

X

 

Less Cost of Goods Sold

(X)

Gross Profit

X

The actual Gross Profit figure is often expressed as a percentage of sales to 

provide you with a Gross Profit margin. 
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For example:

Sales Revenue

£100,000

Cost of Goods Sold

(£75,000)

Gross Profit

£25,000

Gross Profit margin would be 25,000 ÷ 100,000 = 0.25 (25% expressed as a 

percentage). 

5.  Net Profit is often described as the “bottom line,” because it’s the profit after all Operating Expenses have been taken from your Gross Profit. 

You can express the Net Profit as a percentage of sales to provide you with a 

Net Profit margin. 

For example:

Sales Revenue

£100,000

Cost of Goods Sold

(£75,000)

Gross Profit

£25,000

Operating Expenses

(£15,000)

Net Profit

£10,000

The Net Profit margin would be 10,000 ÷ 100,000 = 0.10 (10% expressed as a 

percentage). 

6.  Using the figures given in the example, the Profit and Loss account would 

appear as follows:

Revenues

Sales

£50,000

Cost of Goods Sold

(£20,000)

Gross Profit

£30,000

Operating Expenses

Advertising

£3,000

Salaries

£5,000

Supplies

£2,500

Interest Expenses

£1,300
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Revenues

Depreciation

£1,500

Total Operating Expenses

£13,300

Operating Profit

£16,700

Other Income

Interest Income

£1,200

Net Profit

£17,900

7.  The net sales are calculated as follows:

Sales of Goods Sold

£20,000

Sales Discounts

£(2,000)

Sales Returns

£(1,500)

Net Sales

£16,500

8.  Your Cost of Goods Sold for the month of June would be:

Opening Stock

£200

Add Purchases

£2,000

Good Available for Sale

£2,200

Less Closing Stock

(£500)

Cost of Goods Sold

£1,700

9.  Your Cost of Goods Sold for the month of July would be:
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Opening Stock

£500

Add Purchases

£1,500

Goods Available for Sale

£2,000

Less Closing Stock

(£100)

 

Cost of Goods Sold

£1,900

CHAPTER 1  Producing a Profit and Loss Account      225

10. The Return on Sales would be:

£10,595 ÷ £40,500 = 26.2%

In this case the company made 26.2% for each pound of sales. 

11. The Return on Sales would be:

£13,565 ÷ £75,725 = 17.9%

In this case the company made 17.9% for each pound of sales. 

12. The Return on Assets is:

£5,300 ÷ £75,040 = 7.06%

13. The Return on Assets is:

£10,700 ÷ £49,650 = 21.55%

14. The Return on Equity would be:

£75,750 ÷ £500,000 = 15.15%

So the owner’s return on his investment is 15.15%. 

15. The Return on Equity would be:

£52,500 ÷ £375,000 = 14%

So the owner’s return on his investment is 14%. 
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» Tackling the Balance Sheet

 

» Pulling together accounts

 

» Drawing conclusions and polishing 

your Balance Sheet

Chapter 2

Developing a Balance 

Sheet

Periodically, you want to know how well your business is doing. Therefore, at  the  end  of  each  accounting  period  you  draw  up  a  Balance  Sheet  —  a snapshot of your business’s financial condition. This snapshot gives you a 

picture of where your business stands — its assets, its liabilities, and how much the owners have invested in the business at a particular point in time. 

This chapter explains the key ingredients of a Balance Sheet and tells you how to pull them all together. You also find out how to use analytical tools called ratios to see how well your business is doing. 

Breaking Down the Balance Sheet

Basically, creating a Balance Sheet is like taking a picture of the financial aspects of your business. It is a snapshot of a business’s health at a point in time. 
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The business name appears at the top of the Balance Sheet along with the ending date for the accounting period being reported. The rest of the report summarises:

 

» The business’s assets,  which include everything the business owns in order to stay in operation; this includes both tangible and intangible assets, which 

are discussed in the Fixed Assets section below. 

 

» The business’s debts,  which include any outstanding bills and loans that it must pay. 

 

» The owner’s capital,  which is basically how much the business’s owners have invested in the business. Owner’s capital is also known as Equity (or 

Shareholders’ Funds), as it represents the net value of the business after 

liabilities have been deducted from the assets of the business, similar to the 

equity value remaining in a house after your mortgage has been deducted 

from the value of your house (assuming the house value is higher than the 

mortgage value.)

Assets, liabilities, and capital probably sound familiar — they’re the key elements that show whether your books are in balance. If your liabilities plus capital equal assets, your books are in balance. All your bookkeeping efforts are an attempt to keep the books in balance based on this formula, which we talk more about in 

Book 1, Chapter 2. 

GENERATING BALANCE SHEETS 

ELECTRONICALLY

If you use a computerised accounting system, you can take advantage of its report function to generate your Balance Sheets automatically. These Balance Sheets give you quick snapshots of the business’s financial position but may require adjustments before you prepare your financial reports for external use. 

One key adjustment you’re likely to make involves the value of your stock. Many  

computerised accounting systems use the averaging method to value stock. This 

method totals all the stock purchased and then calculates an average price for the stock (see Book 2, Chapter 3 for more information on stock valuation). However, your accountant may recommend a different valuation method that works better for your 

business. Therefore, if you use a method other than the default averaging method to value your stock, you need to adjust the stock value that appears on the Balance Sheet generated from your computerised accounting system. 
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Gathering Balance Sheet Ingredients

Most  people  now  operate  a  computerised  accounting  system,  and  the  Balance Sheet is achieved simply by pressing a few buttons. However, you’ll find it useful to know how the Balance Sheet is constructed, and this chapter shows you how, 

with the aid of a fictitious set of accounts. 

 

To keep  this  example simple,  we’ve  selected  key  accounts  from  the  company’s Trial Balance as shown in Table 2-1. 

Dividing and listing your assets

The first part of the Balance Sheet is the assets section. The first step in developing this section is dividing your assets into two categories: current assets and fixed assets. 

TABLE 2-1 

Balance Sheet Accounts

Account Name

Balance in Account

Debit

Credit

Equipment

£5,050

Vehicles

£25,000

Furniture

£5,600

Stock

£1,200

Trade Debtors (Trade Receivables)

£1,000

Cash at Bank

£2,500

Petty Cash

£500

Trade Creditors (Trade Payables)

£2,200

Loans Payable

£29,150

Drawings

£10,000

Capital

£5,000

Net Profit for the Year

£14,500

Total

£50,850

£50,850
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Current assets

 Current assets are things your business owns that you can easily convert to cash and expect to use in the next 12 months to pay your bills and your employees. Current assets include cash, Trade Debtors (money due from customers), and stock. 

(We cover Trade Debtors in Book 2, Chapter 2 and stock in Book 2, Chapter 3.) You may also find prepayments, expenses that are paid up front but the benefits are 

consumed over a longer period, included in current assets. (We cover prepayments 

in Book 3 Chapter 3.)

When you see Cash as the first line item on a Balance Sheet, that account includes what you have on hand in the tills and what you have in the bank, including current accounts, savings accounts, and petty cash. In most cases, you simply list 

all these accounts as one item, Cash and Cash Equivalents, on the Balance Sheet. 

The current assets for the fictional business are:

Stock

£1,200

Trade Debtors

£1,000

Cash

£2,500

Petty Cash

£500

You  total  the  Cash  and  Petty  Cash  accounts,  giving  you  £3,000,  and  list  that amount on the Balance Sheet as a line item called Cash and Cash Equivalents. 

Sometimes, you may see cash referred to as “Cash and Cash Equivalents” in the 

Balance Sheet. This will include cash in the tills, petty cash and cash in bank 

accounts.  Cash  equivalents  may  refer  to  highly  liquid  short-term  investments held in money market funds or possibly Treasury bills. 

Fixed assets

 Fixed assets are things your business owns that you expect to use in the business for more than 12 months. Fixed assets include land, buildings, equipment, furniture, vehicles, and anything else that you expect to have for longer than a year. 

Fixed  assets  are  sometimes  also  called   non-current assets  to  differentiate  them from current assets. 

The fixed assets for the fictional business are:

Equipment

£5,050

Vehicles

£25,000

Furniture

£5,600
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Most businesses have more items in the fixed assets section of a Balance Sheet 

than the few fixed assets we show here for the fictional business. For example:

 

» A manufacturing business that has a lot of tools, dies, or moulds created specifically for its manufacturing processes needs to have a line item called 

Tools, Dies, and Moulds. 

 

 

» A business that owns one or more buildings needs to have a line item labelled Land and Buildings. 

 

» A business may lease its business space and then spend lots of money doing it up. For example, a restaurant may rent a large space and then furnish it 

according to a desired theme. Money the restaurant spends on doing up the 

space becomes a fixed asset called Leasehold Improvements and is listed on 

the Balance Sheet in the fixed assets section. 

Everything mentioned so far in this section — land, buildings, leasehold improve-

ments, and so on — is a  tangible asset.  These items are ones that you can touch or hold. Another type of fixed asset is the  intangible asset.  Intangible assets aren’t physical objects; common examples are patents, copyrights and trademarks. 

 

» A patent gives a business the right to dominate the markets for the patented product. When a patent expires (usually after 20 years), competitors can enter 

the marketplace for the product that was patented, and the competition helps 

to lower the price to consumers. For example, pharmaceutical businesses 

patent all their new drugs and therefore are protected as the sole providers of 

those drugs. When your doctor prescribes a brand-name drug, you’re getting 

a patented product. Generic drugs are products whose patents have run out, 

meaning that any pharmaceutical business can produce and sell its own 

version of the same product. 

 

» A copyright protects original works, including books, magazines, articles, newspapers, television shows, movies, music, poetry and plays, from being 

copied by anyone other than the creator(s). For example, this book is copy-

righted, so no one can make a copy of any of its contents without the permis-

sion of the publisher, Wiley. 

 

» A trademark gives a business ownership of distinguishing words, phrases, symbols or designs. For example, check out this book’s cover to see the 

registered trademark,  For Dummies, for this brand. Trademarks can last 

forever as long as a business continues to use the trademark and files the 

proper paperwork periodically. 
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All fixed assets are depreciated or amortised to show in financial statements that their values are being used up. Tangible assets are depreciated; see Book 3, Chapter 3 for a brief overview on how to depreciate fixed assets. Intangible assets such as patents and copyrights are amortised (amortisation is similar to depreciation). 

Each intangible asset has a lifespan based on the number of years for which the 

rights are granted. After setting an initial value for the intangible asset, a business then divides that value by the number of years it has protection, and the resulting amount is then written off each year as an Amortisation Expense, which is shown 

on the Profit and Loss statement. You can find the total amortisation or depreciation expenses that have been written off during the life of the asset on the Balance Sheet in a line item called Accumulated Depreciation or Accumulated Amortisation, whichever is appropriate for the type of asset. 

Acknowledging your debts

The  liabilities  section  of  the  Balance  Sheet  comes  after  the  assets  section  and shows  all  the  money  that  your  business  owes  to  others,  including  banks,  suppliers, contractors, financial institutions and individuals. Like assets, you divide your liabilities into two categories on the Balance Sheet:

 

» Current liabilities section: All bills and debts that you plan to pay within the next 12 months. Accounts appearing in this section include Trade Creditors 

(bills due to suppliers, contractors, and others), Credit Cards Payable and the 

current portion of a long-term debt (for example, if you’ve a mortgage on your 

premises, the payments due in the next 12 months appear in the current 

liabilities section). You may also find Accrued Expenses, which are for goods/

services that you have already received but have not yet been invoiced for. 

 

» Long-term liabilities section: All debts you owe to lenders that are to be paid over a period longer than 12 months. Mortgages Payable and Loans 

Payable are common accounts in the long-term liabilities section of the 

Balance Sheet. 

Most businesses try to minimise their current liabilities because the interest rates on short-term loans, such as credit cards, are usually much higher than those on 

loans with longer terms. As you manage your business’s liabilities, always look 

for ways to minimise your interest payments by seeking longer-term loans with 

lower interest rates than you can get on a credit card or short-term loan. 

The  fictional  business  used  for  the  example  Balance  Sheets  in  this  chapter  has only one account in each liabilities section. 
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Current liabilities:

Trade Creditors

£2,200

Long-term liabilities:

Loans Payable

£29,150

 

Naming your investments

Every  business  has  investors.  Even  a  small  family  business  requires  money  up front  to  get  the  business  on  its  feet.  Investments  are  reflected  on  the  Balance Sheet as  capital.  The line items that appear in a Balance Sheet’s capital section vary depending upon whether the business is incorporated. (Businesses incorporate 

primarily to minimise their personal legal liabilities; we talk more about incorporation in Book 5, Chapter 1.)

If you’re preparing the books for a business that isn’t incorporated, the capital section of your Balance Sheet contains these accounts:

 

» Capital: All money invested by the owners to start up the business as well as any additional contributions made after the start-up phase. If the business 

has more than one owner, the Balance Sheet usually has a Capital account for 

each owner so that individual stakes in the business can be recorded. 

 

» Drawings: All money taken out of the business by the business’s owners. 

Balance Sheets usually have a Drawing account for each owner to record 

individual withdrawal amounts. Drawings are specific to unincorporated 

businesses, as they represent the owner’s withdrawal of money from the 

business for personal use. This reduces the capital of the business and is 

therefore a balance sheet item. It is not considered to be an expense and 

therefore not on the Profit and Loss statement. 

 

» Retained Earnings: All profits left in the business since it started. 

For an incorporated business, the capital section of the Balance Sheet contains the following accounts:

 

» Ordinary Shares: Portions of ownership in the business, purchased as 

investments by business owners (known as Shareholders). 

 

» Retained Earnings: All profits that have been reinvested in the business since it started. 
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SORTING OUT SHARE INVESTMENTS

You’re probably most familiar with the sale of shares on the open market through 

the various stock market exchanges, such as the London Stock Exchange (LSE) and 

the Alternative Investment Market (AIM). However, not all companies sell their shares through public exchanges; in fact, most companies aren’t public companies but rather remain private ones. 

Whether public or private, people become owners in a business by buying shares. If the business isn’t publicly traded, the owners buy and sell shares privately. In most small businesses, family members, close friends, and occasionally outside investors buy shares, having been approached individually as a means to raise additional money to build the business. 

The value of each share is set at the time the share is sold. Many businesses set the initial share value at £1 to £10, but these values aren’t set in stone, and they can be higher or lower depending on the needs of the business. 

Because the fictional business isn’t incorporated, the accounts appearing in the 

capital section of its Balance Sheet are:

Capital

£5,000

Retained Earnings

£4,500

Presenting Your Balance Sheet

After you group together all your accounts (see the preceding section “Gathering 

Balance Sheet Ingredients”), you’re ready to produce a Balance Sheet. Businesses 

in the UK usually choose between two common formats for their Balance Sheets: 

the horizontal format or the vertical format, with the vertical format preferred. 

The actual line items appearing in both formats are the same; the only difference is the way in which you lay out the information on the page. 

The vertical format is more commonly used in the UK as it aligns with the pre-

sentation  style  preferred  by  modern  accounting  practices  and  standards.  When preparing a Balance Sheet, a UK company is likely to adhere to either FRS 102 (a 

UK and Ireland accounting standard) or UK-adopted IFRS (International Financial 

Reporting Standards.) The layout and terminology used within the Balance Sheet 

may  vary  slightly,  depending  on  which  standard  is  used.  Briefly,  FRS102  is  the 234      BOOK 4  Working to Prepare Financial Statements
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accounting standard used by private entities in the UK and Republic of Ireland. 

Its balance sheet format is relatively simple and structured to suit smaller businesses, and its format is also prescribed in company law as well. UK-adopted IFRS 

is used by larger UK companies (public interest entities), especially those listed on the stock exchange, and their balance sheet format is often much more detailed. 

Balance sheets presented under FRS 102 or UK-adopted IFRS can use international 

terminology such as “non-current assets” instead of Fixed Assets, as an example. 

 

Most businesses preparing a balance sheet under FRS 102 use traditional Compa-

nies Act terminology such as “Fixed Assets,” but they may also be referred to as 

“Property, Plant and Equipment.” 

Horizontal format

The horizontal format is a two-column layout with assets on one side and liabili-

ties and capital on the other side. 

Figure 2-1 shows the elements of a sample Balance Sheet in the horizontal format. 

FIGURE 2-1:  

A sample  

Balance Sheet 

using the 

horizontal 

format. 

Vertical format

The vertical format is a one-column layout showing assets first, followed by lia-

bilities and then capital. 

Using  the  vertical  format,  Figure  2-2  shows  the  Balance  Sheet  for  a  fictional business. 
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Whether you prepare your Balance Sheet as per Figure 2-1 or Figure 2-2, remember  that  Assets  =  Liabilities  +  Capital,  so  both  sides  of  the  Balance  Sheet  must balance to reflect this. 

The vertical format includes:

 

» Net current assets: Calculated by subtracting current assets from current liabilities — a quick test to see whether a business has the money on hand to 

pay bills. Net current assets is sometimes referred to as  working capital. 

 

» Total assets less current liabilities: What’s left over for a business’s owners after all liabilities have been subtracted from total assets. Total assets less 

current liabilities is sometimes referred to as  net assets. 

FIGURE 2-2:  

A sample Balance 

Sheet using the 

vertical format. 

236      BOOK 4  Working to Prepare Financial Statements

Sheet Developing a Balance

Putting Your Balance Sheet to Work

With  a  complete  Balance  Sheet  in  your  hands,  you  can  analyse  the  numbers through  various  financial  metrics  to  check  your  cash  status  and  monitor  your debt. These metrics are the type of tests that financial institutions and potential investors use to determine whether to lend money to or invest in your business. 

 

Therefore, a good idea is to run these tests yourself before seeking loans or investors. Ultimately, the tests in this section can help you determine whether your 

business is in a strong cash position. 

Testing your cash

When you approach a bank or other financial institution for a loan, you can expect the lender to use one of two ratios to test your cash flow: the  current ratio and the acid test ratio (also known as the  quick ratio). 

Current ratio

This ratio compares your current assets to your current liabilities and provides a quick glimpse of your business’s ability to pay its bills in the short term. 

The formula for calculating the current ratio is:

Current assets ÷ Current liabilities = Current ratio

The following is an example of a current ratio calculation:

£5,200 ÷ £2,200 = 2.36 (current ratio)

Lenders usually look for current ratios of 1.2 to 2, so any financial institution considers a current ratio of 2.36 a good sign. A current ratio under 1 is considered a danger sign because it indicates that the business doesn’t have enough cash to pay its current bills. This rule is only a rough guide, and some business sectors may require a higher or lower current ratio figure. Get advice to see what the norm is for your business sector. 

A current ratio over 2.0 may indicate that your business isn’t investing its assets well and may be able to make better use of its current assets. For example, if your business  is  holding  a  lot  of  cash,  you  may  want  to  invest  that  money  in  some long-term assets, such as additional equipment, that you can use to help grow 

the business. 
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Acid test (quick) ratio

The acid test ratio uses only the Cash account and Trade Debtors in its 



calculation — otherwise known as  liquid assets. Although similar to the current ratio  in  that  it  examines  current  assets  and  liabilities,  the  acid  test  ratio  is  a stricter test of a business’s ability to pay bills. The assets part of this calculation doesn’t take stock into account because it can’t always be converted to cash as 

quickly as other current assets and because in a slow market selling your stock 

may take a while. 

Many lenders prefer the acid test ratio when determining whether or not to give a business a loan because of its strictness. 

Calculating the acid test ratio is a two-step process:

1.  Determine your quick assets. 

Cash + Trade Debtors = Quick assets

2.  Calculate your quick ratio. 

Quick assets ÷ Current liabilities = Quick ratio

The following is an example of an acid test ratio calculation:

£3,000 + £1,000 = £4,000 (quick assets)

£4,000 ÷ £2,200 = 1.8 (acid test ratio)

Lenders  consider  that  a  business  with  an  acid  test  ratio  around  1  is  in  good condition. An acid test ratio of less than 1 indicates that the business can’t currently pay back its current liabilities. 

Assessing your debt

Before you even consider  whether  to take on additional debt, always check out 

your debt condition. One common ratio that you can use to assess your  business’s debt position is the  gearing ratio.  This ratio compares what your business owes —  

 external borrowing  —  to  what  your  business’s  owners  have  invested  in  the business —  internal funds. 

The most popular formula (because there are a couple of ways of calculating this) for the gearing ratio is the debt-to-equity ratio. 

In  simple  terms  this  is  where  you  calculate  total  debt  and  divide  it  by  shareholders’ equity. It is then multiplied by 100 to find a percentage. 

238      BOOK 4  Working to Prepare Financial Statements

Sheet Developing a Balance

1.  Calculate your total debt. 

Short-term debt + Long-term debt + bank overdraft = Total debt

2.  Calculate your gearing ratio. 

Total debt ÷ Shareholders equity = Gearing ratio

 

The following is an example of a debt-to-equity ratio calculation, using the bal-

ance sheet examples in this chapter. Note: There is no bank overdraft. 

£2,200 + £29,150 = £31,350 (total debt)

£31,350 ÷ £9,500 = 3.3 (gearing ratio)

Lenders like to see a gearing ratio close to 1 because it indicates that the amount of debt is equal to the amount of capital. Most banks probably wouldn’t lend any 

more money to a business with a debt to capital ratio of 3.3 until its debt levels were lowered or the owners put more money into the business. The reason for this 

lack of confidence may be one of two:

 

» They don’t want to have more money invested in the business than 

the owners. 

 

» They’re concerned about the business’s ability to service the debt. 

A debt-to-equity ratio of 3.3 means that for every £1 of equity, the business will have £3.30 of debt. This suggests that the company has a high level of debt financing, which could indicate a higher risk, especially when interest rates rise. 

We look at ratios in a lot more detail in Book 6, Chapter 2; skip ahead to see how investors may read the financial statements of a company. 

Have a Go

The next section invites you to have a go at putting together a few Balance Sheets, so that you become more familiar with the component parts. 

1.  In which part of the Balance Sheet do you find the Furniture account? 

2.  In which part of the Balance Sheet do you find the Trade Creditors (Trade 

Payables) account? 

3.  Describe the Owner’s Capital account. 
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4. Where do you find the Land and Buildings Account? 

5. Whereabouts in the Balance Sheet do you find the Credit Cards Payable 

account? 

6. Where do you find the Retained Earnings account? 

7. To practise preparing a Balance Sheet in the horizontal format, use this 

list of accounts to prepare a Balance Sheet for the Abba Company as of 

the end of May 2024:

Cash

£5,000

Debtors

£2,000

Stock

£10,500

Equipment

£12,000

Furniture

£7,800

Building

£300,000

Creditors

£5,200

Loans Payable

£250,000

Owner’s Capital

£52,000

Retained Earnings

£30,100

8. To practise preparing a Balance Sheet in the vertical format, use the 

same list of accounts from #7 to prepare a Balance Sheet for the Abba 

Company as of the end of May 2024:

9. Your Balance Sheet shows that your current assets equal £22,000 and 

your current liabilities equal £52,000. What is your current ratio? Is that a 

good or bad sign to lenders? 

10. Suppose that your Balance Sheet shows that your current assets equal 

£32,000 and your current liabilities equal £34,000. What would your 

current ratio be? Is that a good or bad sign to lenders? 

11. Your Balance Sheet shows that your current assets equal £45,000 and 

your current liabilities are £37,000. What is your current ratio? Is that a 

good or bad sign to lenders? 

12. Your Balance Sheet shows that your Cash account equals £10,000, your 

Debtors account equals £25,000 and your current liabilities equal £52,000. 

What would your acid test ratio be? Is that a good or bad sign to lenders? 
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13. Suppose that your Balance Sheet shows that your Cash account equals 

£15,000, your Debtors equals £17,000 and your current liabilities equals 

£34,000. What would your acid test ratio be? Is that a good or bad sign to 

lenders? 

14. Suppose that your Balance Sheet shows that your Cash account equals 

£19,000, your Debtors equals £21,000 and your current liabilities equals 

 

£37,000. What would your acid test ratio be? Is that a good or bad sign to 

lenders? 

15. A business’s current liabilities are £2,200 and its long-term liabilities are 

£35,000. The owners’ equity in the company totals £12,500. What is the 

debt-to-equity ratio? Is this a good or bad sign? 

16. Suppose that a business’s current liabilities are £5,700 and its long-term liabilities are £35,000. The owners’ equity in the company totals £42,000. 

What is the debt-to-equity ratio? Is this ratio a good or bad sign? 

17. Suppose that a business’s current liabilities are £6,500 and its long-term liabilities are £150,000. The owners’ equity in the company totals 

£175,000. What is debt-to-equity ratio? Is this ratio a good or bad sign? 

Answering the Have a Go Questions

1.  The Furniture account is regarded as a fixed asset because furniture is 

kept in the business for more than 12 months. 

2.  Trade Creditors (Trade Payables) are suppliers that the business owes 

money to.  This account is classified as a current liability. 

3.  Owners’ capital can be described as the money invested in the business 

by the owners.  When owners put money into the business, this act can be 

described as capital introduced. When money is taken out, it can be taken as 

drawings (if the business is a sole trader or partnership) or dividends (if the 

business is a limited company). 

4.  The Land and Buildings account is part of fixed assets because land and 

buildings are kept in the business for a long period of time. 

5.  The Credit Cards payable account is money owed by the business to 

credit cards.  This account is therefore a liability. Because the debt is due to be repaid within 12 months, the account is considered a Current Liability account. 

6.  The Retained Earnings account tracks the earnings that the owners 

reinvest in the business each year and are part of the owners’ equity in 

the company. 
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7.  The horizontal format would look like this:

Abba Company Balance Sheet; as of 31 May 2024

Fixed Asset

Capital

Building

£300,000

Opening

£52,000

Equipment

£12,000

Net Profit for the year

£30,100

Furniture

£7,800

£82,100

£319,800

Current Assets

Current Liabilities

Stock

£10,500

Creditors

£5,200

Debtors

£2,000

Cash

£5,000

Long-Term Liabilities

Loans Payable

£250,000

Total Current Assets

£17,500

Total Assets

£337,300

Total Liabilities and Equity

£337,300

8.  Here’s what the vertical format would look like:

Abba Company Balance Sheet; as of 31 May 2024

Fixed Assets

Building

£300,000

Equipment

£12,000

Furniture

£7,800

£319,800

Current Assets

Stock

£10,500

Debtors

£2,000

Cash

£5,000

£17,500
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Less: Current Liabilities

Creditors

£5,200

Net Current Assets

£12,300

Total Assets less Current Liabilities

£332,100

 

Long-Term Liabilities

Loans Payable

£250,000

£82,100

Capital

Opening Balance

£52,000

Retained Earnings

£30,100

Total Equity

£82,100

9. Calculate the current ratio:

£22,000 ÷ £52,000 = 0.42

This ratio is considerably below 1.2, so it would be considered a really bad sign. 

A ratio this low would indicate that a company may have trouble paying its bills 

because its current liabilities are considerably higher than the money the 

company has on hand in current assets. 

10. Calculate the current ratio:

£32,000 ÷ £34,000 = 0.94

The current ratio is slightly below the preferred minimum of 1.2, which would 

be considered a bad sign. A financial institution may loan money to this 

company but consider it a higher risk. A company with this current ratio would 

pay higher interest rates than one in the 1.2 to 2 current ratio preferred range. 

11. Calculate the current ratio:

£45,000 ÷ £37,000 = 1.22

The current ratio is at 1.22, which would be considered a good sign, and the 

company probably wouldn’t have difficulty borrowing money. 

12. First you calculate your quick assets:

£10,000 + £25,000 = £35,000

CHAPTER 2  Developing a Balance Sheet      243

Then you calculate your acid test ratio:

£35,000 ÷ £52,000 = 0.67

An acid test ratio of less than 1 would be considered a bad sign. A company with 

this ratio would have a difficult time getting a loan from a financial institution. 

13. First you calculate your quick assets:

£15,000 + £17,000 = £32,000

Then you calculate your acid test ratio:

£32,000 ÷ £34,000 = 0.94

An acid test ratio of less than 1 would be considered a bad sign. Because this 

company’s acid test ratio is close to 1 it could probably get a loan but would 

have to pay a higher interest rate because it would be considered a higher risk. 

14. First you calculate your quick assets:

£19,000 + £21,000 = £40,000

Then you calculate your acid test ratio:

£40,000 ÷ £37,000 = 1.08

An acid test ratio of more than 1 would be considered a good sign. A company 

with this ratio would probably be able to get a loan from a financial institution without difficulty. 

15. First, you calculate your total debt:

£2,200 + £35,000 = £37,200

Then you calculate your debt-to-equity ratio:

£37,200 ÷ £12,500 = 2.98

A debt-to-equity ratio of more than 1 would be considered a bad sign. A 

company with this ratio probably wouldn’t be able to get a loan from a financial 

institution until the owners put more money into the business from other 


sources, such as family and friends or a private investor. 

16. First, you calculate your total debt:

£5,700 + £35,000 = £40,700

Then you calculate your debt-to-equity ratio:

£40,700 ÷ £42,000 = 0.97
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A debt-to-equity ratio near 1 is considered a good sign. A company with this 

ratio is probably able to get a loan from a financial institution, but the institution may require additional funds from the owner or investors as well if the 

company is applying for a large, unsecured loan. A loan secured with assets, 

such as a mortgage, wouldn’t be a problem. 

17. First, you calculate your total debt:

 

£6,500 + £150,000 = £156,500

Then you calculate your debt-to-equity ratio:

£156,500 ÷ £175,000 = 0.89

A debt-to-equity ratio of less than 1 would be considered a good sign. A 

company with this ratio would probably be able to get a loan from a financial 

institution. 
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IN THIS CHAPTER

 

» Separating the three types of cash 

flows

 

» Figuring out how much actual cash 

increase was generated by profit

 

» Looking at a business’s other sources 

and uses of cash

 

» Being careful about free cash flow

 

» Evaluating managers’ decisions by 

scrutinising the cash flow statement

Chapter 3

Cash Flows and the Cash 

Flow Statement

This chapter talks about  cash flows — which in general refers to cash inflows and outflows over a period of time. Suppose you tell us that last year you 

had  total  cash  inflows  of  £145,000  and  total  cash  outflows  of  £140,000. 

We know that your cash balance increased by £5,000. But we don’t know where 

your £145,000 cash inflows came from. Did you earn this much in salary? Did you 

receive an inheritance from your rich uncle? Likewise, we don’t know what you 

used your £140,000 cash outflow for. Did you make large payments on your credit 

cards? Did you lose a lot of money at the races? In short, cash flows have to be 

sorted into different sources and uses to make much sense. 
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The Three Types of Cash Flow

Accountants categorise the cash flows of a business into three types:

 

» Cash inflows from making sales and cash outflows for expenses — sales and expense transactions — are called the  operating activities of a business 

(although they could be called profit activities just as well because their 

purpose is to make a profit). 

 

» Cash outflows for making investments in new assets (buildings, machinery, tools, and so on) and cash inflows from liquidating old investments (assets no 

longer needed that are sold off); these transactions are called  investing 

 activities. 

 

» Cash inflows from borrowing money and from the additional investment of 

money in the business by its owners, and cash outflows for paying off debt, 

returning capital that the business no longer needs to owners, and making 

cash distributions of profit to its owners; these transactions are called 

 financing activities. 

The cash flow statement (or  statement of cash flows) summarises a business’s cash flows for a period according to this three-way classification. 

It  should  be  noted  that  small  and  micro-entities  are  not  required  to  prepare  a cash flow statement. In December 2024, the UK government announced it would 

increase  the  threshold  classifications  for  small  entities  for  financial  periods beginning on or after 6 April 2025, so there’s going to be many more companies 

that won’t need to prepare a cash flow statement (if they don’t wish to, of course). 

Under  the  new  thresholds,  a  company  will  qualify  for  small  entity  status  if  it meets two out of the following three criteria:

 

» Annual Turnover: Not more than £15million (increased from £10.2 million)

 

» Balance Sheet total: Not more than £7.5million (increased from £5.1 million)

 

» Average number of employees: Not more than 50

If  a  company  is  preparing  a  cash  flow  statement  under  FRS102  (the  Financial Reporting Standard applicable in the UK and Republic of Ireland), it has specific guidelines to follow. FRS 102 is used mainly by private companies. Section 7 presents the cash flow using the three types of cash flow described above. 
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Publicly listed companies and large companies that voluntarily register to use UK-adopted IFRS (International Financial Reporting Standards) generally have more 

detailed  disclosure  requirements  than  FRS  102.  They  can  use  two  presentation methods, which we discuss in “Using the Indirect or Direct Method?” later in this chapter. It is worth noting that IFRS Accounting Standards generally favour the 

direct  method,  but  the  indirect  method  is  the  most  commonly  used  method  in the UK. 

If you use the  accrual basis of accounting for your Profit and Loss account, then you will record sales when made, whether or not cash is received at that time, and 

you’ll record expenses when they are incurred, whether or not the expenses are 

Cash Flow Statement Cash Flows and the

paid at that time. (Book 1, Chapter 2 explains accrual basis accounting.) Because accrual  basis  accounting  is  used  to  record  profit,  you  can’t  equate  bottom-line profit with an increase in cash. Suppose a business’s annual Profit and Loss statement reports that it earned £1.6 million net profit for the year. This doesn’t mean that its cash balance increased by £1.6 million during the period. You have to look in the cash flow statement to find out how much its cash balance increased (or, 

 

possibly, decreased!) from its operating activities  (sales revenue and expenses) during the period. 

Before moving on, here’s a short problem for you to solve. This summary of the 

business’s net cash flows (in thousands) for the year just ended, which uses the 

three-way classification of cash flows explained earlier, has one amount missing:

 (1) From profit (operating activities)

 ? 

 (2) From investing activities

 – £1,275

 (3) From financing activities

 + £160

 Decrease in cash balance during year

 – £15

Note  that  the  business’s  cash  balance  from  all  sources  and  uses  decreased  by 

£15,000  during  the  year.  The  amounts  of  net  cash  flows  from  the  company’s investing and financing activities are given. So, you can deduce that the net cash flow from profit (operating activities) was £1.1 million for the year. Understanding cash  flows  from  investing  activities  and  financing  activities  is  straightforward. 

Understanding the net cash flow from profit (operating activities), in contrast, is more challenging — but business managers and investors should have a good grip 

on this very important number. 
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Setting the Scene: Changes in  

Balance Sheet Accounts

The first step in understanding the amounts reported by a business in its cash 

flow  statement  is  to  focus  on  the   changes  in  the  business’s  Assets,  Liabilities, and Owners’ Equity accounts during the period — the increases or decreases of 

each account from the start of the period to the end of the period. These changes are  found  by  comparing  the  opening  and  closing  position  of  the  Balance  Sheet reported by a business. Figure 3-1 presents the increases and decreases during the year in the assets, liabilities, and owners’ equity accounts for a business example. 

Figure 3-1 isn’t a Balance Sheet but only a summary of  changes in account balances. We don’t want to burden you with an entire Balance Sheet, which has much 

more detail than is needed here. 

FIGURE 3-1:  

Changes in Bal-

ance Sheet assets 

and operating 

liabilities that 

affect cash flow 

from profit. 

Take a moment to scan Figure 3-1. Note that the business’s cash balance decreased by  £15,000  during  the  year.  It  is  useful  to  know  why  cash  has  decreased.  For example, has more cash been used to invest in new equipment and thus potentially improve long-term profitability, or is the business not getting cash in from its debtors quickly enough? The answers to these questions would provide management  and  investors  with  useful  information.  One  purpose  of  reporting  the 250      BOOK 4  Working to Prepare Financial Statements

cash flow statement is to summarise the main reasons for the change in cash —  

according  to  the  three-way  classification  of  cash  flows  explained  earlier.  One question on everyone’s mind is this: How much cash did the profit for the year 

generate  for  the  business?  The  cash  flow  statement  begins  by  answering  this question. 

Using the Indirect or Direct Method? 

Cash Flow Statement Cash Flows and the

In the UK, the cash flow statement is prepared in accordance with the FRS 102 or 

the UK-adopted IFRS Accounting Standards, and it shows how a company gener-

ates and uses its cash. And it has two methods of presentation called the indirect and the direct method. 

The  indirect method  starts  with  the  net  profit  or  loss  from  the  Profit  &  Loss 

 

account (Income Statement) and then adjusts this measure of profit for non-cash 

transactions, changes in working capital, and other cash flows to reconcile to net cash from operating activities. It is widely used in the UK because it aligns more closely with typical financial reporting practices. 

The direct method lists cash inflows, such as cash collected from customers and interest received, and then deducts cash outflows (such as payments to suppliers, wages, and taxes). While it’s easier for users to understand, it requires detailed cash transaction records, which can be time-consuming to compile. As a result, 

it’s less commonly used. We discuss this method briefly later in this chapter in the section, “Direct method — another alternative for reporting cash flow.” 

Looking at Cash Flow from  

Operating Activities

Although all amounts reported on the cash flow statement are important, the one 

that usually gets the most attention is  cash flow from operating activities, and this can sometimes be referred to as  cash flow from profit. This is the increase in cash generated  by  a  business’s  profit-making  operations  during  the  year,  excluding other sources of cash during the year (such as borrowed money, sold-off fixed 

assets and additional owners’ investments in the business).  Cash flow from profit indicates a business’s ability to turn profit into available cash — cash in the bank that  can  be  used  for  the  needs  of  business.  Cash  flow  from  profit  gets  just  as much attention as net profit (the bottom-line profit number in the Profit and Loss statement). 
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Before presenting the cash flow statement — which is a rather formidable, three-part accounting statement — in all its glory, in the following sections we build 

on the summary of changes in the business’s assets, liabilities, and owners’ equities shown in Figure 3-1 to explain the components of the £1.1 million increase 

in  cash  from  the  business’s  profit  activities  during  the  year.  (The  £1.1  million amount of cash flow from profit was determined earlier in the chapter by solving 

the unknown factor.)

The business in the example experienced a rather strong growth year. Its debtors 

and stock increased by relatively large amounts. In fact, all the relevant accounts increased; their closing balances are larger than their opening balances (which 

are  the  amounts  brought  forward  from  the  end  of  the  preceding  year).  At  this point, we need to provide some additional information. The £1.2 million increase 

in Retained Earnings is the net difference of two quite different things. 

The £1.6 million net profit earned by the business increased Retained Earnings 

by this amount. As you see in Figure 3-1, the account increased only £1.2 million. 

Thus, there must have been a £400,000 decrease in Retained Earnings during the 

year. The business paid £400,000 cash dividends from profit to its owners (the 

shareholders) during the year, which is recorded as a decrease in Retained Earn-

ings. The amount of cash dividends is reported in the  Financing Activities section of the cash flow statement. The entire amount of net profit is reported in the  Operating Activities section of the cash flow statement. 

Computing cash flow from profit (also 

known as cash flow from operating 

activities)

Table 3-1 illustrates how to compute cash flow from profit, based on changes in 

the company’s Balance Sheet accounts, as shown in Figure 3-1. It highlights the 

impact of these movements on cash flow. The section “Considering changes in 

working  capital”  provides  a  further  explanation  of  how  Balance  Sheet  account changes affect cash flow. 

Note that net profit for the year — which is the correct amount of profit based on the accrual basis of accounting — is listed in the Positive Cash Flow column. This is only the starting point. Think of this the following way: If the business had collected all its sales revenue for the year in cash, and if it had made cash payments for its expenses exactly equal to the amounts recorded for the expenses, then the net profit amount would equal the increase in cash. These two conditions are virtually never true, and they’re not true in this example. So, the net profit figure is just the jumping-off point for determining the amount of cash generated by the 

business’s profit activities during the year. 
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TABLE 3-1 

Computation of Cash Flow from Profit  

(in thousands of pounds)

Negative Cash

Positive Cash

Flow Effects

Flow Effects

Net profit for the year

£1,600

Debtors increase

£800

Stock increase

£975

Prepaid expenses increase

£145
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Depreciation expense

£1,200

Creditors increase

£80

Accrued expenses payable increase

£120

Income tax payable increase

£20

Totals

£1,920

£3,020

 

Cash flow from profit (£3,020  

£1,100

positive increases minus £1,920  

negative increases)

We’ll let you in on a little secret here. The analysis of cash flow from profit asks what  amount  of  profit  would  have  been  recorded  if  the  business  had  been  on the cash basis of accounting instead of the accrual basis. This can be confusing 

because it seems that two different profit measures are provided in a business’s 

financial report — the true economic profit number, which is the bottom line in 

the Profit and Loss account (usually called  net profit), and a second profit number called  cash flow from operating activities in the cash flow statement. 

The following sections explain the effects on cash flow that each Balance Sheet 

account change causes (refer to Figure 3-1). 

Considering changes in working capital

Changes in working capital are an important part of the cash flow statement and 

help explain how money flows in and out of a business. Working capital is simply 

the difference between current assets (like stock and money owed by customers) 

and current liabilities (such as bills to suppliers). For example, if a company buys more stock or customers take longer to pay, cash flow goes down. On the other 

hand, if the business collects money from customers faster or delays paying sup-

pliers, cash flow goes up. In this section, you’ll see how these changes show up in the cash flow statement and what they mean for the business. 
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Debtors increase

Remember that the  debtors’ asset shows how much money customers who bought products on credit still owe the business; this asset is a promise of cash that the business  will  hopefully  receive  in  the  next  accounting  period.  Basically,  debtors are the amount of uncollected sales revenue at the end of the period. Cash doesn’t increase until the business collects money from its customers. 

Debtors are also known as Accounts Receivables or Trade Receivables. The termi-

nology is interchangeable. 

But the amount in debtors is included in the total sales revenue of the period — 

after  all,  you  did  make  the  sales,  even  if  you  haven’t  been  paid  yet.  Obviously, then, you can’t look at sales revenue as being equal to the amount of cash that the business received during the period. 

To calculate the actual cash flow from sales, you need to subtract from sales revenue the amount of credit sales that you didn’t collect in cash over the period — but you add in the amount of cash that you collected during the period just ended for credit sales that you made in the  preceding period. Look at the following equation for a business example:

£25 million sales revenue – £0.8 million increase in debtors = £24.2 million cash collected from customers during the year

The business started the year with £1.7 million in debtors and ended the year with 

£2.5 million in debtors. The opening balance was collected during the year, but 

at the end of the year, the closing balance had not been collected. Thus, the  net effect is a shortfall in cash inflow of £800,000, which is why it’s called a negative cash flow factor. The key point is that you need to keep an eye on the increase or decrease in debtors from the beginning of the period to the end of the period. 

 

» If the closing balance of debtors is more than the opening balance, it means that your debtors are higher, and you haven’t collected as much cash from 

your customers as you did the previous year. As far as the cash flow state-

ment is concerned, an increase in debtors means less cash has been received. 

For that reason, an increase in debtors is a deduction from the profit we used 

as the starting point, because we are concerned with the impact on cash when 

dealing with the mechanics of the cash flow statement. 

 

» If the closing balance of debtors is lower than the opening balance, it means you’ve collected more cash from customers during the period compared to 

the previous year. In the cash flow statement, this decrease in debtors 

indicates higher cash inflows, so it is added to the profit figure and receiving 

more cash is always a good thing for business! 
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In the example we’ve been using, debtors increased £800,000. Cash collections from sales were £800,000 less than sales revenue. Ouch! The business increased 

its sales substantially over the last period, so you shouldn’t be surprised that its debtors increased. The higher sales revenue was good for profit but bad for cash 

flow from profit. 

An occasional hiccup in cash flow is the price of growth — managers and inves-

tors need to understand this point. Increasing sales without increasing debtors is a happy situation for cash flow, but in the real world, you can’t have one increase without the other (except in very unusual circumstances). 
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Stock increase

Stock is — usually one of the largest short-term or current assets for businesses that sell products. If the stock value is greater at the end of the period than at the start of the period — because either unit costs increased or the quantity of products increased — what the business actually paid out in cash for stock purchases 

 

(or  manufacturing  products)  is  more  than  the  business  recorded  as  its  cost  of goods sold in the period. Therefore, you need to deduct the stock increase from 

net profit when determining cash flow from profit. 

The impact of a stock increase (or decrease) is shown in the Operating Activities section of the cash flow under changes in working capital. 

In Figure 3-1, stock increased £975,000 from start-of-period to end-of-period. 

In other words, this business replaced the products that it sold during the period and increased its stock by £975,000. The easiest way to understand the effect of this increase on cash flow is to pretend that the business paid for all its stock purchases in cash immediately upon receiving them. The stock on hand at the start of the period had already been paid for in the  last period, so that cost doesn’t affect this period’s cash flow. Those products were sold during the period and involved 

no further cash payment by the business. However, the business did pay cash  this period for the products that were in stock at the end of the period. 

In other words, if the business had bought just enough new stock (at the same cost that it paid out last period) to replace the stock that it sold during the period, the actual cash outlay for its purchases would equal the Cost of Goods Sold reported 

in its Profit and Loss account. Closing stock would equal the opening stock; the 

two stock costs would cancel each other out and thus would have no effect on cash flow. But this hypothetical scenario doesn’t fit the example because the company 

increased its sales substantially over the last period. 
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To support the higher sales level, the business needed to increase its stock level. 

So,  the  business  bought  £975,000  more  in  products  than  it  sold  during  the period  —  and  it  had  to  come  up  with  the  cash  to  pay  for  this  stock  increase. 

Basically, the business spent £975,000 more than its cost of goods sold for the 

period. This step-up in its stock level was necessary to support the higher sales level, which increased profit — even though cash flow took a hit. 

Under accrual accounting, the cost of stock purchased for future periods affects 

cash flow immediately but won’t appear in the Profit and Loss statement until the stock is sold. If a business spends more on stock this period than it did last period, cash flow takes a hit, but this isn’t reflected in the net profit figure. It may seem complex now, but the upcoming cash flow statement example will make things 

clearer. 

Prepaid expenses increase

Prepaid expenses (refer to Figure 3-1) have increased by £120,000. Like changes 

in stock and debtors, changes in prepaid expenses affect cash flow, though usually on a much smaller scale due to the levels of expense involved. Prepaid expenses 

are often for amounts such as insurance, which are expenses paid in advance for 

future benefits. 

The opening balance of prepaid expenses is expensed this period, but the cash for it was paid last period. Similarly, cash paid this period for the next period’s prepaid expenses reduces this period’s cash flow but won’t impact net profit until the next period. In this example, the £145,000 increase in prepaid expenses reduces 

cash flow by the same amount. 

As  it  grows,  a  business  needs  to  increase  its  prepaid  expenses  for  things  like building insurance (premiums have to be paid in advance of the insurance cover-age), its stocks of office, and data processing supplies. Increases in debtors, stock, and prepaid expenses are the price a business has to pay for growth. Rarely do you find a business that can increase its sales revenue without increasing these assets. 

Adjusting for non-cash expenses

Depreciation is one of the easiest cash flow elements to explain but is often mis-understood when calculating cash flow from profit. To clarify, depreciation isn’t a cash expense for the period. It’s simply a small part of the original cost of fixed assets that were purchased and paid for in previous years. Although, it’s also possible that some fixed assets may have been bought during this period, and as a 

result, their cost appears under investing activities in the cash flow statement. 

Since depreciation isn’t a cash outflow, it’s added back to net profit when calculating cash flow from profit. 
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When  measuring  profit  under  the  accrual  basis  of  accounting,  depreciation  is shown as an expense. Fixed assets have a limited life of usefulness to a business (except for land); depreciation is the accounting method that allocates the total cost of fixed assets to each year of their use in helping the business generate sales revenue. Part of the total sales revenue of a business constitutes the  recovery of cost invested in its fixed assets.  In a real sense, a business “sells” some of its fixed assets each period to its customers — it factors the cost of fixed assets into the sales prices that it charges its customers. For example, when you go to a supermarket, a very small slice of the price you pay for that box of cereal goes toward the cost of the building, the shelves, the refrigeration equipment and so on. (No wonder they charge so much for a box of cornflakes!)
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Each period, a business recoups part of the cost invested in its fixed assets. In other  words,  £1.2  million  of  sales  revenue  (shown  in  Figure  3-1)  went  toward reimbursing the business for the use of its fixed assets during the year. The problem regarding depreciation in cash flow analysis is that many people simply add 

back depreciation for the year to bottom-line profit and then stop as if this is the 

 

proper number for cash flow from profit. That’s not the case. The changes in other assets as well as the changes in liabilities also affect cash flow from profit. You should factor in  all the changes that determine cash flow from profit, as explained in the section, “Operating liabilities increase” later in this chapter. 

NET PROFIT + DEPRECIATION EXPENSE 

DOESN’T EQUAL CASH FLOW FROM PROFIT! 

Why would this be? Well, it’s because of other changes in working capital, such as debtors, stock, and prepaid expenses — they also impact cash flow. For example, in Figure 3-1, the net profit was £1.6 million, and depreciation added £1.2 million. Whilst this totals  

£2.8 million, the company’s stock, debtors, and prepaid expenses increased by  

£1.92 million, which reduces the cash flow significantly to £88,000. However, there was also an increase in liabilities of £220,000, which, when added, resulted in a final cash flow from a profit of £1.1 million. 

In summary, depreciation positively impacts cash flow, but it’s only one piece of the overall puzzle. Changes in working capital will often have a significant impact, too, and managers need to be aware of that. 
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Operating liabilities increases

Most businesses,  including  the one in this example, have three main liabilities linked to their expenses: creditors, accrued expenses, and income tax payable. If the balance of any of these accounts at the start and end of the period is the same (which rarely happens), the business breaks even on cash flow for that account. 

However,  if  the  balance  at  the  end  of  the  period  is  higher  than  at  the  start,  it means the business hasn’t paid out as much cash as the expenses recorded in the 

Profit and Loss account for that period. 

In our example, the business paid £720,000 to settle the last period’s creditor’s balance.  This  amount  was  listed  on  the  previous  Balance  Sheet  as  the  creditor balance  and  paying  it  reduced  cash  flow  by  £720,000.  However,  this  period’s Balance Sheet shows a new creditor balance of £800,000, which the business will 

pay next period. This means the business paid £720,000 but recorded £800,000 in 

expenses,  so  cash  flow  is  £80,000  better  than  the  net  profit  figure.  Increases in  accrued  expenses  and  income  tax  payable  have  a  similar  positive  effect  on cash flow. 

Therefore, liability increases are favourable to cash flow — in a sense, the business borrowed more than it paid off. Such an increase means that the business 

delayed paying cash for certain things until next year. So, you need to add the 

increases in the three liabilities to net profit to determine cash flow from profit, following the same logic as adding back depreciation to net profit. The business 

didn’t have cash outlays to the extent of increases in these three liabilities. 

We’ve now finished analysing the changes in the business’s assets and liabilities that impact cash flow from profit. In this example, the company’s cash balance 

increased  by  £1.1  million  from  profit.  You  might  expect  cash  to  have  increased by £2.8 million — the £1.6 million net profit plus £1.2 million recovered from 

depreciation. This means the business is £1.7 million short in converting profit 

into cash flow (£2.8 million expected minus £1.1 million actual cash flow). The 

shortfall is due to a £1.92 million increase in assets, offset by only a £220,000 

increase in liabilities, as shown in Figure 3-1. 

Presenting the Cash Flow Statement

The  cash  flow  statement  is  one  of  the  three  key  financial  statements  a  business must prepare under financial reporting standards, including UK and Ireland 

Generally  Accepted  Accounting  Practice  (UK  and  Ireland  GAAP)  or  UK-adopted International Financial Reporting Standards (IFRS). Whenever a business includes 
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a Profit and Loss account (also called an Income Statement), it should also provide a cash flow statement. Remember, only small and micro-entities are the ones that 

don’t have to prepare a cash flow statement. 

The Profit and Loss account outlines the business’s income and expenses, ending 

with the net profit or loss for the period. The Balance Sheet provides a snapshot of the business’s financial position, showing its assets, liabilities, and equity at a specific point in time (in other words, at its month end or year end). For more details on these financial reports, refer to Book 4, Chapters 1 and 2. 

A cash flow statement simply shows the movement of money in and out of a busi-
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ness during a specific period. It complements the Profit and Loss account and the Balance Sheet to give a full picture of a business’s financial health. It basically shows how the entity has generated cash during a reporting period and what it’s 

done with that cash. It then shows the amount of cash (and cash equivalents) that is available to the business at the end of the period, which will usually agree to the amount of Cash at Bank in the Balance Sheet. If the total doesn’t automatically 

 

agree to the amount of Cash at Bank in the Balance Sheet, the business must show 

the difference in a reconciliation to help the user understand what the difference relates to. 

As explained at the start of the chapter, the cash flow statement is divided into three sections according to the three-fold classification of cash flows for a business: operating activities (which we also call  cash flow from profit in the chapter), investing activities, and financing activities. 

The cash flow statement reports a business’s net cash increase or decrease based 

on these three groupings of the cash flow statement. Figure 3-2 shows what a 

cash flow statement typically looks like — in this example, for a  growing business (which means that its assets, liabilities and owners’ equity increase during the period). 

The trick to understanding cash flow from profit is to link the sales revenue and expenses of the business with the changes in the business’s assets and liabilities that are directly connected with its profit-making activities. Remember, one of 

the objectives of the cash flow statement is to put the profit (or loss) figure into context. Using this approach earlier in the chapter, we determine that the cash 

flow from profit is £1.1 million for the year for the sample business. This is the number you see in Figure 3-2 for cash flow from operating activities. In our experience,  many  business  managers,  lenders  and  investors  don’t  fully  understand these links, but the savvy ones know to keep a close eye on the relevant Balance 

Sheet changes. 
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FIGURE 3-2:  

Cash flow 

statement for  

the business in 

the example. 

What  do  the  figures  in  the  first  section  of  the  cash  flow  statement  (See Figure 3-2) reveal about this business over the past period? Recall that the business experienced rapid sales growth over the last period. However, the downside 

of sales growth is that operating assets and liabilities also grow — the business needs more stock at the higher sales level and also has higher debtors. 
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WHERE TO PUT DEPRECIATION? 

Where the depreciation line goes within the first section (operating activities) of the cash flow statement is a matter of personal preference — no standard location is required. 

Many businesses report it in the middle or toward the bottom of the changes in assets and liabilities — perhaps to avoid giving people the idea that cash flow from profit simply requires adding back depreciation to net profit. 

The business’s prepaid expenses and liabilities also increased, although not nearly Cash Flow Statement Cash Flows and the

as much as debtors and stock. The rapid growth of the business yielded higher 

profit but also caused quite a surge in its operating assets and liabilities — the result being that cash flow from Operating Activities is only £1.1 million compared with £1.6 million in net profit — a £500,000 shortfall. Still, the business had £1.1 

million  at  its  disposal  after  allowing  for  the  increases  in  assets  and  liabilities. 

What did the business do with this £1.1 million of available cash? You have to look 

 

to the remainder of the cash flow statement to answer this key question. 

A very quick read through the rest of the cash flow statement (refer to Figure 3-2) goes something like this: The company used £1,275,000 to buy new fixed assets, 

borrowed  £500,000  (the  sum  of  both  short-term  and  long-term  borrowing), 

and distributed £400,000 of the profit to its owners, as well as issuing shares of 

£60,000. The result is that cash decreased £15,000 during the year. Shouldn’t the business have increased its cash balance, given its fairly rapid growth during the period? That’s a good question! The answer lies in how the business managed its 

cash flow throughout the year. While the company made a profit and even raised 

money by borrowing and issuing shares, it also made significant investments in 

new fixed assets and returned a portion of its earnings to the owners. These out-

flows  offset  the  cash  inflows,  leading  to  a  small  decrease  in  the  cash  balance. 

This highlights the importance of balancing growth investments with maintain-

ing healthy cash reserves, something that managers need to remain focused on. 

Sailing through the Rest of the  

Cash Flow Statement

After you get past the first section, the rest of the cash flow statement is a breeze. 

The last two sections of the statement explain what the business did with its cash and where cash that didn’t come from profit came from. 

CHAPTER 3  Cash Flows and the Cash Flow Statement      261

Investing activities

The  second  section  of  the  cash  flow  statement  reports  the  investment  actions that a business’s managers took during the year. Investments serve as indicators 

regarding  what  the  future  may  hold  for  the  company.  Major  new  investments are the sure signs of expanding or modernising the production and distribution 

facilities and capacity of the business. Major disposals of long-term assets and 

the shedding of a major part of the business could be good news or bad news for 

the business, depending on many factors. Different investors may interpret this 

information differently, but all would agree that the information in this section of the cash flow statement is very important. 

Certain long-lived operating assets are required for doing business — for exam-

ple,  DHL  wouldn’t  be  terribly  successful  if  it  didn’t  have  aeroplanes  and  vans for delivering packages and computers for tracking deliveries. When those assets 

wear out, the business needs to replace them. Also, to remain competitive, a business may need to upgrade its equipment to take advantage of the latest technol-

ogy or provide for growth. These investments in long-lived, tangible, productive 

assets, which we call  fixed assets in this book, are critical to the future of the business and are called  capital expenditures to stress that capital is being invested for the long term. 

One of the first claims on cash flow from profit is capital expenditure. Notice in Figure  3-2  that  the  business  spent  £1,275,000  for  new  fixed  assets,  which  are referred to as  property, plant and equipment in the cash flow statement (to keep the terminology consistent with account titles used in the Balance Sheet under UK and Ireland accounting standards because the term  fixed assets is rather informal but is still used a lot in the UK (even in company law). 

Cash flow statements generally don’t go into much detail regarding exactly what 

specific types of fixed assets a business purchased — how many additional square 

feet of space the business acquired, how many new drill presses it bought and so 

on.  (Some  businesses  do  leave  a  clearer  trail  of  their  investments,  though.  For example, airlines describe how many new aircraft of each kind were purchased to 

replace old equipment or expand their fleets.) There are likely to be more detailed disclosures of specific investments, such as aircraft purchases by an airline, in the notes to the accounts, rather than on the face of the cash flow statement itself. 

Typically,  every  year  a  business  disposes  of  some  of  its  fixed  assets  that  have reached the end of their useful lives and will no longer be used (or they may just become surplus to requirements). These fixed assets may be scrapped, traded in 

for new fixed assets or sold for relatively small amounts of money. The value of 

a fixed asset at the end of its useful life is called its  residual value. The disposal 262      BOOK 4  Working to Prepare Financial Statements

proceeds from selling fixed assets are reported as a source of cash received in the investing activities section of the cash flow statement. Usually, these amounts are fairly small. In contrast, a business may sell off fixed assets because it’s downsiz-ing or abandoning a major segment of its business. These cash proceeds can be 

fairly large. 

Financing activities

Note that in the annual cash flow statement (refer to Figure 3-2) of the business example we’ve been using, the positive cash flow from profit is £1.1 million and 
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the negative cash flow from investing activities is £1,275,000. The result to this point, therefore, is a net cash outflow of £175,000 — which would have decreased 

the company’s cash balance this much if the business didn’t go to outside sources of capital for additional money during the year. In fact, the business increased its short-term and long-term debt during the year, and its owners invested additional money in the business. The third section of the cash flow statement sum-

 

marises these financing activities of the business over the period. 

The  term   financing  generally  refers  to  a  business  raising  capital  from  debt  and equity sources — from borrowing money from banks and other sources willing 

to loan money to the business and from its owners putting additional money into 

the business. In addition, the term includes making payments on debt and return-

ing capital to owners. Financing also refers to cash distributions (if any) from the business’s profit to its owners. 

Most businesses borrow money for a short term (generally defined as less than 

one year), as well as for longer terms (generally defined as more than one year). 

In other words, a typical business has both short-term and long-term debt. The 

business in our example has both short-term and long-term debt. Although not 

a hard-and-fast rule, most cash flow statements report just the  net increase or decrease in short-term debt, not the total amount borrowed and the total payments on short-term debt during the period. In contrast, both the total amount 

borrowed  and  the  total  amount  paid  on  long-term  debt  during  the  year  are reported in the cash flow statement. Businesses are required to provide an analysis of their net borrowings as well under accounting standards, but that’s a little bit beyond the scope of this book; we’re just flagging up that the disclosures go a bit further than what you’ll see in this chapter. 

For the business we’ve been using as an example, short-term debt increased by a 

net £200,000 and long-term debt by £300,00.(refer to Figure 3-2). 

The financing section of the cash flow statement also reports on the flow of cash between the business and its owners (who are the shareholders of a business). 
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Owners can be both a  source of a business’s cash (capital invested by owners) and a use of a business’s cash (profit distributed to owners). This section of the cash flow statement reports capital raised from its owners if any, as well as any capital returned  to the owners.  In the cash flow statement  (Figure  3-2), note that the business did issue additional shares for £60,000 during the year, and it paid a 

total of £400,000 cash dividends (distributions) from profit to its owners. 

Direct method — another alternative  

for reporting cash flow

We call your attention, again, to the first section of the cash flow statement in Figure 3-2. You start with net profit for the period. Next, changes in assets and liabilities are deducted or added to net profit to arrive at cash flow from operating activities (the cash flow from profit) for the year. This format is called the  indirect method. The alternative format for this section of the cash flow statement is called the   direct method  and  is  presented  like  this  (using  the  same  business  example, with pound amounts in millions):

Cash inflow from sales

£24.2

Less cash outflow for expenses

£23.1

Cash flow from operating activities

£1.1

You may remember from the earlier discussion that sales revenue for the year is 

£25 million but that the company’s debtors increased £800,000 during the year, 

so cash flow from sales is £24.2 million. Likewise, the expenses for the year can be put on a cash flow basis. But we “cheated” here — we’ve already determined that 

cash flow from profit is £1.1 million for the year, so we plugged the figure for cash outflow for expenses. We would take more time to explain the direct approach, 

except for one major reason. 

Although the Financial Reporting Council (FRC), which oversees accounting stan-

dards in the UK and Ireland, acknowledges the advantages of the direct method for preparing cash flow statements, both the direct method and the indirect method 

are permitted under UK and Ireland Generally Accepted Accounting Practice (UK 

GAAP)  and  UK-adopted  International  Financial  Reporting  Standards  (IFRS).  In practice, the majority of businesses in the UK use the indirect method for reporting net cash flow from operating activities as it’s the most straightforward. 
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Free Cash Flow: What on Earth  

Does That Mean? 

A  new  term  has  emerged  in  the  world  of  accounting  and  finance  —   free  cash flow (FCF). 

Free cash flow is the money a business has left over after paying for its day-to- 

day running costs and any investments it needs to make in its operations. You can think of it as “spare cash” that can then be used to pay dividends to owners, repay Cash Flow Statement Cash Flows and the

debt or save for future opportunities. 

In simple terms:

Free cash flow = Cash from operating activities minus capital expenditure

 

Free cash flow is an essential measure of a business’s financial health because it shows how much money is readily available to a business after covering its needs. 

So, how much free cash flow would be reasonable for a business to have? Well, 

that depends on the size, industry, and growth stages of the business. 

For example, in an established business in a stable industry, such as a large utility company, you’d expect consistent and predictable free cash flow to be key. Having enough free cash flow provides consistent dividends to shareholders whilst leaving enough cash for future investments such as equipment upgrades. 

Fast-growing  companies,  for  example,  those  in  tech  industries,  might  invest more of their cash into future growth opportunities. Free cash flows will probably be much lower or even negative during rapid expansion. These types of companies 

would need to improve their free cash flow over time to ensure sustainability. 

Generally  speaking,  companies  should  ensure  the  business  has  enough  cash reserves for emergency funds and also the flexibility to seize new opportunities 

should they appear. Consistent positive free cash flow is a strong indicator that the business is healthy and well-managed. 

Scrutinising the Cash Flow Statement

A business’s cash flow statement provides valuable insight into management deci-

sions and financial strategies. It raises important questions such as: What would I have done differently if I were running this business? Would I have borrowed 
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more money? Would I have raised more money from the owners? Would I have distributed so much of the profit to the owners? Would I have let my cash balance drop by even such a small amount? 

One purpose of the cash flow statement is to show how managers balanced cash 

inflows  and  outflows  during  the  period.  While  it’s  easy  to  second-guess  these decisions, financial statements don’t always reveal the full extent of the circumstances or pressures that may have been evident at that time. 

The business in our example (refer to Figure 3-2) distributed £400,000 cash from 

profit to its owners — a 25 per cent  pay-out ratio (which is the £400,000 distribution divided by £1.6 million net profit). In analysing whether the pay-out ratio is too high, too low or just about right, you need to look at the broader context of the business’s sources of, and needs for, cash. 

First look at cash flow from profit: £1.1 million, which isn’t enough to cover the business’s £1,275,000 capital expenditures during the year. The business increased its total debt by £500,000. Given these circumstances, maybe the business should 

have hoarded its cash and not paid so much in cash distributions to its owners. 

So, does this business have enough cash to operate with? You can’t answer that 

question just by examining the cash flow statement — or any financial statement 

for that matter. Every business needs a buffer of cash to protect against unex-

pected developments and to take advantage of unexpected opportunities, as we 

explain in Book 5, Chapter 5 on budgeting. 

This particular business has a £2 million cash balance compared with £25 million 

annual sales revenue for the period just ended, which probably is enough. If you 

were the boss of this business how much working cash balance would you want? 

Not an easy question to answer! Don’t forget that you need to look at all three primary financial statements — the Profit and Loss account and the Balance Sheet as 

well as the cash flow statement — to get the big picture of a business’s financial health, as each of these primary statements all tell you different things about the business (the profit and loss account tells you the financial performance of the business; the Balance Sheet tells you the financial position of the business; and the cash flow statement tells you about the cash flows of the business). 
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IN THIS CHAPTER

 

» Sorting out business legal structures

 

» Reporting on self-employment and 

partnership tax

 

» Filing taxes for limited companies

Chapter 1

Discovering Different 

Business Types

Before you begin your business, cast your mind forward and determine what 

you think your business is going to look like over the next few years. For 

example, do you see yourself heading up a multinational organisation with 

lots of people working for you? Or, do you perhaps see yourself on your own, 

working the hours that suit you, picking the jobs that you want to do? Make sure 

that you take a few minutes to consider this, because your answers to these ques-

tions have an impact on which structure is most suitable for your business. 

Whichever structure you decide to start with determines how much administra-

tion needs to be done and who you need to inform that you’ve started a business. 

For example, paying taxes and reporting various financial information for your 

business are very important jobs, and the way in which you complete these tasks 

depends on your business’s legal structure. From sole traders (self-employment) 

to  limited  companies  and  everything  in  between,  this  chapter  briefly  reviews business types and explains how taxes are handled for each type. 
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Finding the Right Business Type

Business type and tax preparation and reporting go hand in hand. If you work as 

a bookkeeper/accountant for a small business, you need to know the business’s 

legal structure before you can proceed with reporting and paying tax on the busi-

ness income. Not all businesses have the same legal structure, so they don’t all 

pay tax on the profits they make in the same way. 

But before you get into the subject of tax procedures, you need to understand the various business structures that you may encounter. This section outlines each 

type of business. You can find out how these structures pay taxes in the separate sections that follow. 

Sole trader

The simplest legal structure for a business is the  sole trader, a business owned by one individual. Most new businesses with only one owner start out as sole 

traders, and some never change this status. Others, however, grow by adding 

partners and become  partnerships. Some businesses add lots of staff and want to protect themselves from lawsuits, so they become  Limited Liability Partnerships (LLPs). Those seeking the greatest protection from individual lawsuits, whether they have employees or are simply single-owner companies without employees, 

become limited companies. We cover these other structures later in this chapter. 

Partnership

HM Revenue & Customs considers any unincorporated business owned by more 

than one person to be a  partnership.  The partnership is the most flexible type of business structure involving more than one owner. Each partner in the business 

is equally liable for the activities of the business. This structure is slightly more complicated than a sole trader (see the preceding “Sole trader” section), and partners need to work out certain key issues before the business opens its doors. These issues include:

 

» How are the partners going to divide the profits? 

 

» How does each partner sell their share of the business, if they so choose? 

 

» What happens to each partner’s share if a partner becomes sick or dies? 

 

» How is the partnership going to be dissolved if one of the partners wants out? 
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Partners in a partnership don’t always have to share equal risks. A partnership may have two different types of partners: general and limited. The general partner runs the day-to-day business and is held personally responsible for all activities of the business, no matter how much they’ve personally invested. Limited partners, on the other hand, are passive owners of the business and aren’t involved 

in the day-to-day operations. If someone files a legal claim against the business, the limited partners can be held personally liable only for the amount of money 

they’ve individually invested in the business. 

Ensure that any partnership has an appropriately drawn up Partnership Agree-

ment by a legal professional. This is a formal document which will stipulate how 

the partnership is formed and details arrangements such as profit share, dissolu-

tion of partnership and any other stipulations that you wish to include. 

Limited Liability Partnerships (LLPs)

The  Limited Liability Partnership, or LLP, is a structure that provides the owners of partnerships with some protection from being held personally liable for their 

business activities. This business structure is somewhere between a partnership 

and a limited company (sometimes referred to as a “partnership in a corporate 

wrapper”): The business ownership and tax rules are similar to those of a part-
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nership, but like a limited company, if the business is sued, the owners aren’t held personally liable. 

Rather like forming a limited company, an LLP is formed by filing the appropriate forms with Companies House. On receipt of these forms, the Registrar of Companies issues a Certificate of Incorporation. 

 

Both for business and practical reasons, we recommend drawing up an agreement 

to establish the rights, responsibilities and duties of the partners to each other, and to outline how they’re going to run the business, because few provisions are 

contained within the act governing these relationships. 

Limited companies

You and your accountant (if you have one) may decide that the limited company 

route is the most appropriate way to go. There’s a lot to consider before choos-

ing limited company status and it is considered to be one of the safest business  

structures, which if you’re worried about something going wrong further 



down the line, such as being sued, then this might be the best approach for you. 

(Though there are many other considerations rather than just the risk of being 

taken to court.)
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GROWTH OF THE LLP

Limited Liability Partnerships are the latest business vehicle and were introduced on 6 April 2001 after the Limited Liability Partnerships Act 2000 received royal assent on 20 July 2000. Many law firms and accounting firms are set up as LLPs. LLP’s have to register with Companies House, file annual accounts, and submit a Confirmation Statement, similar to that of a limited company. However, taxation will be subject to each individual partner rather than corporation tax which is how limited companies are taxed. Another principal difference is that because an LLP does not issue shares, it does not have shareholders; it has members and designated members instead. 

Courts in the UK have clearly determined that a limited company is a separate 

legal entity ( Saloman v. Saloman 1897) and that its owners’ personal assets are protected from claims against the company. Essentially, an owner or shareholder 

in a company can’t be sued or face collections because of actions taken by the 

company. This veil of protection is one of a number of reasons that many small-

business owners choose to incorporate even though it involves more expense (to 

pay for both lawyers and accountants) and paperwork. Private limited compa-

nies are governed by the Companies Act 2006, which defines their responsibilities including shareholder agreements and dividend distributions. 

In a limited company, each share represents a portion of ownership, and profits 

must be split based on share ownership. You don’t have to sell shares on the public stock markets to be a limited company, though. In fact, most limited companies 

are private entities that sell their shares privately among friends and investors. 

If you’re a small-business owner who wants to incorporate, first you must form a 

 board of directors.  Boards can be made up of owners of the company as well as non-owners. You can even have your spouse and children on the board — bet those 

board meetings are interesting. 

ROLES AND RESPONSIBILITIES OF THE 

LIMITED COMPANY BOARD

Limited companies provide a veil of protection for company owners, but in order to maintain that protection, the owners must comply with many rules unique to companies. The  board of directors takes on the key role of complying with these rules, and it must maintain a record of meeting minutes that prove the board is following key operating procedures, such as:
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• Overseeing and approving banking arrangements to ensure they align with financial strategy

• Tracking of loans from shareholders or third parties and ensuring disclosure requirements are complied with per Companies Act 2006

• Selling or redeeming shares

• Approving and properly documenting dividend payments and checking to ensure the company has sufficient distributable funds

• Authorising of salaries or bonuses for officers and key executives

• Undertaking of any purchases, sales or leases of corporate assets

• Buying another company

• Merging with another company

• Ensuring changes made to the Articles of Association are approved by shareholders via a Special Resolution

• Election of corporate officers and directors

Corporate board minutes are considered official and must be available for review by HM Revenue & Customs and the courts. If a company’s owners want to invoke the veil Business Types Discovering Different

of protection that corporate status provides, they must prove that the board has met its obligations and that the company operated as a limited company. In other words, you can’t form a board and have no proof that it ever met and managed these key 

functions. 

Private limited companies can have as few as one director, and a company secretary is no longer mandatory. Public limited companies must, however, have a company 

 

secretary. 

Tax Reporting for Sole Traders

HM Revenue & Customs doesn’t consider sole traders and partnerships to be individual legal entities, so they’re not taxed as such. Instead, sole traders report any  business  earnings  on  their  annual  tax  returns  —  that’s  the  only  financial reporting they must do. In effect, sole traders and partnerships pay income tax on their business profits. To be technical, they pay their income tax on their business profit under what is called  trading income. A sole trader may well have another job as well, on which he pays tax under the normal Pay As You Earn (PAYE) system. 

All these sources (and other sources of income) are pulled together on the tax 

return to assess the overall income tax liability. 
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The basic tax return covers everything that a person in paid employment needs to tell HM Revenue & Customs to get his tax assessed correctly. The numerous  pages  of  questions  cover  every  aspect  of  tax  related  to  normal  tax  life  —  

working, receiving dividends, earning interest, paying and receiving pensions, 

making small capital gains — as we said, everything. 

As the bookkeeper/accountant for a sole trader, you’re probably responsible for 

pulling together the sales, cost of goods sold and expense information needed for the forms. In most cases, you send off this information to the business’s accountant to fill out all the required forms. 

Ultimately, because sole traders pay income tax on all their earnings, you need to note the current rates of tax for sole traders (and other unincorporated bodies) 

based on their taxable profits. Table 1-1 gives this information. 

TABLE 1-1 

2024/25 Taxable Profits

Tax Rate

2024/25 Taxable Profits

Basic rate: 20%

£0–£50,270

Higher rate: 40%

£50,271–£125,140

Additional rate: 45%

Over £125,140

Fortunately, most people have simple tax affairs. Because employment is usually 

taxed under the PAYE system (the employer acts as the unpaid tax collector) and 

most other sources of income have basic rate of tax deducted at source, you don’t need to complete a tax return each year. The tax return is needed to pull all the earnings together only where an individual may have a liability to higher rate tax, for example — other earnings that have not had tax deducted at source that push 

their taxable earnings above the basic tax rate. 

Making Tax Digital — Income Tax 

Self-Assessment

Making Tax Digital (MTD) is a government initiative to digitise and ultimately 

simplify tax reporting. It has already begun with VAT-registered companies and 

individuals, but now the initiative is expanding to Income Tax Self-Assessment. 
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At present, the scheme is due to roll out from April 2026 and will affect sole traders and landlords with annual business or property income in excess of £50,000. 

They must do the following:

 

» Maintain digital records — in other words, use MTD compliant 

accounts software. 

 

» Submit quarterly returns to HMRC. 

 

» File an End of Period Statement (EOPS) and a final declaration annually. 

From April 2027 this requirement will extend to those earning over £30,000. 

Expanding to the supplementary pages

To deal with liability at a higher tax rate or areas too complex for the stan-

dard annual tax return, you need supplementary pages. The supplementary  

pages cover:

 

» Employment: To cover more complicated employment situations; for 

example, an employee who has more than one job. 
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» Share schemes: To cover an employee who receives shares under an 

employee share ownership scheme. 

 

» Self-employment: These pages cover business profits for the sole trader. We look at this subject more closely in the next section. 

 

» Partnerships: To declare your share of any partnership profits. 

 

 

» Land and property: For example, where any rental income is received from any property. 

 

» Foreign: To cover any overseas sources of income. 

 

» Trusts: To cover any income received by means of a distribution from any trust set up for you. 

 

» Capital gains: To cover any gains made from the disposal of assets rather than trading income. 

 

» Non-residence: To cover any income received by non-residents in the UK and thus liable to UK tax. 

HM Revenue & Customs sends supplementary pages only if you ask for them or 

have received them before. As a taxpayer, you’re responsible for asking for a tax return and completing one every year. 
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Filling out the self-employment  

supplementary pages

This section concentrates on the supplementary pages that relate to running 

a  business.  Depending  on  your  turnover,  you  use  one  of  two  different  self-employment supplementary pages. If your turnover is less than £85,000, you can 

complete the shortened version, which is only two pages long. Double-check that 

you’re eligible to use the shortened form by referring to the guide to completing the self-employment supplementary pages. You can find it on the HMRC website, 

www.hmrc.gov.uk. Search for form SA103S. 

On the first page, SES1, you put down details of the business name and address 

and when it began or ceased trading. You also use this page to enter your busi-

ness income and allowable business expenses. (Refer to Book 4, Chapter 1 for a 

refresher.) You put your total business expenses in box 20 if your turnover is less than £85,000. On the second page, SES 2, you summarise the capital allowances 

that the business is claiming for any of its fixed assets. You then calculate your taxable profits and read page SESN9 of the notes to see whether you need to make 

any adjustments. 

Losses, Class 4 National Insurance Contributions and Construction Industry 

Scheme (CIS) deductions are entered in the final section. (Make sure that you read page SESN10 of the notes to help you complete this section correctly.)

For turnovers above £85,000, the full form is required (SA103F). 

Filing Tax Forms for Partnerships

If your business is structured as a partnership (meaning that it has more than 

one owner) and isn’t a limited liability company, your business doesn’t pay taxes. 

Instead, all money earned by the business is split up among the partners and they pay the tax due between them very much as if they were sole traders. However, 

a partnership is required to complete a partnership tax return (SA800) to aid the assessment of the members of the partnership. The contents of the SA800 include 

the details of the partnership’s income, allowable expenses and the distribution 

of profits/losses among partners. HMRC uses this information to cross reference 

against the individual partners’ tax returns. 

Essentially, the partnership tax return is sent out to the nominated partner and 
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return explained in the preceding sections. That partner states what profit share is attributable to each partner, and each partner is responsible for showing this profit figure in his own personal tax return. 

Don’t be tempted to forget to include partnership profits (or any other source of income for that matter), because HM Revenue & Customs knows from the partnership tax return what you earned in that tax year. 

You can get more information about how to complete the partnership tax return 

by typing “Partnership Tax Return SA800” in the search bar of the HMRC.gov.uk 

website. You can download separate guidance notes to help you complete the 

return. 

Filing Returns for Limited Companies

Limited companies are more complex than sole traders and partnerships. Although 

many aspects of their accounting and taxation are similar, their accounts are open to  public  scrutiny  because  each  year  a  limited  company  must  file  its  accounts at Companies House, the UK government organisation responsible for tracking 
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information about all UK limited companies (including Limited Liability Part-

nerships). This requirement means that although only HM Revenue & Customs 

knows the full details of a sole trader or partnership, the whole world has access to a limited company’s accounts. 

Companies make a separate tax return, known as a CT600, to HM Revenue & Cus-

toms, in which they provide various information concerning the company’s finan-

 

cial affairs. As a result, the limited company pays corporation tax on its earnings (the net profit before tax). This arrangement means that its shareholders receive dividends net of basic rate of income tax because the company has already paid it for them. Two forms of CT600 exist: A short version, only four pages, is sufficient for companies with straightforward tax affairs, but more complicated companies, 

as designated by HM Revenue & Customs, must complete the eight-page return. 

Check with your accountant whether you need to complete the eight-page return. 

From April 2011, companies must file their corporation tax online for accounting 

periods ending after 31 March 2010, and pay electronically, too. The HMRC website provides a lot of help and advice, so don’t panic — just click on Corporation Tax on the Businesses and Corporations menu from the home page. 

Corporation  tax  rates  vary  according  to  how  much  taxable  profit  the  company makes. Although starting rates are low for a limited company, they soon escalate 
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to the higher (main) rate. Current corporation tax rates on profits from 1 April 2023 are as shown below:

 

» Small Profits Rate: 19% for companies with taxable profits up to £50,000

 

» Main Rate: 25% for companies with taxable profits over £250,000

 

» Marginal Relief: Available for companies with taxable profits between 

£50,001 and £250,000

Marginal relief provides a gradual increase in the effective tax rate between the small profit rate and the main rate. You can use an online calculator on the HMRC 

website for marginal relief for corporation tax. You need to type in “Calculate 

Marginal Relief for Corporation Tax” in the search bar and follow the instructions on the screen. 

Check with your accountant to determine whether incorporating your business 

makes sense for you. A strong argument exists in favour of some smaller busi-

nesses incorporating, because they may pay less corporation tax than income tax 

at certain levels. But tax savings aren’t the only issue you have to think about; operating a limited company also increases administrative, legal and accounting 

costs. Make sure that you understand all the costs before incorporating. 

Introducing Software-Only Filing

The Economic Crime and Corporate Transparency Act 2023 will be introducing sig-

nificant reforms to Companies House. A key aspect of these reforms is the transi-

tion to software-only filing for company accounts and other statutory documents. 

Under the new regulations, companies will have to submit their accounts and 

other  document  filings  digitally  using  Companies  House-compliant  software. 

The idea is that it will improve data accuracy, enhance efficiency and strengthen security — because digital filings offer greater protection against fraud. 

The impact on small companies will be that they will have to provide more 

detailed financial information. At the time of writing, small and micro-entities 

have  the  option  of  filing  less  detailed  information  in  the  form  of  just  the  balance and Balance Sheet-related notes, so there’s not really very much available 

to scrutinise. But this will no longer be the case. They will have to provide comprehensive financial statements including Profit and Loss accounts and Balance 

Sheets. Basically, they must file the full accounts prepared for the shareholders. 

At the time of writing, we were still awaiting this secondary legislation, but it is expected to come into effect in or around 2026 (planned effective dates are always 278      BOOK 5  Accountants: Managing the Business

to be viewed as being tentative — in other words, they can be subject to change) as The Economic Crime and Corporate Transparency Act is being implemented in 

phases and all sorts of “twists and turns” can happen when reforms such as this 

are taking place. 

There will also be greater disclosure requirements for directors and shareholders as well as identity verification for directors and people with significant control, thus reducing the risk of fraudulent activities. 

You can find out more about the implementation timeline of these new reforms 

on the Companies House website. Alternatively check the www.gov.uk website and search for “Economic Crime and Corporate Transparency Act.” 

Have a Go

Try these questions to work out which type of business structure is suited to each occasion:

1.  You decide to start your own home-based business but want protection 
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from being held personally liable for your business’s activity. Which type 

of business structure would you be likely to pick? 

2.  You and two of your friends decide to start a band and you need to pick a 

business structure. Which type of business structure would you pick if 

you want to keep things as simple as possible? 

3.  You decide to start your own home-based business. Which type of 

 

business structure would be easiest for you to use to get started? 

Answering the Have a Go Questions

1.  You’d be likely to choose a limited company.  You can be sued personally if you structure your business as a sole proprietorship, but you’ve additional 

protection with a limited company; your personal assets are protected. 

2.  The simplest structure is likely to be a partnership.  However, you’d need to agree how to share profits and what would happen if a member decided to 

leave the band. You should set up a simple partnership agreement to avoid 

complications in the future. 

3.  Choosing to be a sole trader is the easiest way to start up in business.  You can start trading immediately, using your own name or a trading name. 
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IN THIS CHAPTER

 

» Having a choice of accounting 

methods

 

» Understanding the alternatives for 

calculating cost of goods sold expense 

and stock cost

 

» Dealing with depreciation

 

» Writing down stock and debtors

 

» Keeping two sets of books

Chapter 2

Choosing Accounting 

Methods

Some people put a great deal of faith in numbers: 2 + 2 = 4, and that’s the end of the story. They see a number reported to the last digit in one of the financial statements, and they assume that it’s perfectly accurate. But accounting 

isn’t just a matter of adding up numbers. It’s not an exact science. 

Accountants  do have plenty of rules that they must follow, but there is also room for some judgment. In the UK, FRS 102 “The Financial Reporting Standard applicable in the UK and Republic of Ireland” is the main accounting standard that most small and medium-sized companies follow (but larger businesses in the UK and 

Republic of Ireland that are private entities will also follow FRS 102). Very small companies (micro-entities) can apply FRS 105 “The Financial Reporting Standard 

applicable to the Micro-entities Regime” can be used by them if they wish (or 

they can use FRS 102). Larger businesses which are listed on the stock exchange 

or are viewed as being “Public Interest Entities,” use UK-adopted International 

Financial Reporting Standards (IFRS), which aim to make financial reporting con-

sistent across the world. Both sets of standards are designed to ensure businesses report their numbers clearly and consistently, with the two standards reflecting 

the needs of both smaller and larger companies. 
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In addition to international standards, the government regulatory agencies and other bodies issue various rules and regulations. For example, in the UK, HM Revenue & Customs (HMRC) sets rules on tax reporting, whilst the Financial Conduct Authority (FCA) regulates financial markets and ensures transparency for publicly listed companies. For companies listed on the London Stock Exchange, the 

exchange itself sets additional reporting and compliance requirements through 

its listing rules. 

Companies  House  also  plays  a  crucial  role  in  the  UK  by  maintaining  the  official register of companies. All companies are required to submit annual financial statements  and  confirmation  statements  to  Companies  House,  ensuring  transparency and compliance with UK company law. 

Professional bodies such as the Institute of Chartered Accountants in England & Wales (ICAEW) and the Chartered Institute of Management Accountants (CIMA), 

also provide guidance on applying accounting standards and ethical practices. 

Even with all these rules, businesses still have some choice over how they apply 

accounting methods within the framework of the standards they adhere to. Those 

different choices of method can lead to differences in profit and values, which will vary from company to company. It’s important for both managers and  investors 

to be able to identify the accounting methods being used and also interpret  

the results. 

Decision-Making behind the Scenes  

in Profit and Loss Accounts

Book 4, Chapter 1 introduces the simplified UK format for presenting Profit and 

Loss  statements.  (We  also  discuss  this  in  Book  5,  Chapter  3,  where  we  look  at managing  profit  performance.)  Figure  2-1  presents  another  Profit  and  Loss statement  for  a  business  —  with  certain  modifications  that  you  won’t  see  in actual  external  Profit  and  Loss  statements.  For  explaining  the  choices  between alternative accounting methods, certain specific expenses are broken down under 

the company’s sales, administrative and general expenses (SA&G) category in 

Figure 2-1. Of these particular expenses, only depreciation is typically disclosed in external Profit and Loss statements, either on the face of the statements or in the notes. Other specific expenses within the SA&G category shown in Figure 2-1 

are not usually disclosed externally unless required by accounting standards due 

to materiality or relevance. 
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Here’s a quick overview of the accounting matters and choices relating to each line in the Profit and Loss statement shown in Figure 2-1, from the top line to the bottom line:

 

» Sales revenue: Timing the recording of sales is key. Whilst it’s generally straightforward, consistency year to year is essential. Certain industries — 

such as software, high-tech companies, and start-ups — face unique chal-

lenges in revenue recognition. A footnote to the company’s financial 

statements should explain its revenue recognition method if there’s anything 

unusual about it. 

The UK follows FRS102, FRS 105 and UK-adopted IFRS 15 standards for 

revenue recognition. 

FIGURE 2-1:  

Methods Choosing Accounting

A Profit and Loss 

account including 

certain expenses 

that aren’t 

reported outside 

the business. 

 

If products are returnable and the deal between the seller and buyer doesn’t 

satisfy normal conditions for a completed sale, then recognition of sales 

revenue should be postponed until the return privilege no longer exists. For 

example, some products are sold  on approval,  which means the customer 

takes the product and tries it out for a few days or longer to see whether they 
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really want it. This area is increasingly significant with the ongoing growth of e-commerce. In the UK, the Consumer Contracts (Information, Cancellation 

and Additional Charges) Regulations 2103, (which replaced the Distance 

Selling Regulations of 2001) gives consumers additional rights to obtain full 

refunds on goods bought over the Internet and through mail order without 

having to give a reason for doing so. 

Continuing on with the lines of the Profit and Loss account after Sales 

Revenue:

 

» Cost of goods sold expense: Whether to use the first-in, first-out (FIFO) method or the average cost method (each of which is explained in the section 

“Calculating Cost of Goods Sold and Cost of Stock,” later in this chapter), the 

cost of goods sold is a big expense for companies that sell products. This 

decision directly impacts reported profits and stock valuation. 

 

» Gross margin: This figure is influenced by the methods used for revenue 

recognition and COGS. Variations in accounting choices can significantly affect 

gross margin. 

 

» Stock write-downs: Companies should carefully count and inspect stock to identify losses due to theft, damage, and deterioration. They must also assess 

whether the inventory’s net realisable value (NRV) is lower than its cost, as 

required under accounting standards (you’ll see NRV referred to as “estimated 

selling price less costs to complete and sell,” but they both mean the same 

thing). For more details, see ”Identifying Stock Losses: Net Realisable Value 

(NRV),” later in this chapter. Stock is a high-risk asset subject to theft, damage, and obsolescence, making regular reviews and assessments critical. 

 

» Bad debts expense: When to conclude that the debts owed to you by 

customers who bought on credit (debtors) aren’t going to be paid — the 

question is really when to  write down these debts (that is, remove the amounts from your asset column). You can wait until after you’ve made a substantial 

effort to collect the debts, or you can make your decision before that time. 

See ”Collecting or Writing Off Bad Debts,” later in this chapter. 

 

» Asset impairment write-downs: Whether (and when) to  write down or  write off an asset — that is, remove it from the asset column. Stock obsolescence/

damage, bad debts and depreciation by their very nature are asset write-

downs. Other asset write-downs are required when any asset becomes 

 impaired, which means that it has lost some or all of its value to the business and has little or no disposable value. An asset write-down reduces the book 

(recorded) value of an asset (and at the same time records an expense or  

loss of the same amount). A  write-off reduces the asset’s book value to zero and removes it from the accounts, and the entire amount becomes an 

expense or loss. 
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For example, your delivery van driver had an accident. The repair of the van was covered by insurance, so no write-down is necessary. But the products 

being delivered had to be thrown away and weren’t insured while in transit. 

You write off the cost of the stock lost in the accident. 

 

» Depreciation expense: Whether to use a short-life method and load most of the expense over the first few years, or a longer-life method and spread the 

expense evenly over the years. Refer to ”Appreciating Depreciation Methods,” 

later in this chapter. Depreciation is a big expense for some businesses, 

making the choice of method even more important. FRS 102 Section 17 

(“Property, Plant and Equipment”) and FRS 105 (“Property, Plant and 

Equipment and Investment Property”) outline the requirements for deprecia-

tion and other aspects of property, plant, and equipment under UK and 

Ireland GAAP. It applies to companies preparing their accounts under FRS 102, 

which is used by private entities. Companies that adhere to UK-adopted 

International Financial Reporting Standards (IFRS) must follow IAS 16 

(“Property, Plant and Equipment”) for similar requirements. 

 

» Warranty and guarantee (post-sales) expenses: Companies must decide 

whether to estimate these costs up front, based on historical data, or to 

account for them later when claims occur. New products without a track 

record can pose challenges when estimating. 

 

» All other SA&G expenses: This is the catch-all “other expenses” line that you use if you can’t categorise the item into any of the preceding items. These 

must relate to selling, admin or general expense types. 

 

» Earnings before interest and tax (EBIT): This profit measure equals sales revenue less all the expenses above this line; therefore, EBIT depends on the 

particular choices made for recording sales revenue and expenses. Variations 

in accounting methods can cause variations in EBIT of between 10 to 20%. 

 

» Interest expense: Usually a cut-and-dried calculation, based on debt 

agreements. 
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» Corporation tax expense: The calculation for corporation tax often involves two methods: one for the Profit & Loss statement and the other for Taxable 

Income. A reconciliation of the two different tax amounts are explained in the 

footnotes to the financial statements. See “Reconciling Corporation Tax,” later 

in this chapter. 

 

» Net profit: Like EBIT, this can vary considerably depending on which accounting methods you use for measuring expenses. (See also Book 6, Chapter 1 on 

 

 profit smoothing, which crosses the line from choosing acceptable accounting methods into the grey area of “earnings management” through means of 

accounting manipulation.)
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Whereas bad debts, post-sales expenses and asset write-downs vary in importance from business to business, some elements of the cost of goods sold figure 

and depreciation methods are so important that a business must disclose which 

methods it uses for these two expenses in the notes to its financial statements. 

(Book 6, Chapter 1 explains notes to financial statements.) HM Revenue & Cus-

toms requires that a company actually records in its cost of goods sold expense 

and stock asset accounts the amounts determined by the accounting method it 

uses to determine taxable income — a rare requirement in company tax law. 

Considering how important the bottom-line profit number is and that different 

accounting  methods  can  cause  major  differences  in  reporting  profits,  accountants have yet to develop universal rules that eliminate all variability (and this is unlikely to happen anytime soon). The choice of accounting methods ultimately 

lies with senior managers and accountants. If you’re a business owner, it is essential to actively participate in these decisions to ensure that the financial statements accurately reflect your business’s performance. 

Calculating Cost of Goods Sold  

and Cost of Stock

One main accounting problem for companies that sell products is how to mea-

sure their  cost of goods sold, which is the sum of the costs of the products sold to customers during the period. You deduct cost of goods sold from sales revenue to 

determine  gross profit — the first profit line on the Profit and Loss statement (see Book 4, Chapter 1 for more about Profit and Loss statements). Cost of goods sold 

is therefore a very important figure, because if gross profit is wrong, bottom-line profit (net profit) is wrong. 

First, a business acquires products, either by buying them (retailers) or by pro-

ducing  them  (manufacturers).  Book  5,  Chapter  4  explains  how  manufacturers determine product cost; for retailers product cost is simply the purchase cost. 

(Well, it’s not entirely this simple, but you get the point.) Product cost is entered in the stock asset account and is held there until the products are sold. Then, but not before, product cost is taken out of stock and recorded in the cost of goods 

sold account. 

For example, let’s assume you earn £700 in a week, which is paid into your bank 

account; that money is an asset. It only becomes an expense when you spend it. 
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the business sells something. When you make a payment, you know exactly how much you’re spending. But when a business takes products out of stock to sell, 

figuring  out  the  cost  of  goods  sold  isn’t  as  clear-cut.  The  amount  depends  on which accounting method the business chooses to use. 

The essence of this accounting issue is that you have to split the total cost of your stock between the units sold (cost of goods sold in the Profit and Loss statement) and the unsold units that remain on hand waiting to be sold next period (stock 

asset, in the Balance Sheet). 

For example, say you own a shop that sells antiques. Every time an item sells, you need to transfer the amount you paid for the item from the stock asset account 

into the cost of goods sold account. At the start of the period, the cost of goods sold is zero, and if you own a medium-sized shop selling medium-quality antiques, 

your stock asset account may be £20,000. Over the course of the period, your cost of goods sold should increase (hopefully rapidly, as you make many sales). 

You probably want your stock asset account to remain fairly static, however. If you paid £200 for a wardrobe that sells during the period, the £200 leaves the stock 

asset account and finds a new home in the cost of goods sold expense account. 

However, you probably want to turn around and replace the item you sold, ulti-

mately  keeping  your  stock  asset  account  at  around  the  same  level  —  although more complicated businesses have more complicated strategies for dealing with 

stock and more complex accounting problems. Some larger businesses have 

sophisticated software that deals with all these stock issues for them. 

You have two main methods to choose from when you measure the cost of goods 

sold and stock costs: You can follow a first-in, first-out (FIFO) cost sequence or take the average costs for the period. Other methods are acceptable, but these two are the primary options. 

Product costs are entered in the stock asset account in the order acquired, but 
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they’re not necessarily taken out of the stock asset account in this order. The different methods refer to the order in which product costs are  taken out of the stock asset  account.  You  may  think  that  only  one  method  is  appropriate  —  that  the sequence in should be the sequence out. However, generally accepted accounting 

principles permit other methods. 

 

The FIFO method

With the FIFO method, you charge product costs to the cost of goods sold in the 

chronological order in which you acquired the goods. The procedure is that simple. 
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Suppose that you acquire four units of a product during a period, one unit at a time, with unit costs as follows (in the order in which you acquire the items): 

£100, £102, £104 and £106. By the end of the period, you’ve sold three of those 

units. Using FIFO, you calculate the cost of goods sold expense as follows:

£100 + £102 + £104 = £306

The ending stock asset, then, is £106, which is the cost of the most recent pur-

chased units. The £412 total cost of the four units is divided between the £306 cost of goods sold for the three units sold and the £106 cost of the one unit left in stock. 

FIFO works well for two reasons:

 

» In most businesses, products move into and out of stock in a FIFO sequence: The earlier acquired products are delivered to customers before the later 

acquired products are delivered, so the most recently purchased products 

are the ones still in ending stock to be delivered in the future. Using FIFO, the stock asset reported on the Balance Sheet at the end of the period reflects 

the most recent purchase cost and, therefore, is close to the current  replacement cost of the product. 

 

» When product costs are steadily increasing, many (but not all) businesses follow a FIFO sales price strategy and hold off on raising sales prices as long  

as possible. They delay raising sales prices until they’ve sold all lower-cost 

products. Only when they start selling from the next batch of products, 

acquired at a higher cost, do they raise sales prices. We strongly favour using 

the FIFO cost of goods sold method when the business follows this basic sales 

pricing policy because both the expense and the sales revenue are better 

matched for determining gross margin. 

FIFO is a practical and widely accepted method, especially when costs are rising 

steadily, and businesses follow a first-in, first-out sales strategy. 

The average cost method

Although  the  average  cost  method  is  less  popular  than  FIFO,  it  offers  a  simple approach. By averaging product costs over a period, it smooths out the effect of 

cost fluctuations and prevents the cost of goods sold from being overly influenced by extreme price changes. 
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The average cost method is widely recognised and acceptable under FRS102 and UK-adopted IFRS accounting standards. 

Here’s how it works if, for example, you run a haberdashery shop selling buttons: 1.  You make your first purchase:

You buy 200 buttons at 50p each. 

Total cost: £100

2.  You make your second purchase:

Later in the month, you buy a further 100 buttons, but this time they cost 

80p each. 

Total cost: £80

3.  To calculate the average, you add them together:

Total buttons: 200 + 100 = 300 buttons

Total cost: £100 + £80 = £180

Average cost of buttons = £180 divided by 300 buttons = 60p per button. 

4.  When you sell 50 buttons, the cost of goods sold is calculated at  

average cost:

So, the COGS would be 50 x 60p = £30. 

5.  The remaining stock: 250 buttons at 60p = £150. 

The benefit of using average cost is that it is simple, and the stock value won’t be wildly affected by price fluctuations. 

It would be remiss of us not to mention LIFO (Last in First Out). This is where the products that were most recently bought are put to the front of the shelf and are Methods Choosing Accounting

sold first. In accounting terms, this means that the COGS is calculated using the latest (possibly more expensive) prices and the older stock stays on your Balance Sheet and forms part of your stock value. This method can reduce your taxable 

profits at a time of rising prices, but it can also show your stock at a low value, as it is based on cheaper, older stock. UK and Ireland GAAP does not allow the use of LIFO (neither does UK-adopted IFRS) so you can’t use this method in valuing your 

stock for statutory reporting purposes. 
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Identifying Stock Losses: Net Realisable 

Value (NRV)

Regardless of which method you use to determine stock cost, you should make 

sure that the owner or directors apply the  net realisable value (NRV) test to stock. 

You may see NRV called “estimated selling price less costs to complete and sell,” 

which is the same thing. The NRV is the amount a business can sell the product 

for minus any costs to complete and sell it. A business should go through the NRV 

routine at least once a year, usually near or at year-end. The process consists of comparing the cost of every product in stock — meaning the cost that’s recorded 

for each product in the stock asset account according to the FIFO or average cost method (or whichever method the company uses) — with two benchmark values:

 

» The product’s  current replacement cost (how much the business would pay to obtain the same product right now). 

 

» The product’s  net realisable value (how much the business can sell the product for). If a product’s cost on the books is higher than either of these two 

benchmark values, you or your accountant should decrease product cost to 

the lower of the two. In other words, stock losses are recognised  now rather than  later, when the products are sold. The drop in the replacement cost or sales value of the product should be recorded now, on the theory that it’s 

better to take your medicine now than to put it off. Also, the stock cost value 

on the Balance Sheet is more conservative because stock is reported at a 

lower cost value. 

Buying and holding stock involves certain unavoidable risks. Asset write-

downs, explained in the “Decision-Making behind the Scenes in Profit and Loss  

Statements” section earlier in this chapter, are recorded to recognise the conse-

quences of two of those risks — stock obsolescence and damages, which are not 

fully covered by insurance. 

Keeping accurate track of your stock costs is important to your bottom line now 

and in the future, so don’t fall into the trap of doing a quick NRV scan without 

looking carefully at your stock values. You may well need to do a stock write-down. 

Sadly, some individuals abuse NRV when completing their company tax returns. 

They  write down their closing stock cost value — decrease closing stock cost more than can be justified by the NRV test — the effect of which increases the deductible expenses on the company tax return and thus decreases the company’s tax-

able income. A product may have a proper cost value of £100, for example, but 

someone who is less than honest may invent some reason to lower it to £75 and 

thus record a £25 stock write-down expense in this period for each unit — which 
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isn’t  justified  by  the  facts.  But  even  though  the  person  can  deduct  more  this year, they’ll have a lower stock cost to deduct in the future. Also, if the person is selected for an HM Revenue & Customs inspection and the tax inspector discovers an unjustified stock write-down, the person may end up being charged with 

tax evasion. At the very least, they’ll have to pay the tax relief on the unjustified write-down back and be charged a fine for the mis-declaration. 

Most accounting software packages either support or have plug-in modules that 

allow  you  to  run  all  these  costing  methods  and  compare  their  effect  on  your apparent  financial  performance.  For  example,  Sage  50  Account  supports  the FIFO model, which assumes that the first stock you purchase is also the first stock you sell. This means the cost price of the oldest stock is used to calculate the  

cost of stock. 

Managing Your Stock Position

Businesses have to carry a certain minimum amount of stock to ensure the  

production pipeline works efficiently and expected demand is met. So the costs 

associated with ordering large quantities infrequently (and so reducing the order cost but increasing the cost of holding stock) have to be balanced with placing frequent orders (which pushes the cost of orders up but reduces stock holding costs). 

Economic Order Quantity (EOQ) is basically an accounting formula that calculates 

the most cost-effective quantity to order; the point at which the combination of 

order costs and inventory carrying costs are at the minimum. 

The formula for EOQ is

Economic Order Quantity    (2 R O)

C
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where R = annual demand in units; O = cost of placing an order; and C = cost of 

carrying a unit of inventory for the year. 

Appreciating Depreciation Methods

 

We discussed depreciation earlier in Book 3 Chapter 3, but here we expand on the 

methods in a little more detail. 

In theory, accounting for depreciation expense is straightforward enough: you 

divide the cost of a fixed asset among the number of years that the business expects CHAPTER 2  Choosing Accounting Methods      291

to use the asset. In other words, instead of having a huge lump-sum expense in the year that you make the purchase, you charge a fraction of the cost to expense for each year of the asset’s lifetime. Using this method is much easier on your bottom line in the year of purchase, of course and produces a more realistic profile of how the business is consuming the asset in its day-to-day operations. 

When calculating depreciation of your assets each year, you’ve a choice of two 

main methods: Straight Line and Reducing Balance. In this section, we explain 

these methods as well as the pros and cons of using each one. 

Although other methods of calculating depreciation are available, for accounting 

purposes the two main methods are Straight Line and Reducing Balance. Both 

methods are acceptable, and it doesn’t matter to HM Revenue & Customs which 

you use. In practice, a business chooses one method and sticks with it. Straight 

Line suits those businesses that want to write off their assets more quickly. 

In the UK, companies apply FRS 102 or FRS 105  for  financial  reporting,  unless they are using UK-adopted International Financial Reporting Standards (IFRS), in 

which case they follow IAS 16 for accounting for property, plant, and equipment. 

To  show  you  how  the  methods  handle  assets  differently,  we  calculate  the first year’s depreciation expense using the purchase of a piece of equipment on 

1  January  2024,  with  a  cost  basis  of  £25,000.  We  assume  the  equipment  has  a useful life of five years, so the annual depreciation rate is 20%. 

Before looking at the two main methods of depreciation, we must first mention 

the  depreciable amount.  This is the portion of the asset’s cost that will be allocated as an expense over time. 

The depreciable amount is calculated as: Cost of the asset − residual value In our example, we assume that the piece of equipment was purchased on 

1st January 2024 with a cost basis of £25,000. We have assumed that there will be no residual value and so the full £25,000 is depreciable over time. 

We now look at both methods of depreciation to see how each method differs. 

Straight-Line depreciation

When depreciating assets using the  Straight-Line method, you spread the cost of the asset evenly over the number of years that your business is going to use the asset. 

Straight Line is the most commonly used method for depreciation of assets, and 

the easiest one to use. The formula for calculating Straight-Line depreciation is: Cost of fixed asset × Annual depreciation rate = Annual depreciation expense
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For the piece of equipment in this example, the cost basis is £25,000 and the annual depreciation rate is 20%. With these figures, the calculation for finding 

the annual depreciation expense of this equipment based on the Straight-Line 

depreciation method is

£25,000 × 20% = £5,000 per annum

Each year, the business’s Profit and Loss statement includes £5,000 as a depre-

ciation expense for this piece of equipment. You add this £5,000 depreciation 

expense to the Accumulated Depreciation account for this asset. You show this 

Accumulated Depreciation account below the asset’s original value on the Balance 

Sheet. You subtract the accumulated depreciation from the value of the asset to 

show a net asset value, which is the value remaining on the asset. 

Reducing-Balance depreciation

The  Reducing-Balance method of depreciation works well because it comes clos-est to matching the calculation of Capital Allowances, HM Revenue & Customs’  

version of depreciation. 

The peculiarity of this method is that, unlike Straight Line, the annual depreciation expense varies, and in theory, the asset is never fully depreciated. Each year, you deduct the calculated depreciation figure from the previous year’s value to 

calculate the new brought-forward figure. As time goes on, the annual deprecia-

tion figure gets smaller and the new brought-forward figure for the asset gets 

gradually smaller and smaller — but the item never fully depreciates. Using the 

same asset as in the preceding section at a cost of £25,000 and depreciating at 

an  annual  rate  of  20%,  you  calculate  depreciation  using  the  Reducing-Balance method as follows:

Cost

25,000
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First year: depreciation (20%)

5,000

Balance

20,000

Second year: depreciation (20% of £20,000)

4,000

Balance

16,000

Third year: deprecation (20% of £16,000)

3,200

 

Balance

12,800

Fourth year: depreciation (20% of £12,800)

2,560

Balance

10,240
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. . . and so on, until the asset is sold or scrapped. 

By the way, the  residual value of fixed assets (the estimated disposal values when the assets are sold off at the end of their useful lives) is ignored in the calculation of depreciation for tax purposes. To put it another way, if a fixed asset is used all the way through to the end of its useful economic life then its original cost will be fully depreciated, and the fixed asset from that time forward will be shown as fully depreciated. (Recall that net book value is equal to the cost minus the balance in the accumulated depreciation account.) Fully depreciated fixed assets are grouped with  all  other  fixed  assets  in  the  statutory  Balance  Sheet.  All  these  long-term resources of a business are reported in one asset account called  property, plant and equipment (or tangible fixed assets). The notes to the accounts will then provide a lot more detail of how this net book value is made up in terms of cost, additions, disposals and depreciation. 

Comparing the methods

The Straight-Line method has clear advantages: It’s easy to understand and pro-

vides a consistent depreciation expense each year. However, many UK business 

managers and accountants prefer the Reducing-Balance method for certain assets 

(such as motor vehicles). With this method, depreciation charges are higher in the earlier years, which results in lower profits on the Profit and Loss account during that period. Many businesses and accountants favour this approach because it 

presents a more cautious (or conservative) view of profitability in the early years. 

This can be beneficial as fixed assets often lose their economic value faster at the start of their useful lives. If that turns out to be the case, the Reducing-Balance method may seem like a more suitable choice. In addition, under the Reducing-Balance method, as the depreciation charges are lower in the later years of the asset’s life, you’d expect that reduction in depreciation charge to be offset by an increase in repairs and maintenance expense. 

For tax purposes in the UK, depreciation is not deductible (other than for some 

assets which are leased, but that’s beyond the scope of this book). Instead, businesses claim capital allowances,  often calculated using a similar Reducing-Balance approach, which allows a higher claim in the initial years. Minimising 

taxable income and delaying corporation tax payments is a key strategy for many 

businesses, helping them preserve cash in the early years. This does, however, 

result in reporting lower profits up front. 

In  practice,  businesses  might  use  the  Straight-Line  method  for  their  financial statements to simplify reporting and maintain consistency, while using capital 

allowances (a form of Reducing-Balance depreciation) in their tax returns. This 

creates differences between accounting and taxable profits, which require recon-

ciliation. (See the section “Reconciling Corporation Tax” for further details.)
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Most businesses, unless they are brand new, will have a mix of different assets at various stages of depreciation. Some will have been recently purchased, some 

will be part-way through being depreciated over their useful lives, and others 

will be fully depreciated. While depreciation is shown as a single line in the Profit and Loss statement, you’ll find more details in the notes to the accounts, including details of the accounting policies used, a breakdown of depreciation by asset category, and any changes that may have been made to depreciation methods 

during the period. The Balance Sheet shows the net book value (Asset cost minus 

accumulated depreciation) of each fixed asset group. 

Collecting or Writing Off Bad Debts

A business that allows its customers to pay on credit granted by the business 

is always at risk of  bad debts  —  debts  that  some  customers  never  pay  off.  You are allowed, provided that you demonstrate serious efforts to recover the money 

owed, to write the loss in value off against your tax bill. You may also recover any value-added tax (VAT) paid in respect of the invoice concerned. 

Reconciling Corporation Tax

Many businesses prefer to keep their tax bills as low as possible by maximis-

ing deductible expenses. This reduces their corporation tax liability to HMRC and helps retain more cash within the business. However, this approach also results 

in lower reported profits in the Profit and Loss account, which may affect how 

profitability is perceived by business owners and investors. 

You might wonder: Can you use one method to reduce your corporation tax and 
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another to show higher profits in your financial statements? The answer is yes, 

you can. But keep in mind that using two different methods can take extra time 

and effort, so it’s not always worth it. In fact, in some areas of accounting, it’s common to use one method for tax purposes and another for financial reporting 

(but we’ll skip the nitty-gritty details here). 

You might have noticed something called  deferred tax liability shown in a set of 

 

accounts. Deferred tax is an estimate of the future tax owed by the company, 

which exists because the rules for accounting profits (used in your Profit and Loss statement) and taxable profits (used for your tax return) are different. 
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For example, imagine your business buys some equipment. For tax purposes, you don’t use depreciation like you do in your accounts. Instead, you claim capital allowances, which are tax deductions for the cost of assets. Capital allowances often work like the Reducing-Balance method, letting you claim a higher percentage of the asset’s cost in the early years. This lowers your tax bill now and boosts your cash flow. 

For accounting purposes, though, you’ll probably use the Straight-Line method, which spreads the cost evenly over the asset’s life. This creates a timing difference (because the net book value of the asset in your accounts is different than the net book value for tax purposes due to the difference in depreciation versus capital 

allowances): you get a faster tax saving up front through capital allowances, but your accounts show a steady depreciation charge over time. It’s not extra tax — 

it’s just the timing that’s different. 

Deferred tax can be quite complicated, so you’ll find additional details provided in the notes to the accounts in an attempt to explain it! 

Dealing with Foreign Exchange

Foreign exchange can be a bit tricky when you’re doing your accounts. For a start, they can be quite volatile, with currency fluctuations bouncing around all over the place. This can make the year-end accounts quite interesting, particularly if you have multiple currencies that you’re dealing with. You’ll need to include a note in your accounts to explain the extent of your use of foreign exchange and the way in which you’ve handled the conversion of currencies. In this section, we’ll explain three areas to look out for:

Transaction exposure

 Transaction exposure happens when a business earns or spends money in any currency other than the one shown in its filed accounts (in other words, the domestic currency it deals in on a day-to-day business level). 

There are two main situations when this happens:

 

» A mismatch between currencies: For example, you might purchase raw 

materials in one currency (for example, U.S. dollars) and then sell your 

finished product in euros. 
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» A time lag: This may occur between the customer being quoted a selling price in one currency and then the later date when the customer actually pays the 

invoice. 

As exchange rates frequently change, you need to explain how you handled the 

conversions. 

Translation exposure

 Translation exposure happens when your business trades using foreign currencies. Over time, there will be currency rate changes, and these movements in the 

exchange rate need to be reflected on the Balance Sheet and Profit and Loss statement. In practice, any company that has assets or liabilities held in a currency 

other than the currency shown on its reported accounts has to “translate” those 

back into the company’s reporting currency when the accounts are produced. This 

can be up to four times a year for major trading businesses. Any changes in the 

foreign exchange rate between the countries involved cause movements in the 

accounts. 

Comparing performance

Exchange rate movements can make it difficult to compare one year with another; 

an essential accounting task if management is to keep track of how a business is 

performing. Accountants usually handle this movement by stating that current 

year revenue is compared to the prior financial year, translated, perhaps using an average exchange rate (if there haven’t been any major changes to the relevant 

rate) to eliminate distortions due to fluctuations in exchange rates. In any event, you need to include a note in the accounts showing how you’ve handled currency 

movements. 
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Two Final Issues to Consider

You’d think that  all expenses should be recorded by a business. Of course, you’re correct on this score. Many accountants argue that two expenses, which in fact, 

aren’t recorded by businesses, but should be. A good deal of controversy sur-

 

rounds both items. Let’s have a look at both of them:

 

» Share options: As part of their remuneration packages, many public companies award their high-level executives share options, which give them the right 

to buy a certain number of shares at fixed prices after certain conditions are 
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satisfied (years of service and the like). If the share price rises above the exercise price, the executives are able to buy shares at a bargain, thus reaping 

the rewards. 

The big question is: Should the difference between the market price of the 

shares and the exercise prices paid for the shares by the executives be 

recognised as an expense? 

Modern accounting standards would say yes. Share-based payments must be 

treated as an expense, typically measured at their fair value on the grant date. 

But critics would argue over how to value these options, with some preferring 

cash compensation to avoid diluting earnings per share. 

To be transparent, companies must disclose details like the number of 

options granted, the exercise prices and the methods used to value them. 

Shareholders will ultimately bear the cost of share options, as the dilution 

affects the value of their shares. 

 

» The impact of inflation: Inflation chips away at money’s purchasing power over time. Yet accountants still use the historical cost of accounting, where all pounds are treated the same, whether recorded yesterday or 20 years ago. 

This matters, for example, because depreciation is based on the historical cost 

of assets, meaning it reflects the value in pounds when the asset was pur-

chased, not today’s value. 

Also, cost of goods sold might reflect more recent prices (particularly if using 

FIFO) thus creating a mismatch in how expenses are measured. 

When inflation is low, this isn’t such a big deal, but, when inflation is higher, it can cause significant distortion. 

The debates over these topics will give accountants something to talk about as 

time passes, and they may well become hot topics, particularly with inflation 

rising as it has in recent times. 

Have a Go

1.  Table 2-1 presents the stock acquisition history of a business for its first year. The business sells 158,100 units during the year. Using the FIFO 

method, determine its cost of goods sold expense for the year and its 

cost of ending stock. 

2.  Calculate the annual depreciation expense for a copier with a cost basis 

of £5,000 and a depreciation rate of 20% using the Straight-Line deprecia-

tion method. 
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TABLE 2-1 

History of Stock Acquisitions during the First Year

Quantity (Units)

Cost Per Unit

Total Cost

First purchase

14,200

£25.75

£365,650

Second purchase

42,500

£23.85

£1,013,625

Third purchase

16,500

£24.85

£410,025

Fourth purchase

36,500

£23.05

£841,325

Fifth purchase

6,100

£26.15

£159,515

Sixth purchase

52,000

£23.65

£1,229,800

Seventh purchase

18,200

£26.00

£473,200

Totals

186,000

£4,493,140

3.  Calculate the annual depreciation expense for a computer with a cost 

basis of £1,500 and a useful life of three years using the Straight-Line 

depreciation method. 

4.  John has just bought a photocopier costing £8,000. He intends to depreci-

ate it at a rate of 20%, using the Reducing-Balance method. Calculate the 

depreciation charges for the next three years and then write down the 

net book value at the end of the three-year period. 

5.  If you wanted to apply an even amount of depreciation each year against 

your asset, which depreciation method would you use? 

6.  If you have a machine with a useful life of four years, and you want to 

use the Straight-Line method of depreciation, what depreciation rate do 

you use? 

7.  How do you calculate net book value? 

Methods Choosing Accounting

Answering the Have a Go Questions

1.  Using the information given in table 2-1 above, you can determine the cost of goods sold expense with the FIFO method as shown in Table 2-2. 

 

The business purchased 186,000 units of goods and these were acquired 

in seven different batches, as we outline in Table 2-1. The business 

actually sold 158,000 of those units. Using a first-in, first-out method, the 

business would calculate the cost of goods sold, as being all of the first 

five batches purchased, plus 42,300 of the 52,000 units of purchase no. 6. 
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This would enable you to calculate the cost of 158,000 units sold by summing the individual costs of each batch of goods purchased, as we 

show in Table 2-2. 

TABLE 2-2 

Cost of Goods Sold Expense Calculation Using the  

FIFO Method

Quantity (Units)

Cost Per Unit

Total Cost

First purchase

14,200

£25.75

£365,650

Second purchase

42,500

£23.85

£1,013,625

Third purchase

16,500

£24.85

£410,025

Fourth purchase

36,500

£23.05

£841,325

Fifth purchase

6,100

£26.15

£159,515

Sixth purchase

42,300

£23.65

£1,000,395

Totals

158,100

£3,790,535

The cost of ending stock includes some units from the sixth purchase and all 

units from the seventh purchase, which is summarised in Table 2-3. 

TABLE 2-3 

The Cost of the Remaining stock Unsold (FIFO Method)

Quantity (Units)

Cost Per Unit

Total Cost

Sixth purchase

9,700

£23.65

£229,405

Seventh purchase

18,200

£26.00

£473,200

Totals

27,900

£702,605

2.  The annual depreciation cost for the copier is as follows:

Cost price of photocopier

£5,000

Depreciation (0.20 × £5,000)

£1,000

3.  The annual depreciation expense for the computer is as follows:

Cost price of computer £1,500

Depreciation (£1,500 ÷ 3 years) £500

This equates to a depreciation rate of 33.33% (100% ÷ 3 years). 
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4.  Using the Reducing-Balance method, here’s what to do:

 Year 1

£8,000

Cost of photocopier

£1,600 (0.20 × £8,000)

Depreciation at 20%

£6,400

Net book value

 Year 2

Depreciation at 20%

£1,280 (20% of £6,400)

Net book value

£5,120 (£6,400 – £1,280)

 Year 3

Depreciation at 20%

£1,024 (20% of £5,120)

Net book value

£4,096 (£5,120 – £1,024)

5.  Straight-Line. 

6.  You use 25% (100% ÷ four years). 

7.  Cost of fixed assets less accumulated depreciation. 

Methods Choosing Accounting
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IN THIS CHAPTER

 

» Recasting the Profit and Loss account 

to focus on profit factors

 

» Following two trails to profit

 

» Breaking even — not the goal, but a 

useful point of reference

 

» Doing what-if analysis

 

» Making trade-offs: Be very careful! 

Chapter 3

Managing Profit 

Performance

As a manager, your main job is simple (but not always easy), and your brief is to make profit happen. It’s what sets you apart from the rest of the team. 

You’ll need to keep everyone motivated, come up with new ideas, play ref-

eree, and offer a friendly ear now and then. But at the end of the day, your primary responsibility is to keep your business profitable. Even if your team loves you for those Friday afternoon biscuits that you bring in — it won’t matter much if you 

don’t hit your profit goals — because no profit could mean no job. 

The reality is you must stay on your toes. Competition is fierce in most industries, and  you  can’t  assume  profits  will  roll  in  without  effort.  Change  is  constant  — 

whether it’s changes you’re making within the business or changes happening 

outside your control. For example, what if a shiny new superstore opens down the 

street and your profits start dropping? You might think, “Let’s run a big sale and splash some ads on TV to pull in customers!” 

Hang on, slow down! Before you jump into price cuts and expensive advertising 

campaigns, you need to figure out if you can afford them. Whilst slashing prices 

and running flashy ads might bring in customers, more sales don’t always equal 

more profit. Profit has two sides: making sales and controlling expenses.  If you lose sight of either one, your bottom line can take a hit. 
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So, how do you figure out whether price cuts or extra costs will hurt or help your profit? That’s where your accounting team becomes your best friend. You can ask 

them to run “what-if” scenarios — like, “What if we offer a 15 percent discount?” 

or “What if we spend £10,000 on advertising?” These reports help you see the 

potential impact of your decisions on your bottom line. 

In this chapter, we’ll walk you through identifying the key factors that drive profit and show you how to use tools like what-if analysis to make smarter business 

decisions. 

Redesigning the External Profit  

and Loss Account

To begin, Figure 3-1 presents the Profit and Loss account of a business. Figure 3-1 

shows  an   external Profit and Loss account  —  the  Profit  and  Loss  account  that’s reported to the outside investors and creditors of the business that forms part of the statutory financial statements. The expenses in Figure 3-1 are presented as 

they’re usually disclosed in an external statement. 

The  managers  of  the  business  should  understand  this  Profit  and  Loss  account, of  course.  But  the  external  Profit  and  Loss  account  isn’t  entirely  adequate  for management decision-making; this profit report falls short of providing all the 

information about expenses needed by managers. 

Before moving on to the additional information managers need, take a quick look 

at the external Profit and Loss account (Figure 3-1). Here are some key points:

 

» The business represented by this Profit and Loss account sells products as seen by the  Cost of Sales shown as an expense. Companies that mainly 

provide services (for example, consultants, accountants, or IT support firms) 

typically don’t classify expenses as Cost of Sales in the same way because they 

don’t deal with physical goods. Instead, their direct costs, such as salaries for staff delivering the service, software licenses, or travel expenses, are often 

categorised under operating expenses. This distinction reflects the differences 

in business models, where product-based businesses incur costs directly tied 

to stock, whilst service-based businesses incur costs tied to expertise 

or labour. 
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FIGURE 3-1:  

Example of 

a business’s 

external Profit 

and Loss account. 

 

» The external Profit and Loss account shown in Figure 3-1 is prepared according to FRS 102, a financial reporting standard used in the UK and Republic of 

Ireland by private companies. These standards are designed for external 

reporting and aim to balance the needs of stakeholders, such as investors and 

creditors, with the business needing to maintain some confidentiality. Whilst 

businesses must comply with the recognition, measurement, and disclosure 

requirements under FRS 102, they are not required to disclose every single 

piece of information that external users might find useful because that would 

overwhelm the financial statements. They don’t want to offer too much useful 

information to their competitors . . . and it is a very fine balance to strike. 

 

» The Profit and Loss account focuses on the company’s performance over a 

specific period, reporting revenue and expenses to calculate a profit (or a loss 

if expenses exceed revenue). However, it does not show the movements in 

the company’s assets and liabilities. This information is provided by the 

Balance Sheet and the Cash Flow Statement,  which together offer a 

comprehensive financial picture. For more details about these other  

financial statements, refer to Book 4, Chapters 2 and 3. 
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Basic Model for Management Profit  

and Loss Account

Figure 3-2 shows a management Profit and Loss account for the same business as 

the external statement in Figure 3-1. You’ll notice that many of the numbers are 

the same — like sales revenue, cost of sales, and the resulting gross profit. The last five lines, starting with operating profit (also called earnings before interest and tax) down to the bottom line, are identical. But there are some key differences between these two reports. 

FIGURE 3-2:  

Management 

Profit and Loss 

account model. 

First,  if  you  look  at  the  management  Profit  and  Loss  account  (Figure  3-2),  it includes details like total units sold and per-unit amounts, which aren’t in the 

external statement. In this case, the business seems to sell just one product, with a total sales volume shown as 520,000 units. Of course, most businesses sell various products, so managers usually need more detailed sales and cost breakdowns 

for each product, product line, or business segment they manage. 

To  keep  things  simple,  we’ve  bundled  all  sales  into  one  “average”  product  for this example. Instead of dealing with dozens or even hundreds of products, we’ve 

condensed them into one easy-to-follow number. 

The main goal of Figure 3-2 is to show you a basic template for a management 

Profit and Loss account. This template can then be adapted to create more detailed 306      BOOK 5  Accountants: Managing the Business
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reports for individual managers within the business. It’s a starting point to help managers track performance and make informed decisions. 

Variable versus fixed operating expenses

 

A key difference between the external Profit and Loss account (Figure 3-1) and 

the internal management Profit and Loss account (Figure 3-2) is how operating 

expenses are categorised. The management report separates these expenses into 

variable and fixed categories:

 

» Variable expenses: These expenses depend directly on sales revenue and 

change as revenue rises or falls. For example, commissions paid to salespeo-

ple based on a percentage of sales are considered variable expenses. 

 

» Fixed expenses: These expenses remain relatively constant during the year, regardless of changes in sales volume. Examples include annual business 

rates on company property and depreciation, which is recorded as a set 

amount regardless of how many units are sold. 

The profit figures in the management and external Profit and Loss accounts are 

the same. Operating profit (earnings before interest and tax), earnings before tax, and net profit match in both statements. The difference lies in how the information is presented. The external statement combines all operating expenses into 

broad categories like Administration Expenses, and the formats are dictated by 

law and accounting standards; while the internal report gives managers insights 

into how expenses behave in relation to sales. 

External  Profit  and  Loss  accounts,  like  the  one  in  Figure  3-1,  are  designed  for stakeholders  outside  the  business,  such  as  investors  or  lenders,  and   follow accounting  standards  like  FRS  102.  These  standards  don’t  require  sorting expenses into variable and fixed categories, which is why external reports present a more generalised view. In contrast, management Profit and Loss accounts (like  

Figure  3-2)  are  tailored  for  internal  use,  helping  managers  understand  the relationship between sales and expenses. 

Virtually  every  business  has   variable  operating  expenses  —  costs  that  change  in direct proportion to unit sales volume or sales revenue. These expenses are crucial to track because they fluctuate with the activity level of the business. Here are some common examples of variable operating expenses:

 

» Cost of goods sold: The cost of the products sold to customers (while not technically an operating expense, it’s a key variable cost)
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» Transportation costs: Expenses incurred to deliver products to customers

 

» Credit card fees: Fees paid to banks or payment processors (for example, Visa, MasterCard, or American Express) when customers use credit cards

The management Profit and Loss account (Figure 3-2) is also called an “internal 

profit report” because it’s for management’s use only and isn’t shared outside 

the business. However, bear in mind that competitors may try to gather insights 

from this report through industrial intelligence gathering. In contrast, the external Profit and Loss account groups operating expenses like sales, administrative, and general (SA&G) expenses into a single lump sum. This category often includes both fixed and variable expenses, but external reports don’t break them down. To 

get a clear picture, ask your accountant to analyse these expenses and separate 

them into fixed and variable components. (Some expenses may have both fixed 

and variable elements, but we won’t go into those technical details here.)

A  further  complication  is  that  the  accountant  must  distinguish  between  variable expenses that fluctuate with sales volume (the total number of units sold) 

and those that vary with sales revenue (the total value of sales in pounds). The 

distinction is important for accurately forecasting costs and understanding how 

business activities impact profitability. 

Examples of these two types of variable expenses include:

 

» Sales Volume-Driven Expenses: Costs such as shipping and packaging 

depend strictly on the number of units sold and are generally unaffected by 

the price or value of the items inside the box. 

 

» Sales Revenue-Driven Expenses: Costs like sales commissions depend 

directly on the value of sales made to customers. Other examples include 

payment processing fees calculated on e-commerce revenue or royalty 

payments paid to authors on the revenue made by publishers on books such 

as this one! 

In Figure 3-2, the management Profit & Loss shows variable operating expense of 

£4.16 million. This represents sales commission of 8% calculated on the revenue 

figure shown at £52 million. (£52 million × 8% = £4.16 million). While this example is  very  simple,  having  only  one  product  and  one  variable  operating  expense,  it demonstrates how variable costs can be analysed. In reality, businesses will have many variable expenses, some tied to unit sales volume and others linked to total sales revenue. The principles described above apply to all such expenses. Additionally, the cost of goods sold is itself a sales volume-driven expense (see Book 5, Chapter 2 for details on accounting methods for measuring this expense). 
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 Fixed operating expenses are the costs that your business must pay regularly, no matter how much you sell or produce. Think of them as your “set costs” for the 

business. 

As an example of fixed expenses, imagine you run a small café. Even if no custom-

 

ers turned up on a miserable rainy Monday morning, you’d still have to pay the 

rent for the building, the salaries for the staff and the loan payment for the fancy coffee machine that you’ve bought. Those costs won’t just disappear because your 

revenue drops for the day; they’re fixed and still have to be paid no matter what happens. 

If you want to reduce fixed expenses for your café, you’d have to think creatively. 

Perhaps you could start by negotiating the rent with your landlord; if that doesn’t work, then you may consider moving to a cheaper area. Alternatively, you could 

downsize  the  number  of  staff  and  maybe  consider  shortening  business  hours. 

You might also be able to negotiate the loan payments on your expensive coffee 

machine and perhaps look at more energy-efficient ways to operate it, such as 

remembering to switch off lights and appliances when not in use. When looking 

at the various ways you have for improving your profit, significantly cutting down on fixed expenses is generally the last-resort option. Refer to “Improving profit,” 

later in this chapter, for the better options. 

Managers will usually have a good idea if sales for the year could have been higher or lower. But here’s an interesting question: “How would your profit have changed if you’d sold 10% fewer units during the year?” You might think your profit would drop by 10%, but actually, that’s not the case — your profit would fall by much 

more than 10% and the reason profit doesn’t drop in line with sales is because of fixed expenses. These are the costs your business has to pay no matter how much 

(or how little) you sell. Fixed expenses stay the same over the short term, even if your sales take a nosedive. 

Here are some common examples of fixed expenses:

 

» Loan Interest: You’ll still have to pay the bank what you owe on money that the business has borrowed. 

 

» Salaries: You have to continue to pay your staff. 

 

» Business rates: These will need to be paid regardless of the business’s 

performance. 

 

» Insurance: This cannot be ignored despite what is happening to the economy. 

It’s  possible  that  you  could  choose  to  downsize  assets  and  therefore  reduce  its fixed expenses, or let staff go, but this is a drastic action which may not be needed if the situation proves to be temporary. 
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After  deducting  cost  of  sales,  variable  operating  expenses  and  fixed  operating expenses, the next line in the management Profit and Loss account is operating 

profit, which is also called  earnings before interest and tax (or  EBIT). This is a key part of the report that managers need to fully understand; we explain more below. 

From operating profit (EBIT)  

to the bottom line

After  subtracting  all  operating  expenses  from  sales  revenue,  you  get   operating profit, also known as  earnings before interest and tax (EBIT).  In Figure 3-2, the operating profit is £3.55 million. 

Operating  profit  includes  all  the  costs  of  running  your  business  and  making sales — but it doesn’t include interest or taxes. It’s sometimes called  operating earnings to highlight that it comes from managing sales and expenses effectively. 

This business made £3.55 million in operating profit from £52 million in sales. 

But how do we know if that’s good enough? 

The  key  question  when  looking  at  EBIT  (earnings  before  interest  and  tax)  is whether it’s enough to cover the cost of capital — the money a business needs to 

fund its assets. Businesses must pay interest on borrowed money (debt) and earn 

enough profit to reward their owners for investing in the business. 

No  one  goes  into  business  to  break  even,  not  even  the  most  generous  person. 

Profit isn’t just nice to have — it’s essential. Without profit, a business can’t cover its costs, reward its owners, or keep running. 

Don’t think of profit as a dirty word. It’s what grows the value of the business for its owners and keeps the business stable. A healthy EBIT is the foundation of any successful business. Without it, the business couldn’t attract the money (capital) it needs to survive and thrive. 

Travelling Two Trails to Profit

So, how is the additional information in the management Profit and Loss account 

useful?  Well,  with  the  information  given,  you  can  work  out  how  the  business earned its profit for the year. 
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We’re not talking about how the company decided which products to sell, which 

way to market and advertise its products, or any of the multitude of tasks that 

every business has to do to achieve its financial goals. Instead, we are focusing on the  accounting side of profit and how to calculate it based on key factors like sales price, sales volume, and cost. 

 

These factors work together to determine the final profit, and managers need to 

understand these calculations. After all, they’re responsible for the sales, costs, and, ultimately, the profit. 

So, with that in mind: How did the business make its profit this year? The fol-

lowing two sections explain how a company can analyse its profit by looking at it from two different angles. The “First path to profit: Contribution margin minus 

fixed expenses” section explores how to calculate the contribution margin, and 

after deducting fixed costs, determining the remaining profit. The later section 

“Second path to profit: Excess over break-even volume x contribution margin per 

unit” explains how to calculate the break-even point and then determine profit 

by multiplying the number of units sold beyond the break-even point by the con-

tribution margin per unit (which we previously calculated) arriving at the earning before tax (or profit) figure. 

First path to profit: Contribution margin 

minus fixed expenses

Here’s another way of presenting the information in Figure 3-2:

Computing Profit Before Tax

Contribution margin per unit

£32

× Unit sales volume

520,000

Equals: Total contribution margin

£16,640,000

Less: Total fixed operating expenses

£13,090,000

Equals: Operating profit (EBIT)

£3,550,000

Less: Interest Expense

£750,000

Equals: Earnings before tax

£2,800,000

You’ll notice that we stop at the  earnings before tax line in this calculation. Whilst we’re aware that business profit is subject to tax, this chapter focuses on profit before tax. 
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 The contribution margin is calculated by deducting total variable expenses (including variable cost of sales and variable operating costs) from sales revenue. On a  per unit basis the business sells its product for £100, its variable product cost (cost of sales) is £60 and its variable operating cost per unit is £8 — which means that the contribution margin per unit is £32.  Total contribution margin for a period equals contribution  margin  per  unit  times  the  units  sold  during  the  period  —  in  the business example, £32 × 520,000 units, which is £16.64 million total contribution margin. Total contribution margin is a measure of profit  before fixed expenses are deducted. To pay for its fixed operating expenses and its interest expense, a business needs to earn a sufficient amount of total contribution margin. In the 

example,  the  business  earned  more  total  contribution  margin  than  its  fixed expenses, so it earned a profit for the year. 

Here are some other concepts associated with the term  margin that you’re likely to encounter:

 

» Gross margin, also called gross profit: Gross margin = sales revenue – cost of sales. Gross margin is profit from sales revenue  before deducting the other variable expenses of making the sales. So gross margin is one step short of 

the final contribution margin earned on making sales. Businesses that sell 

products must report gross margin on their  external Profit and Loss accounts. 

Businesses that sell products are required under UK and Ireland accounting 

standards (for example, UK and Ireland GAAP or UK-adopted IFRS, as appli-

cable) to report gross margin on their external Profit and Loss (P&L) state-

ments (company law also requires this). However, there is no requirement to 

disclose other variable expenses of making sales separately. These costs are 

typically included within broader expense categories, such as “Operating 

Expenses” or “Selling, General and Administrative Expenses (SG&A).” 

Most UK businesses do not disclose contribution margin in their financial 

reports, as this level of detail is considered sensitive. Revealing such informa-

tion could expose the company’s pricing strategies or cost structures to 

competitors. For this reason, contribution margin calculations are generally 

reserved for internal use in management decision-making and are not part of 

publicly available financial statements. 

 

» Gross margin: Gross margin = gross margin ÷ sales revenue x 100 and is 

expressed as a percentage. In the business we use as an example in this 

chapter, the gross margin on sales is 40%. Gross margins of companies vary 

from industry to industry, from over 50% to under 25% — but very few 

businesses can make a bottom-line profit with less than a 20% gross margin. 

Basically, if gross margin is 40%, the business is making 40p for every £1 sold 

gross profit before other expenses. It’s important, therefore, that the business 

maintains gross margin as high as possible as it is a key driver of profit 

before tax. 
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» Markup: Generally refers to the amount added to the product cost to 

determine the sales price. For example, suppose a product that cost £60 is 

marked up (based on cost) by 662⁄3% to determine its sales price of £100 —  

for a gross margin of £40 on the product.  Note: The markup based on  cost is 662⁄3% (£40 markup ÷ £60 product cost). But the gross margin ratio is only 

 

40%, which is based on  sales price (£40 ÷ £100). 

Second path to profit: Excess over  

break-even volume × contribution  

margin per unit

The second way to calculate a company’s profit starts with figuring out its break-even sales volume. This is a specific number of sales units needed to cover all the company’s fixed costs, not the actual sales volume for the year. To work it out, 

you divide the total annual fixed expenses by the contribution margin per unit. 

Fixed expenses include costs that stay the same regardless of how many units you 

sell, like rent or loan interest. For example, the interest expense in Figure 3-2 is 

£750,000, and fixed operating expenses are £13.09 million. Add those together, 

and you get total fixed expenses of £13.84 million. 

Using the contribution margin per unit of £32, the  break-even point is calculated as:

£13,840,000 ÷ £32 = 432,500 units

This means the company needs to sell 432,500 units just to cover its costs for the year. Any sales above this number will start to generate profit. 

Another  way  of  looking  at  this  is,  if  you  multiply  £32  contribution  margin  per unit by 432,500 units you get a total contribution margin of £13.84 million, which equals the company’s total fixed expenses for the year. 

The business did sell more than this number of units, but had it only sold 432,500 

units then the company’s profit would have been zero. In other words, it would 

have broken even. 

If the company had sold less than 432,500 units, it would have made a loss. If it had sold more than 432,500 units, then it would have made a profit. 

The break-even sales volume is the crossover point from the loss column to the 

profit column. 
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Calculating its break-even point means you need to know the company’s fixed costs.  As  explained  earlier,  a  business  is  committed  to  its  fixed  expenses  no matter what. 

In the example (see Figure 3-2) the business actually sold 520,000 units during 

the year, which is 87,500 units more than its break-even sales volume (520,000 

units  sold  minus  its  432,500  break-even  sales  volume).  Therefore,  you  can determine the company’s earnings before tax as follows:

Second Way of Computing Profit

Contribution margin per unit

£32

× Units sold in excess of break-even point

87,500

Equals: Earnings before tax

£2,800,000

This second way of analysing profit highlights the number of units that need to be sold in excess of the break-even point in order to make a profit. 

The business reaches its break-even sales volume and covers all its fixed costs — 

every extra unit sold adds pure profit. For this company, each additional unit sold brings in £32 of pre-tax profit, which is the contribution margin per unit. The 

business needs to sell beyond the break-even point to start making a profit for 

the year. 

Calculating the margin of safety

The  margin of safety is the number of units sold above the break-even point. In Figure  3-2,  the  business  sold  520,000  units,  which  is  87,500  units  more  than needed to break even — a solid cushion against any drop in sales. You might wonder what a “normal” margin of safety is for businesses. Unfortunately, there’s 

no standard answer. Some businesses may have to work with a smaller margin 

of  safety  because  of  their  industry,  specific  challenges,  or  factors  beyond  their control. 

Doing what-if analysis

Managing profit is like driving a car — you need to be glancing in the rear-view 

mirror constantly as well as looking ahead through the windscreen. You have to 

know your profit history to see your profit future. Understanding the past is the best preparation for the future. 
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The  model  of  a   management Profit and Loss account  shown  in  Figure  3-2  allows you to compare your actual profit with what it would’ve looked like if you’d done something differently — for example, raised prices and sold fewer units. With the profit model, you can test-drive adjustments before putting them into effect. It 

lets you plan and map out your profit strategy for the  coming period. Also, you can 

 

analyse why profit went up or down from the  last period, using the model to do hindsight analysis. 

The management Profit and Loss account profit model focuses on the key factors 

and variables that drive profit. Here’s what you should know about these factors:

 

» Even a small decrease in the contribution margin per unit can have a drastic impact on profit because fixed expenses don’t go down over the short term 

(and may be hard to reduce even over the longer term). 

 

» Even a small increase in the contribution margin per unit can have a dramatic impact on profit because fixed expenses won’t go up over the short term — 

although they may have to be increased in the longer term. 


 

» Compared with changes in contribution margin per unit, sales volume changes have a less pronounced effect on profit — sales volume changes aren’t trivial, 

but even relatively small margin changes can have a bigger effect on profit. 

 

» You can, perhaps, reduce fixed expenses to improve profit, but you have to be very careful to cut fat and not muscle; reducing fixed expenses may very well 

diminish the capacity of your business to make sales and deliver a high-quality 

service to customers. 

The following sections expand on these key points. 

Lower profit from lower sales — but  

that much lower? 

The  management  Profit  and  Loss  account  shown  in  Figure  3-2  is  designed  for managers to use in profit analysis — to expose the critical factors that drive profit. 

Remember what information has been added that isn’t included in the external 

Profit and Loss account:

 

» Unit sales volume for the year

 

» Per-unit values

 

» Fixed versus variable operating expenses

 

» Contribution margin — total and per unit
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You need to be aware that the contribution margin per unit is confidential, and for your eyes only. This information is limited to you and other managers in the 

business. Clearly, you don’t want your competitors to find out your margins. Even within a business, this information may not be given to all managers — just those who need to know. 

The contribution margin per unit is one of the three most important determinants 

of profit performance, along with sales volume and fixed expenses — as shown in 

the upcoming sections. 

With the information provided in the management Profit and Loss account, you’re 

ready to look at what-if scenarios. Just imagine that you are the chief executive officer  of  the  business.  You  want  to  know  what  would  happen  if  you  sold  5% 

fewer units during this period? In this example, that would mean you’d sold only 

494,000 units rather than 520,000 units, or 26,000 units less. The following com-

putation shows you how much profit damage this seemingly modest drop in sales 

volume would have caused. 

Impact of 5% Lower Sales Volume on Profit

Contribution margin per unit

£32

× 26,000 fewer units sold

26,000

Equals: Decrease in earnings before tax

£832,000

By selling 26,000 fewer units, your profit would drop by £832,000, bringing it 

down from £2.8 million to £1.97 million. That’s a drop of almost 30% (£832,000 

divided by £2.8 million, then multiplied by 100). How does losing just 5% of your sales result in such a dramatic 30% decrease in profit? The next section explains how a small drop in sales volume can lead to a much larger decrease in profit. 

Read on to find out why. 

Violent profit swings due to operating leverage

So, let’s look at the facts again in Fig 3-2. We can see that the company’s con-

tribution margin per unit is £32 and that it sold 520,000 units during the year, 

which  is  87,500  units  in  excess  of  its  break-even  sales  volume.  The  company earned a total contribution margin of £16.64 million (which is its contribution per unit times its total units sold during the year). If the company had sold 5% less during the year (26,000 fewer units), you’d expect its total contribution margin 

to decrease 5%, and you’d be absolutely correct — £832,000 decrease ÷ £16.64 

million = 5% decrease. 

Compared with its £2.8 million profit before tax, however, the £832,000 drop in 
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figure, which is the main focus of managers and investors. So a 30% drop in profit before tax will get more attention than a 5% drop in contribution margin. 

The much larger percentage change in profit caused by a relatively small change 

in sales volume is the effect of  operating leverage.  Leverage means that there’s a 

 

multiplier effect — that a relatively small percentage change in one factor can 

cause  a  much  larger  change  in  another  factor.  A  small  push  can  cause  a  large movement — this is the idea of leverage. 

In the earlier example of a 5% drop in sales volume (26,000 units), that 5% is 

based on the total sales of 520,000 units. However, those 26,000 units represent 

30% of the profit-making units — the 87,500 units sold above the break-even 

point. This is why the company’s profit drops by 30%. This effect is known as 

 operating leverage. 

Now imagine the reverse: If the company had sold 5% more units without increas-

ing fixed expenses, its profit would have gone up by 30%. Selling an extra 26,000 

units  at  a  contribution  margin  of  £32  each  adds  £832,000  to  profit  —  a  30% 

increase. This shows why businesses are always pushing to increase sales volume. 

Cutting sales price, even a little, can gut profit

So, what effect would a 5% decrease in the sales price have caused? Around a 30% 

drop similar to the effect of a 5% decrease in sales volume? Not quite. Check out the following computation for this 5% sales price decrease scenario:

Impact of 5% Lower Sales Price on Profit

Contribution margin per unit decrease

£4.60

× Units sold during year

520,000

Equals: Decrease in earnings before tax

£2,392,000

Earnings before tax would drop from £2.8 million at the £100 sales price (refer 

to Figure 3-2) to only £408,000 at the £95 sales price — a plunge of 85%. What 

could cause such a drastic dive in profit? 

The £4.60 decrease in contribution margin can be explained as follows:

Selling price reduces by 5% (£100 x 0.95)

= £95

Less cost of sales

= £60 per unit

Less Variable costs (£8 x 0.95)

= £7.60 per unit

Contribution margin after 5% reduction in selling prices

= £27.40
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So, we can prove that the contribution margin has decreased by £4.60 per unit by looking at its movement:

Original contribution margin

= £32.00

Less New contribution margin

= £27.40

Difference in contribution margin

= £4.60

The effect of the 5% decrease in selling prices on profit is as follows:

Profit before sale price change

= £2,800,000

Reduction in profit (£4.60 x 520,000 units)

= £2.392,000

Revised profit

=  £408,000 (This is an 85% reduction 

in profit!)

The moral of the story is to protect contribution margin per unit above all else. 

Every pound of contribution margin per unit that’s lost — due to decreased sales 

prices, increased product cost or increases in other variable costs — has a tre-

mendously negative impact on profit. Conversely, if you can increase the contri-

bution margin per unit without hurting sales volume, you reap very large profit 

benefits, as described next. 

Improving profit

The preceding sections explore the downside of things — that is, what would’ve 

happened to profit if sales volume or sales prices had been lower. The upside — 

higher profit — is so much more pleasant to discuss and analyse, don’t you think? 

Profit improvement boils down to the three critical profit-making factors, listed in order from the most effective to the least effective:

 

» Increasing the contribution margin per unit

 

» Increasing sales volume

 

» Reducing fixed expenses

Say you want to improve your bottom-line profit from the £2.1 million net profit 

you earned the year just ended to £2.33 million next year. How can you pump up 

your net profit by £234,000? (By the way, this is the only place in the chapter we bring the tax factor into the analysis.)
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To boost your net profit after taxes by £234,000, you’ll need to aim for a much 

larger  increase  in  pre-tax  earnings  to  account  for  taxes.  Your  accountant  estimates that this means increasing pre-tax earnings by £312,000, as £78,000 of 

this would go toward taxes. So, your goal is to find a way to raise pre-tax earnings by £312,000. 

 

You  should  consider  whether  fixed  costs  and  interest  expenses  are  likely  to increase next year, but to keep things simple, we’ll assume they won’t. We’re also going to assume that the business can’t reduce its fixed operating expenses without risking its current sales level. In reality though, every business should review its fixed expenses carefully to identify potential savings. 

So, here are some suggestions as to how the business could increase its pre-tax 

profits by £312,000:

 

» Increase your contribution margin per unit by £0.60, which would raise the total contribution margin by 312,000, based on a 520,000 units sales volume 

(£0.60 × 520,000 = £312,000). 

 

» Sell 9,750 additional units at the current contribution margin per unit of £32, which would raise the total contribution margin by £312,000 (9,750 × £32 = 

£312,000). 

 

» Use a combination of these two approaches: increase both the margin per 

unit and the sales volume. 

The second approach seems straightforward — you just need to set a sales goal of 

increasing the number of products sold by 9,750 units. However, this could prove 

quite a challenge to an already overworked sales team and creating more work for 

them could come back and bite you. 

So let’s consider how you can achieve the first option, which is to increase the 

contribution margin per unit by £0.60. 

 

» You could decrease your product cost per unit by £0.60; this would directly increase your contribution margin by the same amount, assuming no changes 

in other costs or pricing. 

 

» You might consider reducing the sales commission from £8 (8% of £100 sales revenue) to £7.40 (which would be 7.4% of the current sales price); however, 

this might have the effect of upsetting your sales force. Not something I 

suspect you’d want to do. 
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» You could increase the sales price by £0.65 to achieve a contribution margin increase of £0.60. Note: the extra £0.65 sales price increase would result in a 

further £0.05 being deducted as sales commission, thus giving your desired 

£0.60 increase in contribution margin. 

Whilst any of the above changes may work mathematically, you need to test them 

in practice as they could impact sales volume, customer satisfaction, or workforce morale. 

However you do it, the improvement would increase your earnings before tax by 

the desired amount:

Impact of £0.60 Higher Unit Contribution Margin on Profit

Contribution margin per unit increase

£0.60

× Units sold during year

520,000

Equals: Increase in earnings before tax

£312,000

Cutting prices to increase sales volume:  

A very tricky game to play! 

Be careful, and make sure to  run the numbers (accountant speak for using a profit model) before deciding to drop sales prices in order to gain more sales volume. 

Suppose, for example, you’re convinced that if you decrease sales prices by 5%, 

your sales volume will increase by 10%. Seems like an attractive trade-off, one 

that would increase both profit performance and market share. But are you sure 

that those positive changes are the results you’ll get? 

The impact on profit may surprise you. Get a piece of paper and do the calculation for this lower sales price and higher sales volume scenario:

Lower Sales Price and Higher Sales Volume Impact on Profit

New sales price (lower)

£95.00

Less: Product cost per unit (same)

£60.00

Less: Variable operating expenses (lower)

£7.60

Equals: New unit contribution margin (lower)

£27.40

× Sales volume (higher)

572,000

Equals: Total contribution margin

£15,672,800

Less: Previous total contribution margin

£16,640,000

Equals: Decrease in total contribution margin

£967,200
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Your  total  contribution  margin  wouldn’t  go  up;  instead,  it  would  go  down  by 

£967,200! In dropping the sales price by £5, you’d give up too much of your con-

tribution margin per unit. The increase in sales volume wouldn’t make up for the 

big dent in unit contribution margin. You may gain more market share but would 

pay for it with a £967,200 drop in earnings before tax. 

 

To keep profit the same, you’d have to increase sales volume more than 10%. By 

how much? Divide the total contribution margin for the 520,000 units situation by the contribution margin per unit for the new scenario:

£16,640,000 ÷ £27.40 = 607,300 units

In other words, just to keep your total contribution margin the same at the lower sales price, you’d have to increase sales volume to 607,300 units — an increase of 87,300 units, or a whopping 17%. That would be quite a challenge, to say the least. 

Cash flow from improving profit margin  

versus improving sales volume

This chapter discusses increasing profit margin versus increasing sales volume 

to  improve  bottom-line  profit.  Improving  your  profit  margin  is  the  better  way to go, compared with increasing sales volume. Both actions increase profit, but 

the profit margin tactic is much better in terms of cash flow. When sales volume 

increases, so does stock. On the other hand, when you improve profit margin (by 

raising the sales price or by lowering product cost), you don’t have to increase 

stock — in fact, reducing product cost may actually cause stock to decrease a little. 

In short, increasing your profit margin yields a higher cash flow from profit than does increasing your sales volume. 

A Final Word or Two

Recently, some friends pooled their savings and opened an up-market off-licence 

in  a  rapidly  growing  area.  The  business  has  a  lot  of  potential.  We  can  tell  you one thing they should have done before going ahead with this new venture — in  

addition  to  location  analysis  and  competition  analysis,  of  course.  They  should have used the basic profit model (in other words, the management Profit and Loss 

account) discussed in this chapter to figure out their break-even sales volume — 

because we’re sure they have rather large fixed expenses. And they should have 

determined how much more sales revenue over their break-even point that they’d 

need to earn a satisfactory return on their investment in the business. 

During their open house for the new shop we noticed the very large number of dif-
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sizes and types of containers many products come in. Quite literally, the business sells thousands of distinct products. The shop also sells many products like soft drinks, ice, corkscrews and so on. Therefore, the company doesn’t have a single 

sales volume factor (meaning the number of units sold) to work with in the basic 

profit model. So you have to adapt the profit model to get along without the sales volume factor. 

The trick is to determine your  average contribution margin as a percentage of sales revenue. Let’s assume that an off-licence’s average gross margin (sales revenue less cost of goods sold) is about 25%. We’ll also estimate that the other variable operating  expenses  of  the  shop  will  be  5%  of  sales.  So,  the  average  contribution margin would be 20% of sales (25% gross margin less 5% variable operat-

ing expenses). Suppose the total fixed operating expenses of the shop are about 

£100,000 per month (for rent, salaries, electricity and so on), which is £1.2 million per year. So, the shop needs £6 million in sales per year just to break even:

£1.2 million fixed expenses ÷ 20% average contribution margin = £6 million annual sales to break even

Selling £6 million of product a year means moving a lot of booze. The business 

needs to sell another £1 million to provide £200,000 of operating earnings (at the 20% average contribution margin) — to pay interest expense and tax and to leave 

enough net profit for the owners who invested capital in the business and who 

expect a good return on their investment. 

By the way, some dodgy off-licence owners are known (especially to HM Revenue 

& Customs) to engage in  sales skimming. This term refers to not recording all sales revenue;  instead,  some  cash  collected  from  customers  is  put  in  the  pockets  of the owners. They don’t report the profit on their tax returns or in the Profit and Loss accounts of the business. Our friends who started the off-licence are honest businesspeople, and we’re sure they won’t engage in sales skimming — but they 

do have to make sure that none of their store’s employees skim off some sales 

revenue. 

When sales skimming is being committed, not all the actual sales revenue for the 

year is recorded, even though the total cost of all products sold during the year is recorded (this is usually prevalent in a cash-based business and is becoming less common nowadays as many businesses, such as off-licences, take payments by 

card). Obviously, sales skimming distorts the Profit and Loss account and throws 

off normal ratios of gross profit and operating profit to sales revenue. If you have the opportunity to buy a business, please be alert to the possibility that some sales skimming may have been done by the present owner. 
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Have a Go

1.  Using the information shown in Table 3-1, calculate the contribution margin for Company A. 

 

2.  Using the information shown in Table 3-1, calculate the break-even point for Company B. 

3.  Using the information in Table 3-1, calculate the margin of safety for Company A. 

4.  Using the information in Table 3-1, calculate the gross margin ratio of Company B. 

TABLE 3-1 

Internal Profit and Loss Account Highlighting Profit Drivers

Company A

Company B

Totals

Per Unit

Totals

Per Unit

Sales volume (units)

50,000

1,500,000

Sales revenue

£15,000,000

£300.00

£36,000,000

£24.00

Cost of goods sold expense

£7,500,000

£150.00

£27,000,000

£18.00

Gross margin

£7,500,000

£150.00

£9,000,000

£6.00

Variable operating expenses

£3,750,000

£75.00

£4,200,000

£2.80

Contribution margin

£3,750,000

£75.00

£4,800,000

£3.20

Fixed operating expenses

£1,950,000

£39.00

£3,000,000

£2.00

Operating profit

£1,800,000

£36.00

£1,800,000

£1.20

5.  Using the information shown in Table 3-2, calculate the effect of 

Company C allowing a 10% decrease in its selling price, in exchange  

for a 10% increase in sales volume. What is the effect on the operating 

profit? 

CHAPTER 3  Managing Profit Performance      323

TABLE 3-2 

Operating Profit Result from 10% Sales Price Decrease in  

Exchange for 10% Sales Volume Increase

Company C

Before

After

Calculate Change

Sales price

£300.00

£270.00

?? 

Product cost

£150.00

£150.00

Variable operating expenses:

£15.00

£15.00

?? 

Volume-driven expenses

£60.00

£54.00

Revenue-driven expenses at 20%

Contribution margin per unit

£75.00

£51.00

? 

Times sales volume in units

50,000

55,000

? 

Equals total contribution margin

£3,750,000

£2,805,000

? 

Less fixed operating expenses

£1,950,000

£1,950,000

Operating profit

£1,800,000

£855,000

? 

Answering the Have a Go Questions

1.  You calculate the contribution margin by multiplying the contribution per 

unit by the volume of units sold. So, in the case of Company A, you do this:

•  Contribution per unit = £75

•  Volume sold = 50,000 units

•  Contribution margin = £75 × 50,000 = £3,750,000

2.  You calculate the break-even point by taking the total annual fixed 

expenses and dividing them by the contribution margin per unit. For 

Company B, the calculation is as follows:

•  Total fixed expenses = £3,000,000

•  Contribution per unit = £3.20

•  Break-even point = 3,000,000 ÷ £3.20 = 937,500 units

3.  The margin of safety is described as the volume of sales units minus the 

break-even number of units. In the case of Company A the calculation is 

as follows:

•  Sales volume = 50,000 units
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•  Break-even volume = 26,000 (1,950,000 ÷ £75)

•  Margin of safety = 50,000 – 26,000 = 24,000 units

4.  You calculate the gross margin ratio by dividing the gross margin by the 

sales revenue and multiplying by 100. So in the case of Company B, the 

 

calculation is as follows:

•  Gross margin = 9,000,000

•  Sales revenue = £36,000,000

•  Gross margin ratio = 9,000,000 ÷ 36,000,000 × 100 = 25%

5.  Table 3-3 shows the completed Table 3-2. 

You can see that the operating profit decreases by £945,000, which is a 

decrease of more than 50% prior to decreasing the selling price! The reason for 

this huge drop isn’t immediately obvious, but here goes . . . . The 10% decrease 

in the sales prices causes the contribution margin per unit to drop from £75 to 

£51, which is a plunge of 32% (£24 decrease divided by £75 original contribution 

margin). The small 10% increase in sales volume can’t make up for the 32% 

decrease in contribution margin. 

TABLE 3-3 

Operating Profit Result — Complete

Company C

Before

After

Calculate Change

Sales price

£300.00

£270.00

(£30.00)

Product cost

£150.00

£150.00

Variable operating expenses:

£15.00

£15.00

(£6.00)

Volume-driven expenses

£60.00

£54.00

Revenue-driven expenses at 20%

Contribution margin per unit

£75.00

£51.00

(£24.00)

Times sales volume in units

50,000

55,000

5,000

Equals total contribution margin

£3,750,000

£2,805,000

(£945,000)

Less fixed operating expenses

£1,950,000

£1,950,000

Operating profit

£1,800,000

£855,000

(£945,000)
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» Determining costs: The second most 
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» Comprehending the different needs 

for cost information

 

» Contrasting costs to understand 

them better

 

» Determining product cost for 

manufacturers

 

» Padding profit by manufacturing too 

many products

Chapter 4

Cost Conundrums

Measuring costs is the second most important thing accountants do, 

right  after  measuring  profit.  But  really,  can  measuring  a  cost  be  very complicated? You just take numbers off a purchase invoice and call it a 

day, right? Not if your business manufactures the products you sell — that’s for 

sure! Businesses must carefully record all their costs correctly so that profit can be accurately determined each period and so that managers have the information 

they need to make decisions and control profit performance. 

Previewing What’s Coming Down the Road

One of the main functions of accounting for a manufacturing business is measur-

ing  product cost.  Examples include determining the cost of a new car just rolling off the assembly line or the cost of this book,  Bookkeeping & Accounting For Dummies, All-in-One, 2nd Edition.  Many  production  (manufacturing)  processes  are  often quite complex, and measuring product cost can be equally tricky. Every step in the production process has to be tracked very carefully from start to finish. 
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One difficulty is that many manufacturing costs can’t be directly matched with specific products; these are known as  indirect costs, and include things like factory rent, maintenance costs, or utility expenses, to name just a few. To arrive at the full cost of each product manufactured, accountants devise methods for allocating the indirect production costs to specific products. Different accountants may use different allocation methods depending on the business’s needs. 

UK and Ireland accounting standards provide very little guidance for measuring 

product cost because their primary purpose is to ensure that the financial state-

ments are prepared and presented to provide a true and fair view of the compa-

ny’s performance. Product costing is more of a management accounting function, 

which focuses on internal decision-making rather than external reporting. 

Manufacturing  businesses  have  a  lot  of  leeway  in  how  their  product  costs  are determined;  even  businesses  in  the  same  industry  use  different  product  cost accounting methods. 

In addition to measuring product costs of manufacturers, accountants in all busi-

nesses determine many other costs: the costs of the departments and other organ-

isational units of the business; the cost of pensions for the company’s employees; the cost of marketing initiatives and advertising campaigns; and, on occasion, the cost of restructuring the business or the cost of a major recall of products sold by the business. A common refrain among accountants is “different costs for different purposes.” True enough, but at its core cost accounting serves two broad 

purposes — measuring profit and providing relevant information to managers. 

This chapter covers cost concepts and cost measurement methods that are used by 

both retail and manufacturing businesses, along with the extra challenges manu-

facturers face. We also discuss how having a solid understanding of cost issues 

can help you recognise when a business is deliberately adjusting product costs to manipulate  its  profit  figure.  Service  businesses,  whilst  they  don’t  sell  products and won’t encounter the same problems as manufacturers, will still have plenty 

of cost allocation issues to deal with, such as assessing the profitability of each of their separate sales revenue sources. 

What Makes Cost So Important? 

Without good cost information, a business operates blindly. Cost data is needed 

for different purposes in business, including the following:

 

» Setting sales prices: The common method for setting sales prices (known as cost-plus or  mark-up on cost) starts with cost and then adds a certain percentage. 
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» Measuring gross profit: Investors and managers evaluate business perfor-

mance using the profit figures. They are interested in the  gross profit figure, which is calculated by subtracting the cost of goods sold from sales revenue. 

It is the first profit line reported in the Profit and Loss account. 

 

» Valuing assets: The Balance Sheet reports the cost values for many assets, such as stock and fixed assets. These cost-based valuations are essential for 

determining the business’s overall financial position. 

 

» Making optimal choices: You often must choose one alternative over others in making business decisions. The best alternative depends heavily on cost 

factors, and you have to be careful to distinguish  relevant costs from  irrelevant Cost Conundrums

costs, as described in the section ”Relevant versus irrelevant (sunk) costs,” 

later in this chapter. 

In most cases, the book value of a fixed asset is an  irrelevant cost. For example, suppose the net book value of a machine used in the manufacturing 

operations of a business is £35,000. This is the amount of the original cost 

minus the accumulated depreciation expense that has already been charged 

to the Profit and Loss account. Whilst this may seem quite relevant, the book 

value of the machine will not influence the decision as to whether that 

machine should be kept or not. 

What matters is the disposal value of the machine. For example, if the 

machine has a disposal value of £20,000, then this would be the relevant cost 

for deciding on whether to keep it or not. By continuing to use the machine, 

the business forfeits £20,000, which it could obtain by selling it. Making 

£20,000 the key factor in the decision, not the £35,000, which is shown as book 

value in the accounts. Making decisions involves looking at the future cash 

flows of each alternative — not looking back at historical-based cost values. 

Sharpening Your Sensitivity to Costs

The following sections explain important distinctions between costs that manag-

ers should understand in making decisions and exercising control. Also, these cost distinctions  help  managers  better  appreciate  the  cost  figures  that  accountants attach to products that are manufactured or purchased by the business. 

In a later section we focus on the special accounting methods and problems of 

computing product costs of  manufacturers.  Retailers purchase products in a condition ready for sale to their customers — although the products have to be removed from shipping containers and a retailer does a little work making the products 

presentable for sale and putting the products on display. 
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Manufacturers don’t have it so easy; their product costs have to be  “manufactured” 

in the sense that the accountants have to compile production costs and compute 

the cost per unit for every product manufactured. It’s extremely important to correctly calculate the product costs because the cost of goods sold is the first, and usually the largest, expense deducted from sales revenue in measuring profit. 

The  profit  reported  in  the  Profit  and  Loss  account  of  a  business  for  the  period depends heavily on whether its product costs have been measured properly. Also, 

keep  in  mind  that  product  cost  is  the  value  for  the  stock  asset  reported  in  the Balance Sheet of a business. 

Direct versus indirect costs

What’s the difference between these costs? Well:

 

» Direct costs can be clearly attributed to a specific product, product line, source of sales revenue, unit of the business, or a specific operation in a 

process. An example of a direct cost in the book publishing industry is the cost 

of the paper that a book is printed on; this cost can be squarely attached to 

one particular phase of the book production process. 

 

» Indirect costs cannot be easily traced to specific products, organisational units, or activities. A book publisher’s phone bill is a cost of doing business but can’t be tied down to just one step in the book’s editorial and production 

process. The salary of the purchasing officer who selects the paper for all the 

books is another example of a cost that’s indirect to the production of 

particular books. 

Various methods are used to allocate indirect costs to products, sources of revenue, organisational units, and other areas. These allocation methods are rarely perfect and often involve a degree of arbitrariness. Business managers should carefully 

evaluate these methods and interpret the resulting cost figures with caution. 

The cost of filling the fuel tank in driving your car from London to Bristol and 

back is a direct cost of making a trip. The annual road tax that the government 

charges you is an indirect cost of the trip, although it’s a direct cost of having the car available during the year. 
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Fixed versus variable costs

Two other costs you need to know about are as follows:

 

» Fixed costs stay the same regardless of how much a business produces or 

sells. For example, office rent doesn’t change regardless of how much a 

business’s sales volume increases or decreases. Fixed costs are a constant 

expense to the business. To make a profit, the business must sell enough 

units at a high enough margin to cover these costs. (See Book 5, Chapter 3 for 

more on the break-even point — the sales level needed to cover fixed costs.)
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» Variable costs change depending on sales and production levels. For 

example, if you increase the number of books that your business produces, 

the cost of the paper and ink also goes up. 

Breaking even

The  break-even  point  is  the  level  of  sales  at  which  a  business’s  total  revenue equals its total costs, resulting in neither a profit nor a loss. It is a critical benchmark that shows how much a business needs to sell to cover its fixed and 

variable costs. 

A  break-even  chart  visually  represents  the  relationship  between  a  business’s costs, revenue, and profit at different sales levels. It helps to identify the break-even point — the sales volume where total revenue equals total costs, resulting 

in no profit or loss. 

Take a look at the break-even chart shown in Figure 4-1. The bottom horizontal 

axis represents volume, starting at 0 (zero) and rising as the company produces 

more product. The vertical axis represents value, starting at 0 (zero) and rising, as you’d expect, with any increase in volume. The horizontal line in the middle of the chart represents  fixed costs — those costs that remain the same, regardless of how much a business produces or sells. The line angling upwards from the fixed 

cost line represents the  variable cost — the more we produce, the higher the cost. 

We arrive at the total costs by adding the fixed and variable costs together. 

The line representing sales revenue starts at 0 (no sales means no money is com-

ing  in)  and  then  rises  as  sales  grow.  The  crucial  information  this  chart  shows is the  break-even point,  when  total  costs  match  the  value  of  sales  revenue  and from which point onwards the business starts to make profit. The picture makes 

it easier to appreciate why lowering cost, either fixed or variable, or increasing selling  prices  helps  a  business  to  break  even  at  lower  volumes  and  hence  start making  profit  sooner  and  be  able  to  make  even  more  profit  from  any  given amount of assets. 
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FIGURE 4-1:  

A break- 

even chart. 

Conversely, a business that only reaches break-even when sales are so high that 

there’s  virtually  no  spare  capacity  is  shown  as  being  vulnerable,  because  that business has a small  margin of safety if events don’t turn out as planned. 

Relevant versus irrelevant (sunk) costs

Is there such a thing as an irrelevant cost in business accounting? Absolutely! 

 

» Relevant costs: These are future costs that will change as a direct result of a specific business decision. For example, let’s say that you want to print more 

books next year to boost your sales, but the cost of paper has just increased 

dramatically. You’ll need to consider that additional cost, as It will directly 

impact your profit, so it’s essential to factor it into your decision-making. 

 

» Irrelevant (or sunk) costs: These are costs that don’t matter for future decisions because they have already been spent and can’t be changed. For 

example, let’s consider that you are buying computers for new employees, but 

you’ve got old typewriters in storage. The money that was spent on typewrit-

ers is a sunk cost — it’s already been spent. It’s a past cost and shouldn’t affect your decision-making. You should focus on the cost of the new computers 

instead. The cost of these old typewriters should be written off, and maybe a 

decision should be made to recycle the parts. 

Generally speaking, fixed costs are irrelevant when deciding on a future 

course of action, as they remain constant and can’t be easily increased or 

decreased over the short term. However, fixed costs could become relevant 

when making major decisions like relocating your business. For example, if a 

bakery pays rent of £1,000 per month then this would be a fixed cost, which 

doesn’t change no matter how many loaves and cakes you bake. If you decide 
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to move because business is booming and you need a bigger kitchen, then the rental costs for a new property with a bigger kitchen suddenly become 

relevant. Most variable costs are relevant because they depend on which 

alternative is decided on. 

Separating between actual, budgeted, 

and standard costs

Other costs to know about are:
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» Actual costs: Historical costs, based on real transactions and operations for the period just ended, or going back to earlier periods. Financial statements 

rely on actual costs to show a business’s performance. For example, annual 

profit is calculated by recording the effects of actual transactions and 

spreading historical costs over the periods they relate to. 

 

» Budgeted costs: These are estimates of future costs, based on expected 

transactions and operations. For example, if you forecast that sales volume  

will increase by 10%, then your variable costs will likely increase accordingly. 

However, fixed costs may or may not need to be increased to accommodate the 

volume increase (see ”Fixed versus variable costs,” earlier in this chapter). Book 5, Chapter 5 explains the budgeting process and budgeted financial statements. 

 

» Standard costs: These are carefully calculated costs, primarily used in 

manufacturing, based on detailed analysis of operations and forecast costs 

for each component or step in an operation. Standard costs are used to 

estimate the cost of producing goods and often include direct costs like 

materials and labour. Fixed costs are harder to estimate because they are 

usually indirect and require more assumptions (see “Direct versus indirect 

costs” earlier in this chapter).  Note: Some variable costs are indirect and have to be allocated to specific products in order to come up with a full (total) 

standard cost of the product. 

Product versus period costs

Product costs differ from period costs:

 

» Product costs: These are costs that are attached to specific products. The cost is recorded in the stock asset account in the Balance Sheet until the 

product is sold, at which time the cost goes into the cost of goods sold 

account in the Profit and Loss account. So, the product cost is deferred and 

not recorded to expense until the product is sold. 
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The cost of a new car sitting on a dealer’s showroom floor is a product cost. 

The dealer keeps the cost in the stock asset account until you buy the car, at 

which point the dealer charges the cost to the cost of goods sold expense. 

 

» Period costs: These are costs that are  not attached to specific products. 

Period costs are recorded as expenses immediately; unlike product costs, 

period costs don’t pass through the stock account first. Examples include 

admin costs, advertising, rent, and research and development costs. 

Separating between product costs and period costs is particularly important for 

manufacturing businesses, as you find out in the following section. 

Putting Together the Pieces of Product 

Cost for Manufacturers

Manufacturers face additional cost challenges compared to retailers. In this book, we  consider  “manufacturing”  to  be  anything  from  assembling  cars  to  brewing beer, refining oil, or creating products using chemical processes. For example, a manufacturer such as Levi Strauss, which makes clothing, has to figure out the 

costs of producing their products. Retailers such as Selfridges, who sell products such as Levi Strauss, only need to worry about the price they buy in at versus how much they sell each item for. 

The next sections explain the unique costs manufacturers face and how they cal-

culate the cost of their products. 

Minding manufacturing costs

Manufacturing costs consist of four basic types:

 

» Raw materials: Include the individual component parts that a manufacturer will buy from their suppliers to use in the production of its own products. For 

example, The Ford Motor Company buys tyres from Goodyear (and other tyre 

manufacturers) that then become part of Ford’s cars. 

 

» Direct labour: The employees who work on the production line. 

 

» Variable overhead: These include indirect production costs that change as the production levels go up and down. For example, the cost of electricity that 

runs the production equipment: You pay for the electricity for the whole plant, 
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not machine by machine, so you can’t attach this cost to one specific part of the process. But if you scale up or down production, the electricity cost 

increases or decreases accordingly. 

 

» Fixed overhead: Indirect production costs that do  not increase or decrease as the quantity produced increases or decreases. These fixed costs remain 

the same over the majority of production output levels (see ”Fixed versus 

variable costs,” earlier in this chapter). Here are three significant fixed 

manufacturing costs:

•  Salaries for certain production employees who don’t work directly on the production line, such as department managers, safety inspectors, security 
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guards, accountants, and shipping and receiving workers

•  Depreciation of production buildings, equipment, and other manufacturing fixed assets

•  Occupancy costs, such as building insurance, property rental, and heating and lighting charges

Figure 4-2 shows a sample management Profit and Loss account for a manufac-

turer, including supplementary information about its manufacturing costs. The 

cost  of  goods  sold  (COGS)  comes  directly  from  the  product  costs  shown  in  the manufacturing cost summary below the management Profit and Loss account. A 

business might produce 100, 1,000, or even more different products. Figure 4-2 

shows an example of a manufacturer that makes just one product to keep things 

simple. 

The example is realistic yet avoids the clutter of too much detail. It illustrates the fundamental accounting problems and methods of all manufacturers. 

The information in the manufacturing cost summary schedule below the Profit 

and Loss account (see Figure 4-2) is highly confidential and for management eyes 

only. Competitors would love to know this information. A company may enjoy a 

significant cost advantage over its competitors and definitely would not want its cost data to get into the hands of its competitors. 

Unlike  a  retailer,  a  manufacturer  doesn’t   purchase  products  but  begins  by  buying the raw materials needed in the production process. Then, the manufacturer 

pays workers to operate the machines and equipment and to move the products 

into warehouses after they’ve been produced. This is often done in large facto-

ries, which have many indirect overhead costs. All these different production costs must be accurately calculated and recorded in the stock account and then added to the cost of goods sold when products are sold. 
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FIGURE 4-2:  

Example for 

determining 

product cost of a 

manufacturer. 

Allocating costs properly: Not easy! 

There are a couple of tricky issues that manufacturers need to contend with when 

determining the product cost: 

 

» Deciding between manufacturing costs and non-manufacturing operat-

ing costs: The key difference here is that manufacturing costs are categorised as product costs, whereas non-manufacturing operating costs are classified as 

period costs (refer to “Product versus period costs,” earlier in this chapter). 

When calculating product cost, you only include manufacturing costs and not 

other costs. Period costs are recorded right away as an expense — either in 
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variable operating expenses or fixed operating expenses for the example shown in Figure 4-2. 

For example, wages paid to production-line workers are a good example of a 

manufacturing cost. Salaries paid to salespeople are a marketing cost and 

aren’t part of product cost. Marketing costs are treated as period costs, and 

are recorded immediately to expenses for that period. 

Depreciation on production equipment is considered to be a manufacturing 

cost, but depreciation on the warehouse where the products are eventually 

stored, is a period cost. Moving the raw materials and works-in-progress 

through the production process is a manufacturing cost, but transporting the 
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finished products from the warehouse to customers is a period cost. In short, 

product cost stops at the end of the production line — but every cost up to 

that point should be included as a manufacturing cost. Direct and variable 

production costs are tracked from the start of manufacturing to the end of the 

production process. Fixed and indirect costs for the year are spread across 

the total output produced during that year. 

If you incorrectly classify manufacturing costs as operating costs, your product 

cost calculation will be too low (refer to “Calculating product cost” later in this chapter). 

 

» Deciding how to divide indirect costs between products, departments, or 

assets: Indirect  manufacturing costs must be allocated among the products produced during the period. The full product cost includes both direct and 

indirect manufacturing costs. Coming up with the most appropriate allocation 

method is difficult, but it must be done to determine product cost. 

For non-manufacturing costs, the key question is whether allocating indirect 

costs helps managers make better decisions and improve control. This is a 

difficult question to answer, but either way, managers must understand how 

indirect costs are allocated to products and non-manufacturing areas. 

Remember, all allocation methods are open to interpretation, and another 

method might work just as well. 

Allocating Indirect Costs Is as  

Simple as ABC — Not! 

Manufacturers  use  many  methods  to  allocate  indirect  costs  (like  overhead)  to their products. A common approach is to base allocations on production activity, 

such as direct labour hours. One method that’s gained a lot of attention is  activity-based costing (ABC). 
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With ABC, you break down the production process into activities and group costs into separate “pools” for each activity. Then, you figure out a  cost driver for each activity — something that links the activity to the products. 

For  example,  the  cost  driver  for  the  engineering  department  might  be   hours worked, while for maintenance, it could be  square feet of factory space used. 

Here’s how it works:

 

» Let’s imagine that Product A requires 200 hours of engineering time, while Product B only needs 20 hours. Product A gets allocated ten times more of the 

engineering cost. 

 

» Similarly, if maintenance costs £10 per square foot annually and Product C 

uses twice as much space as Product D, Product C gets charged twice the 

maintenance cost. 

ABC is often recognised for giving a more accurate picture of costs compared to 

traditional  methods,  which  can  sometimes  rely  on  broad  averages  like  labour hours alone. It’s especially helpful for managers making decisions about pricing 

or product mix. 

However,  ABC  isn’t  perfect.  Choosing  cost  drivers  can  still  feel  subjective,  and having too many drivers can make the system more difficult to manage. Cost allocation will always require some level of estimation. 

Managers should understand how cost allocations are done and ensure the meth-

ods are clear and practical. If a method seems misleading, they should work with 

accountants to find a better approach — keeping in mind that every method has 

its limits. 

Calculating product cost

The basic equation for calculating product cost is as follows (using the example of the manufacturer from Figure 4-2):

£91.2 million total manufacturing costs ÷ 120,000 units production output = £760 

product cost per unit

This  calculation  looks  pretty  straightforward,  but  the  accuracy  of  the  results depends on the degree of accuracy used when calculating the manufacturing costs. 

Because manufacturing processes can be fairly complex, with hundreds or thou-

sands of steps and operations, your accounting systems are often equally complex 

and detailed in order to keep accurate track of all the manufacturing costs. 
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As we explained earlier, when introducing the example, this business manufactures just one product. Also, its product cost per unit is determined for the entire year. In actual practice, manufacturers calculate their product costs monthly or 

quarterly. The computation process is the same, but the frequency of doing the 

computation varies from business to business. 

In this example, the business manufactured 120,000 units and sold 110,000 units 

during the year. As seen above, we’ve calculated the product cost per unit as £760. 

The 110,000 total units sold during the year are multiplied by the £760 product 

cost to compute the £83.6 million cost of goods sold, which is deducted against 
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the company’s revenue from selling 110,000 units during the year. 

The company’s total manufacturing costs for the year were £91.2 million, which is 

£7.6 million more than the cost of goods sold. This is because 10,000 extra units of stock were made and not sold. These items, valued at £760 each, will be added 

to stock. You can see in Figure 4-2, that the £760 product cost per unit is applied both to the 110,000 units sold and to the 10,000 units added to stock. 

As  we  mentioned  earlier,  most  manufacturers  will  recalculate  their  product costs monthly or quarterly rather than once a year (as in the example). It’s quite normal for product costs to vary each time they are assessed, and the business 

must  choose  which  cost  of  goods  sold  and  stock  cost  method  to  use  —  unless product  cost  remains  absolutely  flat  and  constant  period  to  period,  in  which case the different methods yield the same results. Book 5, Chapter 2 explains the alternative accounting methods for determining cost of goods sold expense and 

stock cost value. 

Fixed manufacturing costs and  

production capacity

Product  costs  include  both  variable  and  fixed  manufacturing  costs.  In  

Figure 4-2, the company’s variable manufacturing costs are £410 per unit, and  

its fixed manufacturing costs are £350 per unit. 

Now, consider what would happen if the business had manufactured just one more 

unit. Its total variable manufacturing costs would have been £410 higher because 

these costs are driven by the actual number of units produced. So even one more 

unit would have caused the variable costs to increase. However, the company’s 

total fixed costs would remain the same, as they are not dependent on the number 

of products produced. 
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Fixed  manufacturing  costs  are  the  expenses  needed  to  maintain   production capacity  —  the  people  and  equipment  required  to  make  products.  Once  this capacity is set up for the year, these costs can’t easily be reduced. Since the business is committed to these costs in the short term, it must focus on using its  

 production capacity as efficiently as possible. 

Production capacity is a critical concept for business managers to grasp. You need to plan your production capacity well ahead of time because you need plenty of 

lead  time  to  assemble  the  right  people,  equipment,  land  and  buildings.  When you have the necessary production capacity in place, you want to make sure that 

you’re making optimal use of that capacity. The fixed costs of production capacity remain the same even as production output increases or decreases, so you may as 

well make optimal use of the capacity provided by those fixed costs. 

The fixed cost component of product cost is called the  burden rate.  In our manufacturing example, the burden rate is calculated as follows (see Figure 4-2):

£42.0 million total fixed manufacturing costs ÷ 120,000 units produced = £350 

burden rate per unit

The  burden  rate  depends  on  the  period’s  production  output.  If  fewer  units are  produced,  the  burden  rate  increases  because  fixed  costs  are  spread  over fewer units. 

Here’s an example:

If the company had produced only 110,000 units — exactly the quantity sold dur-

ing the year — the variable manufacturing cost per unit would still be £410. How-

ever, the burden rate would rise to:

£42.0 million ÷ 110,000 units = £381.82 per unit

Each  unit  would  cost  £31.82  more  simply  because  fewer  units  were  produced (£381.82 versus £350). This shows how lower production increases the fixed cost 

per unit, even when total fixed costs stay the same. 

If the company only produced 110,000 units, the product cost would have been 

£791.82, which is calculated as £410 variable costs plus the £381.82 burden rate. 

The company’s cost of goods sold would have been £3.5 million higher for the year (£31.82 extra cost per unit × 110,000 units sold). This increase happened because the company produced fewer units overall, even though it made enough to meet 
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sales for the year. With fewer units produced, the fixed manufacturing costs were spread across a smaller number of units, raising the cost per unit. 

If we look back to the example shown in Figure 4-2, the company’s cost of goods 

sold benefited from the fact that it produced 10,000 more units than it sold during the year. These 10,000 units absorbed £3.5 million of its total fixed manufacturing costs for the year, and until the units are sold this £3.5 million stays in the stock  asset  account.  It’s  entirely  possible  that  the  higher  production  level  was justified — to have more stock on hand for sales growth next year. But production output can get out of hand — see the section, “Excessive production output for 

beefing up profit,” later in this chapter. 
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For the example illustrated in Figure 4-2, the business’s production capacity for the  year  is  150,000  units.  However,  this  business  produced  only  120,000  units during the year, which is 30,000 units fewer than it could have produced. In other words, it operated at 80% of production capacity, which is 20%  idle capacity (which isn’t unusual):

120,000 units output ÷ 150,000 units capacity = 80% utilisation

Running at 80% of production capacity, this business’s burden rate for the year 

is  £350  per  unit  (£42  million  total  fixed  manufacturing  costs  ÷ 120,000 units output). The burden rate would have been higher if the company had produced, 

say,  only  110,000  units  during  the  year.  The  burden  rate,  in  other  words,  is sensitive to the number of units produced. This can lead to all kinds of issues, as explained next. 

Excessive production output  

for beefing up profit

You need to pay attention whenever production output is higher than sales vol-

ume. It could be a sign that the profit figure might be being artificially inflated. 

You might be wondering how this might this be so. 

Here’s how: Until a product is sold, its cost is recorded as an asset in the stock account, not as an expense in the cost of goods sold (COGS) account. This makes 

the product cost look like a positive number (an asset) instead of a negative number (an expense). 

Since the  burden rate (fixed manufacturing cost per unit) is included in product cost, any overproduction moves more of these fixed costs into the stock account 

and less into COGS, which is based only on the number of units sold. This reduces expenses for the period and can make profits look better than they really are. 
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THE ACTUAL COSTS / ACTUAL OUTPUT 

METHOD AND WHEN NOT TO USE IT

To determine its product cost, the business in the Figure 4-2 example uses the  actual cost / actual output method in which you take your actual costs — which may have been higher or lower than the budgeted costs for the year — and divide by the actual output for the year. 

The actual costs / actual output method is appropriate in most situations. However, this method isn’t appropriate and would have to be modified in two extreme situations:

• Manufacturing costs are grossly excessive or wasteful due to inefficient production operations.  For example, if the business in Figure 4-2 had to dispose of 

£1.2 million worth of raw materials due to inefficiency, this waste should be 

removed from the raw materials stock figure and written off as an expense instead. 

With the waste excluded, the cost per unit drops from £760 to £750, reducing the 

cost of goods sold (COGS) by £1.1 million for the 110,000 units sold. However, the 

£1.2 million expense for wasted materials must still be recorded, leading to a 

£100,000 reduction in earnings before interest and taxes (EBIT). 

• Production output is significantly less than normal capacity utilisation.  

Suppose that the business shown in Figure 4-2 produced only 75,000 units during 

the year but still sold 110,000 units because it was working off a large stock carry-over from the year before. Then its production capacity would be 50% (75,000 units divided by an annual production capacity of 150,000 units instead of 80%). In a 

sense, the business wasted half of its production capacity, and you can argue that half of its fixed manufacturing costs should be charged directly to expense on the Profit and Loss account and not included in the calculation of product cost. 

As a production manager, you need to decide whether a stock increase is justified. 

An unjustified increase may be evidence of profit manipulation. 

Let’s now suppose that the business manufactured 150,000 units during the year 

and  increased  its  stock  by  40,000  units.  This  may  be  a  legitimate  move  if  the business is expecting an increase in sales next year. However, a stock increase of 40,000 units in a year in which only 110,000 units were sold could be considered 

to be a serious overproduction mistake. In any case, Figure 4-3 shows what hap-

pens to production costs and more importantly — what happens to profit at the 

higher production output level. 
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The  extra  30,000  units  (beyond  the  original  120,000  produced)  cost  £410  per unit.  The  exact  cost  might  be  slightly  higher,  as  increased  production  can  lead to slightly higher variable costs. Producing these additional units would require about £12.3 million (see calculation below):

£410 variable manufacturing cost per unit × 30,000 additional units produced = 

£12,300,000 additional variable manufacturing costs invested in stock

But compare the business’s EBIT in Figure 4-3: £23.65 million, with £15.95 mil-

lion  in  Figure  4-2  —  a  £7.7  million  increase,  even  though  sales  volume,  sales prices, and operating costs all remain the same. So, what’s causing the increase? 

Cost Conundrums

The simple answer is that the cost of goods sold is £7.7 million less than before. 

But how can the cost of goods sold be less? The business sells 110,000 units in both scenarios and variable manufacturing costs are £410 per unit in both cases. 

To  explain,  we  have  to  look  at  the  burden  rate  component  of  product  cost.  In Figure 4-2, it is £350. This compares to a burden rate of only £280 in Figure 4-3. 

Remember that the burden rate is computed by dividing total fixed manufactur-

ing costs for the period by the production output during the period. Dividing by 

150,000 units compared with 120,000 units reduces the burden rate from £350 to 

£280. The £70 lower burden rate multiplied by the 110,000 units sold results in a 

£7.7 million smaller cost of goods sold expense for the period, and a higher pre-

tax profit of the same amount. 

In Figure 4-2 the business puts £3.5 million of its total annual fixed manufacturing costs into the increase in stock (10,000 units increase × £350 burden rate). 

This compares to Figure 4-3, in which the production output is at capacity; the 

business puts £11.2 million of its total fixed manufacturing costs into the increase in stock (40,000 units increase × £280 burden rate). Thus, £7.7 million more of 

its fixed manufacturing costs go into stock rather than cost of goods sold expense. 

But don’t forget that stock increased 40,000 units, which is quite a large increase compared with the annual sales of 110,000 during the year just ended. 

Questions might be raised about who decided to push production to full capacity 

(see Fig 4-3). Do the managers really believe sales will  increase  enough in  the next period to justify the higher stock levels? If they’re right, they’ll look great. 

But if they’re wrong and sales don’t rise, they’ll face big trouble next year — even though profits look good now. Experienced managers know to be cautious when 

stock levels suddenly increase. 
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FIGURE 4-3:  

Example in which 

production 

output greatly 

exceeds sales 

volume, thereby 

boosting profit 

for the period. 

Have a Go

1.  You can see in Table 4-1 that Company X records £42 million fixed manufacturing overhead costs in the year. 

Suppose, instead, that its fixed manufacturing overhead costs are £45.6 million 

for the year, which is an increase of £3.6 million. Would the business’s operat-

ing profit be £3.6 million lower? (Assume that variable manufacturing costs per 

unit and operating expenses remain the same.)
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TABLE 4-1 

 Internal Profit and Loss Account for Company X

Per Unit

Totals

Operating Profit for Year

Sales volume (units)

110,000

Sales revenue

£1,400

£154,000,000

Cost of goods sold expense

(£760.00)

(£83,600,000)

Gross margin

£640.00

£70,400,000

Variable operating expenses

(£300.00)

(£33,000,000)
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Contribution margin

£340.00

£37,400,000

Fixed operating expenses

(£21,450,000)

Operating profit

£15,950,000

Manufacturing Activity Summary for the Year

Annual production capacity (units)

150,000

Actual output (units)

120,000

Raw materials

£215.00

£25,800,000

Direct labour

£125.00

£15,000,000

Variable manufacturing overhead costs

£70.00

£8,400,000

Total variable manufacturing costs

£410.00

£49,200,000

Fixed manufacturing overhead costs

£350.00

£42,000,000

Product cost and total manufacturing costs

£760.00

£91,200,000

2.  Please use the information found in Table 4-2 to answer the following: Towards the end of the year, the managing director (MD) of Company Y looks 

at the preliminary numbers for operating profit and doesn’t like what they see. 

They promised the board of directors that operating profit for the year would 

come in at £4.85 million. In fact, their bonus depends on hitting that operating 

profit target. Time is still left before the end of the year to crank up production output. Therefore, they order that production output be stepped up. The MD 

asks you, as the chief accountant, to determine what the production output 

level for the year would have to be to report £4.85 million operating profit for 

the year. Of course, you have ethical concerns about doing this, but you need 

the job. Therefore, you reluctantly decide to do the calculation. Determine the 

production output level that would yield £4.85 million operating profit for  

the year. 
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TABLE 4-2 

 Internal Profit and Loss Account for Company Y

Firm Y

Per Unit

Totals

Operating Profit for Year

Sales volume (units)

500,000

Sales revenue

£85.00

£42,500,000

Cost of goods sold expense

(£56.00)

(£28,000,000)

Gross margin

£29.00

£14,500,000

Variable operating expenses

(£12.50)

(£6,250,000)

Contribution margin

£16.50

£8,250,000

Fixed operating expenses

(£5,000,000)

Operating profit

£3,250,000

Manufacturing Activity Summary for the Year

Annual production capacity (units)

800,000

Actual output (units)

500,000

Raw materials

£15.00

£7,500,000

Direct labour

£20.00

£10,000,000

Variable manufacturing overhead costs

£5.00

£2,500,000

Total variable manufacturing costs

£40.00

£20,000,000

Fixed manufacturing overhead costs

£16.00

£8,000,000

Product cost and total manufacturing costs

£56.00

£28,000,000

Answering the Have a Go Questions

1.  No, operating profit wouldn’t be £3.6 million lower. 

Table 4-3 shows that operating profit would be £3.3 million lower. The higher 

fixed manufacturing overhead costs drive up the product cost per unit, from 

£760 to £790, or £30 per unit. However, the business sells only 110,000 units, 

and so the £30 higher product cost per unit increases the cost of goods sold 

expense by only £3.3 million (£30 increase in product cost × 110,000 units sales 

volume = £3,300,000). Therefore, operating profit decreases by £3.3 million. 
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TABLE 4-3 

 Internal Profit and Loss Account Company X

Per Unit

Totals

Operating Profit for Year

Sales volume (units)

110,000

Sales revenue

£1,400

£154,000,000

Cost of goods sold expense (see after table)

(£790.00)

(£86,900,000)

Gross margin

£610.00

£67,100,000

Variable operating expenses

(£300.00)

(£33,000,000)

Cost Conundrums

Contribution margin

£310.00

£34,100,000

Fixed operating expenses

(£21,450,000)

Operating profit

£12,650,000

Manufacturing Activity Summary for the Year

Annual production capacity (units)

150,000

Actual output (units)

120,000

Raw materials

£215.00

£25,800,000

Direct labour

£125.00

£15,000,000

Variable manufacturing overhead costs

£70.00

£8,400,000

Total variable manufacturing costs

£410.00

£49,200,000

Fixed manufacturing overhead costs

£380.00

£45,600,000

Product cost and total manufacturing costs

£790.00

£94,800,000

The operating profit decrease still leaves £300,000 of the total £3.6 million fixed manufacturing overhead costs increase to explain. The 10,000 units increase in 

stock absorbs this additional amount of fixed manufacturing overhead costs; 

including fixed manufacturing overhead costs in product cost is called 

 absorption costing.  Some accountants argue that product cost should include only variable manufacturing costs and not include any fixed manufacturing 

overhead costs. This practice is called  direct costing, or  variable costing, and it isn’t generally accepted. FRS 102 “The Financial Reporting Standard applicable 

in the UK and Republic of Ireland” and FRS 105 “The Financial Reporting 

Standard applicable to the Micro-entities Regime” require that the fixed 

manufacturing overhead cost must be included in product cost. 

CHAPTER 4  Cost Conundrums      347

2.  In answer to question 2. The accountant has calculated that in order for the operating profit of Company Y to be £4.85Million, the business must 

manufacture at least 625,000 units. See Table 4-4 which shows that if the business manufactures 625,000 units, its operating profit becomes  

£4.85 million. 

TABLE 4-4 

 Internal Profit and Loss Report for Company Y

Per Unit

Totals

Operating Profit Report for Year

Sales volume (units)

500,000

Sales revenue

£85.00

£42,500,000

Cost of goods sold expense (see the product cost and 

(£52.80)

(£26,400,000)

total manufacturing costs in the Per Unit column)

Gross margin

£32.20

£16,100,000

Variable operating expenses

(£12.50)

(£6,250,000)

Contribution margin

£19.70

£9,850,000

Fixed operating expenses

(£5,000,000)

Operating profit

£4,850,000

Manufacturing Activity Summary for Year

Annual production capacity (units)

800,000

Actual output (units)

625,000

Raw materials

£15.00

£9,375,000

Direct labour

£20.00

£12,500,000

Variable manufacturing overhead cost

£5.00

£3,125,000

Total variable manufacturing costs

£40.00

£25,000,000

Fixed manufacturing overhead costs

£12.80

£8,000,000

Product cost and total manufacturing costs

£52.80

£33,000,000
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The  MD  wants  £1.6  million  more  profit  than  shown  in  Table  4-2  (£4,850,000 

profit target — £3,250,000 profit at 500,000 units production level = £1,600,000 

additional profit). The only profit driver that changes with a higher production 

level is the burden rate, which has to decline £3.20 per unit in order to achieve the additional profit (£1,600,000 additional profit wanted ÷ 500,000 units sales 

volume = £3.20 decrease needed in burden rate). The burden rate has to decrease 

£3.20, from £16 (see Table 4-2) to £12.80. The production output level has to be 

625,000 units to get the burden rate down to £12.80 (£8,000,000 fixed manufac-

turing overhead costs ÷ £12.80 burden rate = 625,000 units). 

It is a serious question whether increasing production to 625,000 units is  ethical Cost Conundrums

when sales are only 500,000 units for the year. Company Y’s board of  directors 

should challenge the MD on why such a large stock increase is needed. We cer-

tainly would! 
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Chapter 5

Business Budgeting

A business must start each day with a clear understanding of what lies ahead and end the day with a thorough knowledge of what has happened. Much 

like the Scouting motto, “Be Prepared,” a business should focus on plan-

ning for the future while actively monitoring its performance to achieve financial success. The key question is: How can this be accomplished? 

Budgeting provides one answer. The process involves setting specific goals and 

creating detailed plans to achieve them. Managers must thoroughly understand 

the business to develop a realistic forecast for the coming year. The budget serves as a plan of action for the year — it is far more than a few trend lines on a financial chart. Actual results are compared against the budget when preparing future 

management reports, ensuring the business stays on track to meet its goals. 

Financial statements in a business’s annual report are prepared  looking back,  based on actual transactions that have already happened. In contrast, budgeted financial statements are prepared  looking ahead,  based on expected future transactions guided by the business’s profit goals and financial strategy. A business’s budget is most clearly seen in its budgeted financial statements: the budgeted Profit and Loss account, Balance Sheet, and Cash Flow statement. Preparing these requires 

significant  effort  and  detailed  analysis  as  managers  work  to  improve  financial performance and plan cash flow. This careful budgeting process helps maintain 

and grow profits while keeping cash flow on track. 
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Budgeting is far more than simply “throwing together” a few numbers on a piece of paper or on a spreadsheet. A budget is a comprehensive financial plan, typically created using spreadsheets. The budgeted financial statements represent the business’s financial roadmap for the coming year, capturing its goals and strategies in numerical format. In this chapter, we explore the reasons why companies 

use budgets, how they serve as an effective management control tool, and how 

they help develop a profit strategy through a budgeted Profit and Loss account. 

The Reasons for Budgeting

Managers don’t just “make up” the budget numbers. They are based on a detailed 

analysis of the most recent financial records of the business. Managers will decide on future goals for the business and build those goals into the budget for the  

coming year. 

In short, budgeting demands a fair amount of management time and energy. 

Budgets have to be worth this time and effort. So why should a business go to the trouble of budgeting? Business managers budget and prepare budgeted financial 

statements  for  three  quite  different  reasons  —  distinguishing  them  from  each other is useful. 

The modelling reasons for budgeting

When you’re creating a budget you need solid models of your business’s profit, 

cash flow, and financial health. These models act like blueprints, showing how 

everything fits together. At its heart, a business budget is a financial blueprint for the business. 

TAKING IT ONE STEP AT A TIME

A company generally prepares one-year budgets, although many businesses also 

develop budgets for two, three, and five years. However, looking beyond a year 

becomes a little uncertain and speculative. 

Making forecasts and estimates for the next 12 months is tough enough. A one-year budget is much more definite and detailed in comparison to longer-term budgets. As they say in the sports world, a business should take it one game (or year) at a time. 

Looking down the road beyond one year is a good idea, to set long-term goals and to develop long-term strategy. But long-term planning is different to long-term budgeting. 
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Don’t be put off by the word “model.” It simply means a clear, simplified explanation of how profit, cash flow, assets, and liabilities work together. For exam-

ple, Book 5, Chapter 3 shows a model of a management Profit and Loss account. 

Models are analytical but not always mathematical. In fact, none of the financial models in this book involve complex math. However, you need to understand how 

each part of the model connects with others. For instance, the simple accounting 

equation,  assets = liabilities + owners’ equity,  is a model of the Balance Sheet. Similarly, as Book 5, Chapter 3 explains,  profit = contribution margin per unit × units sold beyond the break-even point. 

Budgeting relies on financial models, or blueprints, that serve as the foundation for each budgeted financial statement. These blueprints are briefly explained, as follows:

 

» Budgeted management Profit and Loss account: Book 5, Chapter 3 

presents a design for the internal Profit and Loss account that provides the 

basic information managers need to make decisions and exercise control. 

This internal (for managers only) profit report contains information that isn’t 

divulged outside the business. The management Profit and Loss account 

shown in Book 5, Chapter 3 serves as a hands-on profit model that highlights 

the critical variables that drive profit. This management Profit and Loss 
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account separates variable and fixed expenses and includes sales volume, 

contribution margin per unit, and other factors that determine profit perfor-

mance. The management Profit and Loss account is like a map that shows the 

path to the bottom line (net profit). It reveals the factors that must be 

improved to improve profit performance in the coming period. 

 

» Budgeted Balance Sheet: The key connections and ratios between sales 

revenue and expenses and their related assets and liabilities are the elements 

of the basic model for the budgeted Balance Sheet. 

 

» Budgeted cash flow statement: The changes in assets and liabilities 

between the end of the prior year and the end of the coming year determine 

the cash flow from profit for the forthcoming year. These changes constitute 

the basic model of cash flow from profit, which Book 4, Chapter 3 explains. 

The other sources and uses of cash depend on managers’ strategic decisions 

regarding capital expenditures that will be made during the coming year and 

how much new capital will be raised by increased debt and from owners’ 

additional investment of capital in the business. 

In summary, budgeting needs clear models of profit, financial health (assets and 

liabilities), and cash flow. Building good budgets encourages businesses to create financial models that support budgeting and help managers make better day-today decisions. 
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Planning reasons for budgeting

One main purpose of budgeting is to develop a definite and detailed financial plan for the forthcoming year. Managers need to establish specific financial goals and identify exactly how they will achieve them. Budgeted financial statements and 

their supporting schedules provide clear destination points — the financial flight plan for a business. 

Creating  a  budget  focuses  on  the  actions  needed  to  meet  profit  goals  and make the best use of assets and capital. Budgets are a form of planning, and  

planning pushes managers to answer the question: How are we going to get there 

from here? 

Budgeting also has other planning-related benefits:

 

» Budgeting encourages a business to articulate its vision, strategy, and 

goals.  A business should have a well-defined strategy rooted in a clear vision and specific, measurable goals. Developing budgeted financial statements 

forces managers to be clear and precise about the business’s objectives and 

to formulate realistic plans for achieving them. 

 

» Budgeting imposes discipline and deadlines on the planning process.  

Many busy managers have trouble finding enough time for lunch, let alone 

planning for the upcoming financial period. Budgeting pushes managers to 

set aside time to prepare a detailed plan that serves as a roadmap for the 

business. Good planning results in a concrete course of action that details 

how a company plans to achieve its financial objectives. 

Management control reasons for budgeting

Budgets serve as a  management control tool by comparing actual performance to budgeted figures and holding managers accountable for keeping the business on 

track to meet its financial goals. In a company, the board of directors focuses on the master budget, which includes the budgeted Profit and Loss account, Balance 

Sheet, and cash flow statement for the upcoming year. 

The chief executive officer and the chairman of the business focus on the master 

budget. They also look at how each manager in the organisation is doing on their 

part of the master budget. As you move down the organisation chart of a busi-

ness, managers have narrower responsibilities — say, for the business’s Midlands 

region or for one major product line; therefore, the master budget is broken down into parts that follow the business’s organisational structure. In other words, the 354      BOOK 5  Accountants: Managing the Business

master budget is put together from many pieces, one for each separate organisational unit of the business. So, for example, the manager of one of the company’s far-flung  warehouses  has  a  separate  budget  for  expenses  and  stock  levels  for his area. 

By using budget targets as benchmarks against which actual performance is com-

pared,  managers  can  closely  monitor  progress  toward  (or  deviations  from)  the budget goals and timetable. You use a budget plan like a navigation chart to keep your  business  on  course.  Significant  variations  from  budget  raise  red  flags,  in which case you can determine that performance is off course or that the budget 

needs to be revised because of unexpected developments. 

For  management  control,  the  annual  budgeted  management  Profit  and  Loss 

account is divided into months or quarters. The budgeted Balance Sheet and bud-

geted cash flow statement are also put on a monthly or quarterly basis. The busi-

ness should not wait too long to compare budgeted sales revenue and expenses 

against  actual  performance  (or  to  compare  actual  cash  flows  and  asset  levels against the budget timetable). You need to take prompt investigative action when 

problems  arise,  such  as  a  significant  variation  between  budgeted  expenses  and actual expenses to nip any problems in the bud as quickly as possible. Profit is 

the main thing to pay attention to, but debtors and stock can get out of control 
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(become too high relative to actual sales revenue and cost of goods sold expense), causing cash flow problems. 

(Book 4, Chapter 3 explains how increases in debtors and stock are negative fac-

tors on cash flow from profit.) A business can’t afford to ignore its Balance Sheet and cash flow numbers until the end of the year. 

Other benefits of budgeting

Budgeting has advantages and disadvantages that extend beyond financial consid-

erations, impacting overall business management. These are summarised below:

 

» Budgeting encourages managers to do better forecasting.  Managers 

should continuously monitor the business environment to identify changes 

that could affect the company. Broad generalisations about the future are 

insufficient when creating a budget. Instead, managers must create clear and 

specific forecasts. 

 

» Budgeting motivates managers and employees by providing useful 

benchmarks for evaluating performance and for setting managers’ 

compensation when goals are achieved.  The budgeting process can have a 

good motivational impact on employees and managers by involving managers 
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in the budgeting process (especially in setting goals and objectives) and by providing incentives to managers to strive for and achieve the business’s goals 

and objectives. Budgets can be used to reward good results. Budgets provide 

useful information for superiors to evaluate the performance of managers. 

Budgets supply baseline financial information for performance-based 

remuneration plans. The profit plan (budget) for the year can be used to 

award year-end bonuses depending on whether set goals are achieved. 

 

» Budgeting is essential in writing a business plan.  New and emerging 

businesses must present a convincing  business plan when raising capital. 

Because these businesses may have little or no history, the managers and 

owners of a small business must demonstrate convincingly that the company 

has a clear strategy and a realistic plan to make money. A coherent, realistic 

budget forecast is essential to a business plan. Venture capital sources will 

want to see the budgeted financial statements of the business. 

In larger businesses, budgets are typically used to hold managers accountable 

for their areas of responsibility in the organisation; actual results are compared against budgeted goals and timetables, and variances are highlighted. Managers don’t mind taking credit for  favourable variances, or when actual comes in better than budget. Beating the budget for the period, after all, calls attention to outstanding performance. But  unfavourable variances are a different matter. If the manager’s budgeted goals and targets are fair and reasonable, the manager 

should carefully analyse what went wrong and what needs to be improved. But if 

the manager perceives the budgeted goals and targets to be arbitrarily imposed by superiors and not realistic, serious motivational problems can arise. 

In reviewing the performance of their staff, managers should handle unfavourable 

variances very carefully. Action may be called for, but managers should recognise that the budget benchmarks may not be entirely fair and should make allowances 

for unexpected developments that occur after the budget goals and targets are 

established. 

Budgeting and Management Accounting

Earlier in this chapter, we highlighted the benefits of budgeting, almost like an advert for why businesses should budget. So, does every business budget? Not at 

all. Many smaller businesses do little to no budgeting; even some larger compa-

nies choose to avoid it. 

The reasons are often practical. Some businesses are at a mature stage of their 
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likely be very similar to the last, so the time and effort required for formal budgeting doesn’t seem worthwhile. 

On the other hand, businesses in highly uncertain environments might find fore-

casting the future too challenging to consider budgeting. Others may lack the 

skills or experience to prepare budgeted financial statements and may not want to spend money hiring an accountant or consultant to help. 

Every business should design internal accounting reports that provide the infor-

mation managers need to control the business, whether it does budgeting or not. 

Managers should keep close tabs on what’s happening throughout the business 

during the year. A business may not do any budgeting, and therefore doesn’t 

prepare budgeted financial statements. But its managers should receive regular 

Profit and Loss accounts, Balance Sheets and cash flow statements — and these 

key  internal  financial  statements  should  contain  detailed  management  control information. 

Most business managers will tell you that the accounting reports they get are 

reasonably good for management control. Their accounting reports provide the 

detailed information they need for keeping a close watch on the thousand and 

one details about the business (or their specific department within the business 
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organisation). The main complaint is that managers receive too much information 

and don’t have the time to sift through lengthy accounting reports. This concern 

is valid. Ideally, reports should focus on highlighting major issues and significant deviations, but distinguishing the important from the less important is not always straightforward. Using charts and infographics can often be a more effective way 

to communicate key variations to busy managers. 

If you ask business managers how useful their accounting reports are for 



decision-making,  their  answers  might  differ  from  how  useful  they  are  for management control. Managers make many profit-related decisions, such as setting prices, buying products, deciding on wages, hiring contractors, and purchas-

ing assets. Before making these decisions, managers should carefully evaluate 

how their actions will affect profit (and potentially cash). 

To do this, they need internal Profit and Loss accounts that clearly show the key factors  affecting  profit  (see  Book  5,  Chapter  3  for  an  example).  Well-designed management Profit and Loss accounts are essential tools for helping managers 

make sensible decisions. 

Remember that most business decisions involve factors beyond what’s shown in 

accounting  reports,  including  non-financial  and  non-quantifiable  aspects.  For instance, the finance team can calculate cost savings from wage cuts, reducing 

overtime, or changing employee retirement plans, and managers will use this 
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data. However, decisions like these also need to consider other factors, such as employee morale and productivity impacts, the risk of a strike, and legal implica-tions. In short, accounting reports provide an essential part of the information 

needed for decisions, but they don’t tell the whole story. 

Internal accounting reports to managers should be clear and straightforward. The 

style of presentation and communication should be attention-grabbing. A man-

ager shouldn’t have to call the finance department for an explanation. Designing 

management accounting reports is a separate topic — one beyond the limits of 

this book. 

In the absence of budgeting by a business, the internal accounting reports pre-

pared for its managers become the major — often the only — regular source of 

financial information to them. Without budgeting, the internal accounting reports have to serve a dual function — both for control and for planning. The managers 

use the accounting reports to critically review what’s happened (control) and use the information in the reports to make decisions for the future (planning). 

Budgeting in Action

Let’s imagine you’re the general manager of one division in a large company. 

You have the authority to run your division and are responsible for ensuring the 

division meets its financial goals. Specifically, your job is to deliver a satisfactory annual operating profit, also known as earnings before interest and tax (EBIT). 

(Interest and tax are managed by higher levels of the organisation.)

The CEO has made it clear that they expect your division to increase EBIT during 

the coming year by about 10% (£256,000, to be exact). In fact, they’ve asked you 

to prepare a budgeted management Profit and Loss account showing your plan for 

increasing your division’s EBIT by this amount. They’ve also asked you to prepare a budgeted cash flow from profit based on your profit plan for the coming year. 

Figure 5-1 presents your division’s management Profit and Loss account for the 

year just ended. The format of this accounting report follows the profit model discussed in Book 5, Chapter 3, which explains profit behaviour and how to increase 

profit.  Note  that  fixed  operating  expenses  are  separated  from  the  two  variable operating  expenses.  To  simplify  the  discussion,  we’ve  significantly  condensed your  management  Profit  and  Loss  account.  (Your  actual  reports  would  include much more detailed information about sales and expenses.) Also, we assume that 

you sell only one product, to keep the number crunching to a minimum. 
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Most businesses, or the major divisions of a large business, sell a mix of several different products. Ford, for example, sells many different makes and models of 

cars and commercial vehicles, to say nothing about its other products. The next 

time you visit your local hardware store, look at the number of products on the 

shelves. The assortment of products sold by a business and the quantities sold of each that make up its total sales revenue is referred to as its  sales mix.  As a general rule, certain products have higher profit margins than others. Some products may have extremely low profit margins; these are called  loss leaders.  The marketing strategy for loss leaders is to use them as magnets to get customers to buy 

your higher-profit-margin products along with their purchase of the loss leaders. 

Shifting the sales mix to a higher proportion of higher-profit-margin products 

has the effect of increasing the average profit margin on all products sold. (A shift to lower-profit-margin products would have the opposite effect, of course.) Budgeting sales revenue and expenses for the coming year must include any planned 

shifts in the company’s sales mix. 
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FIGURE 5-1:  

Management 

Profit and Loss 

account for year 

just ended. 

Developing your profit strategy and  

budgeted Profit and Loss account

Suppose that you and your managers, with the assistance of your accounting staff, have  analysed  your  fixed  operating  expenses  line  by  line  for  the  coming  year. 

Some of these fixed expenses will be reduced or eliminated next year. But many 

of these costs will continue, and most are subject to inflation. Based on careful studies and estimates, you and your staff forecast that your total fixed operating expenses for next year will be £6,006,000 (including £835,000 depreciation 

expense, compared with the £780,000 depreciation expense for last year). 
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So, you’ll need to earn £8,862,000 total contribution margin next year:

£2 ,  856,000

EBIT goal (£2,600,000 last year plus £256,000 budgeted increase)

+ 6,006,000

Budgeted fixed operating expenses next year

£8,862,000

Total contribution margin goal next year

This is your main profit budget goal for next year, assuming that fixed operat-

ing expenses are kept in line. Fortunately, your volume-driven variable operating expenses shouldn’t increase next year. These are mainly transportation costs, and the shipping industry is in a very competitive “hold-the-price-down” mode of 

operations that should last through the coming year. The cost per unit shipped 

shouldn’t increase, but if you sell and ship more units next year, the expense will increase in proportion. 

You’ve decided to keep the revenue-driven operating expenses at 8% of sales 

revenue during the coming year, the same as for the year just ended. These are 

sales commissions, and you’ve already announced to your sales staff that their 

sales commission percentage will remain the same during the coming year. On 

the other hand, your purchasing manager has told you to plan on a 4% product 

cost increase next year — from £550 per unit to £572 per unit, or an increase of 

£22 per unit. Thus, your unit contribution margin would drop from £320 to £298 

(if the other factors that determine the margin remain the same). 

One way to attempt to achieve your total contribution margin objective next year 

is to load all the needed increases in sales volume and keep sales prices the same. 

(We’re not saying that this is the best strategy, but it’s a good place to start.) With the lower unit contribution margin, your sales volume next year would have to be 

29,738 units:

£8,862,000 total contribution margin goal ÷ £298 contribution margin per unit = 

29,738 units sales volume

To exceed last year’s sales of 26,000 units by over 14%, you would need to 

increase your sales by a similar margin, which might not be feasible. After dis-

cussing the situation with your sales manager, you conclude that sales volume 

can’t be increased by 14%. You’ll have to raise the sales price to provide part of the needed increase in total contribution margin and to offset the increase in product cost. After much discussion, you and your sales manager decide to increase the 

sales price by 3%. Based on the 3% sales price increase and the 4% product cost 

increase, your unit contribution margin next year is determined as follows:
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Unit Contribution Margin Next Year

Sales price

£1,030.00

Less: Product cost

£572.00

Less: Revenue-driven operating expenses

£82.40

Less: Volume-driven variable operating expenses

£50.00

Equals: Contribution margin per unit

£325.60

At this £325.60 budgeted contribution margin per unit, you determine the total 

sales volume needed next year to reach your profit goal as follows:

£8,862,000 total contribution margin goal next year ÷ £325.60 contribution margin per unit = 27,217 units sales volume

This sales volume is about 5% higher than last year (1,217 additional units over the 26,000 sales volume last year = about 5% increase). 

If you don’t raise the sales price, your division has to increase sales volume by Business Budgeting

14% (as calculated earlier). If you increase the sales price by just 3%, the sales volume increase you need to achieve your profit goal next year is only 5%. Does 

this make sense? Well, this is just one of many alternative strategies for next year. 

Perhaps you could increase the sales price by 4%. But you know that most of your 

customers are sensitive to a sales price increase, and your competitors may not 

follow with their own sales price increase. 

After  a  lengthy  consultation  with  your  sales  manager,  you  finally  decide  to  go with the 3% sales price increase combined with the 5% sales volume growth as 

your official budget strategy. Accordingly, you forward your budgeted manage-

ment Profit and Loss account to the CEO. Figure 5-2 summarises this profit bud-

get for the coming year. This summary-level budgeted management Profit and 

Loss account is supplemented with appropriate schedules to provide additional 

detail about sales by types of customers and other relevant information. Also, 

your annual profit plan is broken down into quarters (perhaps months) to provide 

benchmarks for comparing actual performance during the year against your bud-

geted targets and timetable. 
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FIGURE 5-2:  

Budgeted Profit 

and Loss account 

for coming year. 

Budgeting cash flow from profit  

for the coming year

The budgeted profit plan (refer to Figure 5-2) is the main focus of attention, but the CEO also requests that all divisions present a  budgeted cash flow from profit for the coming year. 

The profit you’re responsible for as general manager of the division is earnings 

before interest and tax (EBIT) — not net income after interest and tax. 

Book 4, Chapter 3 explains that increases in debtors, stock, and prepaid expenses hurt cash flow from profit and that increases in creditors and accrued liabilities help cash flow from profit. You should compare your budgeted management Profit and Loss account for the coming year (Figure 5-2) with your actual statement for 

last  year  (Figure  5-1).  This  side-by-side  comparison  (not  shown  here)  reveals that sales revenue and all expenses are higher next year. 

Therefore, your short-term operating assets and liabilities, which are driven by 

operating expenses, will increase at the higher sales revenue and expense levels 

next year unless you can implement changes to prevent the increases. 

For example, sales revenue increases from £26,000,000 last year to the budgeted 

£28,033,968 for next year — an increase of £2,033,968. Your trade debtor bal-

ance was five weeks of annual sales last year. Do you plan to tighten up the credit terms offered to customers next year — a year in which you’ll raise the sales price and also plan to increase sales volume? We doubt it. More likely, you’ll keep your debtors balance at five weeks of annual sales. 
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Assume that you decide to offer your customers the same credit terms next year. 

Thus,  the  increase  in  sales  revenue  will  cause  debtors  to  increase  by  £195,574 

(5 52 × £2,033,968 sales revenue increase). 

Last year, stock was 13 weeks of annual cost of goods sold. You may be in the process of implementing stock reduction techniques .  If you really expect to reduce the average time stock will be held in stock before being sold, you should inform your accounting staff so that they can include this key change in the Balance Sheet and cash flow models. Otherwise, they’ll assume that the past ratios for these vital connections will continue next year. 

Figure 5-3 presents a summary of your budgeted cash flow from profit (the EBIT 

for your division) based on the information given for this example and using 

the  ratios  explained  in  Book  4,  Chapter  3  for  short-term  operating  assets  and liabilities. For example, debtors increased by £195,574, as explained above. And 

stock increases by £317,095 (13 52 × £1,268,378 cost of goods sold increase).  Note: 

Increases in accrued interest payable and income tax payable aren’t included in 

your budgeted cash flow. Your profit responsibility ends at the operating profit 

line, or earnings before interest and income tax expenses. 

You submit this budgeted cash flow from profit statement (Figure 5-3) to senior 
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management. Senior management expects you to control the increases in your 

short-term assets and liabilities so that the actual cash flow generated by your 

division next year comes in on target. The cash flow from profit of your division (minus the small amount needed to increase the working cash balance held by 

your division for operating purposes) will be transferred to the central treasury of the business. 

FIGURE 5-3:  

Budgeted cash 

flow from profit 

statement for 

coming year. 
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BUSINESS BUDGETING VERSUS 

GOVERNMENT BUDGETING: ONLY  

THE NAME IS THE SAME

Business and government budgeting are more different than alike. Government 

budgeting is preoccupied with allocating scarce resources among many competing 

demands. From national agencies down to local education authorities, government 

entities have only so much revenue available. They have to make very difficult choices regarding how to spend their limited tax revenue. Formal budgeting is legally required for almost all government entities. First, a budget request is submitted. After money is appropriated, the budget document becomes legally binding on the government 

agency. Government budgets are legal straitjackets; the government entity has to stay within the amounts appropriated for each expenditure category. Any changes from the established budgets need formal approval and are difficult to get through the system. 

A business isn’t legally required to use budgeting. A business can use its budget as it pleases and can even abandon its budget in midstream. Unlike the government, the 

revenue of a business isn’t constrained; a business can do many things to increase sales revenue. In short, a business has much more flexibility in its budgeting. Both businesses and governments should apply the general principle of cost/benefits 

analysis to make sure that they’re getting the best value for money. But a business can pass its costs to its customers in the sales prices it charges. In contrast, the government has to raise taxes to spend more. 

Capital Budgeting

This  chapter  focuses  on  profit  budgeting  for  the  coming  year  and  budgeting the cash flow from that profit. These two are hardcore components of business 

budgeting — but not the whole story. Another key budgeting element is preparing 

a  capital expenditures budget for senior management review and approval. A business must take a hard look at its long-term operating assets — in particular, the capacity, condition, and efficiency of these resources — and decide whether it needs to expand and modernise its fixed assets. In most cases, a business would have to 

invest substantial sums of money in purchasing new fixed assets or retrofitting 

and upgrading its old, fixed assets. These long-term investments require major 

cash outlays. So, a business (or each division of the business) prepares a formal list of the fixed assets to be purchased or upgraded. The money for these major 

outlays comes from the central treasury of the business. Accordingly, the capital expenditures budget goes to the highest levels in the organisation for review and final approval. The chief financial officer, the CEO, and the board of directors of the business go over a capital expenditure budget request with a fine-tooth comb. 
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At the company-wide level, the financial officers merge the profit and cash flow budgets of all divisions. The budgets submitted by one or more of the divisions 

may be returned for revision before final approval is given. One main concern is 

whether the collective total of cash flow from all the units provides enough money for the capital expenditures that need to be made during the coming year for new 

fixed assets — and to meet the other demands for cash, such as for cash distribu-

tions from profit. The business may have to raise more capital from debt or equity sources during the coming year to close the gap between cash flow from profit and its needs for cash. The financial officers need to be sure that any proposed capital expenditures make good business sense. We look at this in the next three sections. 

If the expenditure is worthwhile, they may need to raise more money to pay for it. 

Calculating payback

The simplest way to evaluate an investment is to calculate  payback — how long it takes you to get your money back. Figure 5-4 shows an investment that calls 

for £20,000 cash up front with the expectation of getting £25,000 cashback over 

the next five years. The investment is forecasted to return a total of £20,000 by the end of year four, so we say that this investment has a four-year payback. 

When calculating the return on long-term investments, we use cash rather than 
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profit. This is because we need to compare like with like: investments are paid for in cash or by committing cash, so we need to calculate the return using cash, too. 

Let’s suppose that we have two competing projects from which we have to choose 

only one. Figure 5-5 sets out the maths. Both projects have a four-year payback, 

in that the outlay is recovered in that period; so this technique tells us that both projects are equally acceptable, as long as we’re content to recover our outlay by year four. 

FIGURE 5-4:  

Calculating 

payback. 
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FIGURE 5-5:  

Comparing 

investments 

using payback. 

However, this is only part of the story. We can see immediately that Project 2 produces £9,000 more cash over five years than Project 1 does. We also get a lot more cash back in the first two years with Project 2, which must be better — as well as safer for the investor. Payback fails to send those signals but is still a popular tool because of its simplicity. 

Discounting cash flow

A pound today is more valuable than a pound in one, two, or more years’ time. For us to make sound investment decisions, we need to ask how much we would pay 

now to get a pound back at some date in the future. If we know we can earn 5% 

interest from a bank, then we would only pay out 95p now to get that pound in one year’s time. The 95p represents the  net present value (NPV) of that pound — the amount we would pay now to receive £1 back in the future. 

In effect, what we’re doing is discounting the future cash flow using a percentage that equates to the minimum return that we want to earn. The further out that 

return, the less we would pay now in order to get it. 

The formula we use to discount the cash flow is

Present value ( PV) = £ P × 1/(1+ r)n

where £ P is the future cash flow amount,  r is the interest expressed as a decimal, and  n is the year when the cash will flow in. (For example, in year 1  n =1, in year 2 

it will be 2, and so on). So, if we require a 15% return, we should only be prepared to pay 87p now to get £1 in one year’s time, 76p for a pound in two years’ time, 

and just 50p now for a pound coming in five years’ time. 
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Take a look at Figure 5-6. If we use a discount rate of 15% (which is a reasonable benchmark for evaluating business projects, though actual rates vary by risk and economic conditions) the picture doesn’t look so rosy. Far from paying back 

in four years and producing £25,000 cash for an outlay of £20,000, Project 1 is  

actually delivering less in real terms. After accounting for the time value of 

money, the total present value of the cash inflows is only £15,462, meaning that 

the  project  fails  to  recover  its  initial  investment  and  results  in  a  negative  NPV  

(net present value). 

FIGURE 5-6:  

Comparing cash 

with the net 

present value of 

that cash at 15% 

discount rate. 

This highlights the importance of evaluating projects using discounted cash flow 

techniques to ensure profitability when factoring in the time value of money. 

Calculating the internal rate of return
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NPV is a powerful and sophisticated tool for evaluating investments,  providing 

insights into a project’s profitability while considering the time value of money. 

However, our analysis of Project 1 reveals that aiming for a 15% return results in a disappointing outcome, with an NPV of less than zero. This prompts us to calculate the actual return the project generates on the discounted cash flows — the internal rate of return (IRR). 

The IRR is the discount rate that makes the NPV of a project equal to zero, effectively equating the present value of future cash inflows to the initial investment. 

For Project 1, the IRR is just short of 7%, well below the desired return of 15%. 

The IRR is a valuable metric for comparing projects. For example, Project 2 has an IRR of 17%, which is clearly superior to Project 1’s 7%. This comparison highlights the limitation of simpler methods like payback, as IRR provides a more comprehensive measure of investment performance, particularly when accounting for 

the time value of money. However, it’s important to remember that IRR is most 

effective when comparing similar scale and duration projects. 
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Arriving at the cost of capital

No new capital investment makes much sense if it doesn’t at least cover the cost 

of capital — the cost of the funds used to finance it. This cost is known in the trade as the  hurdle rate because it is the minimum return any project must achieve to be considered worthwhile. 

Let’s say you’ve worked out the cost of equity to be 15%, which accounts for the 

expected returns of shareholders, including dividends and the costs associated 

with  raising  equity  financing.  Next  comes  the  cost  of  borrowed  capital,  which typically refers to the interest rate charged by lenders on loans or other long-term sources of finance, such as hire purchase agreements or mortgages. The lender 

usually provides this rate explicitly, but if your loan carries a variable interest rate (tied to changes in the bank rate), you may need to make an educated guess about 

the average rate over the loan’s duration. 

To evaluate investments, you need to combine the cost of equity and the after-tax cost of debt into one overall cost of capital figure — essentially, your  hurdle rate. 

An average cost is required because businesses often finance projects from a com-

mon pool of funds rather than matching specific projects to specific sources of 

capital. Exceptions exist for rare cases where project-specific financing is raised. 

Assume your company maintains a gearing ratio of 20:80 (20% debt, 80% equity). 

The cost of new capital from these sources is assessed as follows:

Cost of debt: 10% per year (before tax), 

Cost of equity: 15% per year, 

Corporation Tax rate: 25%. 

The  weighted average cost of capital (WACC) is calculated as follows:

Type of capital

Proportion (a)

After-tax cost (b)

Weighted cost (a x b)

10% loan capital

0.20

10% x (1-0.25) = 7.5%

0.20 x 7.5% = 1.5%

Equity

0.80

15.0

0.80 x 15% = 12.0%

13.5%

The resulting weighted average cost of capital (WACC) is 13.5%. This means the 

company must earn at least a 13.5% return on proposed investments for them to 

be considered viable. Any project expected to deliver less than this return should be rejected, as it would fail to cover the cost of financing. 
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Reporting on Variances

Performance should be monitored regularly and compared to the budget to ensure 

the company stays on track. This review should happen monthly (or more fre-

quently if needed) and include both the performance for the current month and 

the year-to-date results. 

In Figure 5-7, it’s clear that the business is behind on sales for this month but ahead of the yearly target. If you look at the year-to-date figures, you’ll see that sales  are  ahead  of  budget  and  show  a  positive  variance  of  £956,000.  However, material costs are significantly greater than budgeted, creating an adverse variance of £762,000, which is shown in brackets. Even so, gross profit is still ahead of budgeted profit, but the managers should still continue to monitor all variances as the business moves through the financial year. 

FIGURE 5-7:  
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Fixed budget 

— note that 

figures rounded 

up and down to 

nearest thousand 

may affect 

percentages. 

A budget is created based on specific sales goals, but actual results rarely match them exactly. For instance, Figure 5-7 shows that the business spent £762,000 

more on materials than budgeted. This is expected since more sales occurred. 

The budget can be flexed to manage this, adjusting expenses based on actual sales. 

In the budget, materials were planned to be 22.11% of sales. Applying this ratio to the actual sales for the month gives an expected materials cost of £587,000. 

In the flexed budget shown in Figure 5-8, the materials overspend is only £19,000 

(YTD), not the £762,000 shown in the fixed budget. The same principle applies 

to other direct costs, initially showing a £94,000 overspend for the year. When 

adjusted for higher sales, the actual overspend is just £4,000. 
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The  flexed  budget  helps  focus  on  true  variances,  highlighting  areas  needing attention without overstating issues. 

FIGURE 5-8:  

Flexed budget — 

note that figures 

rounded up and 

down to the 

nearest thou-

sand may affect 

percentages. 

Staying Flexible with Budgets

Budgeting is a tool for achieving better results. The goal is not just to prepare budgeted financial statements but also to use them to track progress toward financial objectives. A budget should provide clear benefits and not just be filed away and forgotten. 

While budgets are useful, they’re not the only way to manage and control a  

business.  Management  control  means  meeting  financial  goals.  Even  businesses that don’t use formal budgets set goals for each period and compare actual  

performance to those targets. At a minimum, every business should do this to  

stay on track. 

Budgets aren’t the only way to manage expenses, and managing doesn’t just mean 

minimising them. It’s about balancing costs with benefits. For example, spending 

more on advertising can be worthwhile if it increases sales. Cutting advertising to zero might save money but could harm sales significantly. 

Managers should focus on eliminating unnecessary expenses — those that don’t 

add  value  or  benefit  the  business.  For  instance,  spending  too  much  on  quality inspections by duplicating efforts or testing unnecessarily is wasteful, but cutting quality control entirely could cause bigger problems. Effective expense management means finding the right balance, which is one of the most challenging tasks 

for managers, second only to managing people. 
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Have a Go

Use the following figures to answer the questions in this section:

Volume: 30,000 units

£/Unit

Sales revenue

£30,000,000

£1,000

Cost of goods sold expense

(£15,600,000)

(£520)

Gross margin

£14,400,000

£480

Revenue-driven operating expense

£2,400,000

£80

Volume-driven operating expense

£1,500,000

£50

Contribution margin

£10,500,000

£350

Fixed operating expenses

(£6,250,000)

Operating profit

£4,250,000

You’re the divisional manager of a large business and responsible for the budget 

of that division. The CEO of your company wants you to increase your EBIT by 15% 

(£637,500 to be exact). Revenue- and volume-driven expenses remain the same 
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for this year, but you and your staff forecast that fixed overheads are likely to rise by approximately 5% to £6,562,500. 

Have a go at these questions:

1.  Calculate the total contribution margin for your division, given the 

increase in fixed overheads and the increased EBIT that your CEO 

wants you to achieve. 

2.  Your new production manager tells you that costs per unit are going to 

increase by £20 per unit. Recalculate your contribution per unit and then 

calculate the additional number of units that you’d need to sell to 

achieve the new EBIT with the revised production costs. 

3.  Your sales manager tells you that his team can’t achieve the budgeted 

increase in sales of 15%. So you decide to make a 5% sales price increase 

as well. Calculate the revised contribution per unit, to include the new 

5% sales price increase. 

4.  Now that you’ve calculated your revised contribution per unit (taking 

into account the increased sales price and increased production costs), 

calculate the number of the units that need to be sold to achieve the new 

contribution margin that your CEO requires. 
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5.  What is the budgeted profit for the year, given the revised contribution per unit and the newly calculated sales volume of 33,092 units? 

Answering the Have a Go Questions

1.  The new EBIT is calculated as the existing operating profit plus the 

budgeted increase of £637,500:

£4,887,500 (£4,250,000 + £637,500)

You calculate the new contribution margin as follows:

EBIT + budgeted fixed operating expenses (£6,250,000 + 5%)

= £4,887,500 + £6,562,500

= £11,450,000

2.  Using the original figures given for these questions, you can see that the contribution per unit started at £350. If the production cost of each unit 

increases by £20, this decreases the contribution per unit to £330 

(£350 – £20). 

To calculate the number of units required to be sold to achieve the contribution 

margin of £11,450,000 (as calculated in the first question):

Total contribution ÷ Revised contribution per unit

£11,450,000 ÷ £330

= 34,697 units

An increase of 4,697 (15.5% increase) units need to be sold to achieve the new 

contribution margin that the CEO requires. 

3.  You calculate the revised contribution per unit to include the new 5% 

sales price increase as follows:

Revised sales revenue £1,050 (£1,000 + 5%)

Less production cost (£570) (£550 + £20 increase)

Less revenue-driven expense (£84) (£80 + 5% increase)

Less volume-driven expense (£50)

Contribution per unit £346
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4.  You calculate the number of the units that need to be sold to achieve the new contribution margin that your CEO requires as follows:

Total contribution margin ÷ Revised contribution per unit

£11,450,000 ÷ £346

= 33,092 units to sell

This is 3,092 units more than originally sold (a 10% sales volume increase). 

5.  The budgeted profit for the year is as follows:

Volume: 33,092

£/Unit

Sales revenue

£34,746,600

£1,050

Cost of goods sold

(£18,862,440)

(£570)

Gross margin

£15,884,160

Revenue-driven operating expense

(£2,779,728)

(£84)

Volume-driven operating expense

(£1,654,600)


(£50)

Contribution margin

£11,449,832*
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Fixed operating expenses

(£6,562,500)

Operating profit

£4,887,332

*A slight rounding exists on the contribution margin, due to the way that I rounded up the sales volume
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Chapter 1

Getting a Financial 

Report Ready for 

Prime Time

In this chapter, we take a closer look at the Annual Report and Accounts, examining what goes into this essential set of documents and why they matter. 

Beyond  the  financial  statements  and  disclosures,  we’ll  also  uncover  some  of the more subtle tactics management might use to present their figures in the best possible light, sometimes pushing the boundaries of compliancy and transparency.  Whilst  we  don’t  condone  these  methods,  recognising  that  they  exist  will help you read between the lines and assess a company’s true financial position 

with greater confidence. 
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Considering the Purpose of  

Annual Reporting

Annual  reporting  provides  a  comprehensive  overview  of  a  company’s  performance, financial health, and activities over the financial year. It showcases the company to its multiple stakeholders and provides transparency, accountability, 

and compliance with legal and regulatory requirements. 

Identifying the stakeholders

The annual accounts provide essential information to the following stakeholders:

 

» Shareholders and investors will be interested in the company’s financial health, specifically dividend payments, and will consider its future 

performance. 

 

» Employees will look to gain assurance that the company is in a healthy 

position and able to meet its financial obligations, particularly future salaries and bonuses. 

 

» Customers and suppliers will want to gauge the company’s reliability and stability within the marketplace. 

 

» Creditors and lenders will examine the company’s ability to service debt and manage its financial obligations. 

Complying with legal and regularity 

requirements

In the UK, annual reports and accounts are essential for meeting legal, regulatory, and accounting requirements, primarily under the Companies Act 2006. These 

reports ensure transparency and provide stakeholders — like investors,  creditors, and  regulators  —  with  a  clear  picture  of  a  company’s  financial  health  and performance. Companies must prepare financial statements, including a  Balance 

Sheet,  Profit  and  Loss  account,  and  often  additional  disclosures  like  a  strategic report for larger entities. The choice of accounting framework — either UK and 

Ireland  GAAP  or  IFRS  —  depends  on  the  company’s  size  and  type.  Small  and micro-entities can prepare simplified accounts, while medium and large companies must provide more comprehensive information. 

Reports must be filed annually with Companies House and HMRC (for tax pur-

poses),  adhering  to  deadlines  —  nine  months  for  private  companies  and  six 378      BOOK 6  Accountants: Working with the Outside World

months for public ones. Some companies also need an independent audit to verify their accounts, especially if they exceed size thresholds. Non-compliance, such 

as late filing, can result in penalties and reputational damage, including damage to the company’s credit rating. Increasingly, companies are required to include 

non-financial reporting, like energy use and carbon emissions, to meet growing 

environmental and governance standards. Ultimately, annual reports are not just 

about compliance — they’re a vital tool for building trust and accountability with stakeholders. 

Building transparency and trust

In  the  UK,  annual  reports  and  accounts  aren’t  just  about  meeting  legal requirements — they’re a way for companies to show they’re being open, honest, 

and responsible. These reports give a clear picture of how the business is doing 

and  what  its  future  looks  like.  By  providing  accurate  and  easy-to-understand information,  companies  build  trust  with  stakeholders  like  investors,  creditors, and regulators. 

Investors especially rely on this transparency to decide whether to buy, hold, or sell shares. The accounts also need to follow rules like the Companies Act 2006 

and accounting standards such as IFRS Accounting Standards or UK and Ireland 

GAAP.  By  meeting  these  legal  requirements,  companies  show  they’re  playing by the rules and running things properly. A well-prepared annual report is an 

important tool to keep stakeholders confident and onside. 

Annual  reports  and  accounts  don’t  just  focus  on  what’s  happened  in  the  past year — they’re also a valuable tool for looking ahead and making comparisons. 

They give governments and regulators a way to check that companies are follow-

ing  the  rules  and  behaving  responsibly.  Potential  investors  use  them  to  decide whether to invest, and the general public can see how a business is contributing to its community and the environment. Larger companies often include details about 

Ready for Prime Time
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their social and environmental impact, which helps build trust and shows they’re 

taking corporate responsibility seriously. 

These reports also highlight how a company is governed, showcasing its leader-

ship structure and decision-making processes. They include insights into future 

plans and strategies, helping stakeholders understand where the business is 

headed. Importantly, annual reports outline key risks and how the company plans 

to  manage  them,  giving  investors  and  creditors  a  better  idea  of  the  challenges 

 

ahead. Whether you’re an investor comparing companies or a regulator checking 

compliance, annual accounts offer a complete picture of the company’s perfor-

mance, its place in the market, and its plans for the future. 
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Looking at the Contents of an  

Annual Report

To  give  you  an  idea  of  the  depth  and  detail  packed  into  an  annual  report,  we downloaded  the  2024  annual  report  for  Dunelm  Group  PLC,  a  well-known  UK 

homeware company. The report spans an impressive 162 pages and is brimming 

with  text,  photos,  infographics,  detailed  financial  statements,  and  much  more. 

It’s a comprehensive collection of information, offering an in-depth look at the 

company’s performance and operations. 

If you look at an Annual Report for a larger UK company, you’ll often find that 

because so much information needs to be included, it makes sense to try and 

structure it. Having reviewed a number of Annual Reports, it seems that larger 

companies split the Annual report into at least three sections and often add a 

fourth section to include anything else that doesn’t neatly fall into the first three categories. The three main categories are as follows:

 

» Strategic Report

 

» Governance Report

 

» Financial Statements

We  will  look  at  each  of  the  three  sections  and  discuss  what  you  might  find  in each one. 

Preparing the Strategic Report

The Strategic Report is a key section of the Annual Report for larger companies in the UK, designed to give shareholders and other stakeholders an overview of the 

company’s objectives, strategy, and performance. 

The UK Companies Act 2006 mandates that the Strategic Report must:

 

» Provide a fair review of the company’s business. 

 

» Include a balanced analysis of development, performance, and position. 

 

» Include disclosures on principal risks, future developments, and the impact of the company’s activities on the environment. 

380      BOOK 6  Accountants: Working with the Outside World

You will usually find the following included in the Strategic Report section of the Annual Report and Accounts:

 

» Business model: This is a description of how the business creates value and explains how they create revenue and includes key activities

 

» Strategy: This is an outline of the company’s long-term goals and objectives. 

 

» The market: This section explains the world in which your business operates. 

It covers what’s happening in your industry, describes your competitors, 

discusses what customers want, and determines the trends shaping the 

future. It also looks at challenges like regulations or the economy and shows 

how your business plans to handle them. 

 

» KPIs (Key Performance Indicators): These are the most important numbers 

and show how well a business is doing. They track progress on key goals, 

like sales growth, customer satisfaction, or cost reduction, so everyone  

knows what’s working and what needs improving. KPIs can also be non- 

financial as well. 

 

» Chairman’s statement: This typically provides a high-level overview of the company’s performance and direction. It includes a reflection on the year but 

also discusses the future, growth prospects, and sustainability. It’s a concise, 

big-picture perspective aimed at investors and business stakeholders. 

 

» CFO’s (Chief Financial Officer) review: This report provides a detailed look at the company’s financial performance, including key metrics like revenue, 

profit, and cash flow. It highlights major financial decisions, such as invest-

ments, cost-management efforts, and funding updates, while also outlining 

risks and the financial outlook for the future. 

 

» Section 172 statement (of Companies Act 2006): This is a legal requirement that states that directors should act in the best interests of the company by 

thinking long-term and considering how decisions affect employees, custom-

ers, suppliers, the environment, and the community. They must balance these 
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factors while being fair to shareholders and promoting the company’s success 

and describe in the s172 statement how they have done this. 

 

» Non-financial, sustainability, and ESG (Environmental, Social, & 

Governance) information: The Strategic Report includes non-financial 

information like the company’s environmental impact, employee engagement, 

diversity, and community involvement. It also covers governance practices, 

non-financial risks, stakeholder relationships, and long-term sustainability 

 

goals, giving a well-rounded view of the business beyond the numbers. 
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» Stakeholder engagement: This section explains how the company communi-

cates with key groups like employees, customers, suppliers, and shareholders 

and how their feedback influences decisions. It highlights actions taken to 

address concerns and demonstrates compliance with Section 172 by showing 

how stakeholder interests are balanced with long-term goals. 

 

» Principal risks and uncertainties: This section identifies the company’s biggest risks, such as market changes, cybersecurity, or supply chain issues, 

and explains their potential impact. It also outlines how the company 

manages these risks and connects them to its strategic goals. 

Writing the Governance Report

The Governance Report explains how the company is managed and controlled to 

ensure accountability, transparency, and long-term success. It covers the board’s role, structure, and decision-making processes, as well as compliance with corporate governance codes and policies. 

The Governance Report typically contains the following sections:

 

» Chairman’s introduction to governance: This outlines the company’s 

commitment to good governance, highlighting the key activities of the board, 

focus areas, and how stakeholder interests were considered. It also addresses 

board effectiveness, diversity efforts, and priorities for the future, setting the tone for the Governance Report. 

 

» Board of directors: This section typically includes a “Who’s Who” of the board, featuring photos and short biographies of each director. It highlights their 

skills, experience, and qualifications and shows how they contribute to the 

business’s leadership and strategy. 

 

» Corporate governance statement: This must confirm how the company has 

applied the principles of the UK Corporate Governance Code and whether it 

has complied with all provisions. If not fully compliant, the company must 

explain which provisions were not followed, why, and how its approach still 

ensures good governance (this is known as the “Comply or Explain” principle). 

 

» Board activities and decisions: This part of the report highlights the board’s annual schedule of meetings, detailing the topics to be discussed. These meetings may often be categorised as strategy, operational, or governance meetings. 

 

» Nomination committee report: A nomination committee is a group within a 

company’s board responsible for overseeing the process of appointing 

directors and senior executives. It ensures the board has the right balance of 

skills, experience, and diversity; evaluates succession plans; and recommends 
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new appointments. The committee also conducts effectiveness evaluations, reviewing the board’s performance and ensuring appointments align with the 

company’s long-term strategy and governance standards. Its report outlines 

the steps taken to fulfil these responsibilities. 

 

» Audit committee report: The audit committee oversees financial reporting, risk management, internal controls, and the work of internal and external 

auditors to ensure transparency and accountability. Its report outlines key 

activities, including reviewing significant accounting issues, auditor indepen-

dence, internal controls, and risk management effectiveness. 

 

» Risk committee report: The risk committee report outlines how the com-

pany identifies, monitors, and manages key risks, including financial, opera-

tional, and strategic risks. It highlights principal risks, mitigation strategies, changes in the risk profile, and how risk management supports the company’s 

long-term objectives. 

Note: The risk and audit committees collaborate to ensure effective risk 

management and accurate financial reporting. The risk committee identifies 

and assesses risks, while the audit committee ensures these risks are properly 

managed, controlled, and reflected in the financial statements. 

 

» The sustainability committee report: This outlines the company’s efforts to address environmental, social, and governance (ESG) issues, including 

progress on sustainability goals like carbon reduction, diversity, and commu-

nity impact. It highlights key initiatives, compliance with standards, and future plans to integrate sustainability into the company’s strategy. 

 

» Directors’ remuneration report: The remuneration committee details 

executive pay, including salaries, bonuses, and incentives, and explains how it 

aligns with company performance and shareholder value. It also reviews 

workforce pay policies to ensure fairness, outlines remuneration policy 

changes, and confirms compliance with governance standards. 

 

» Directors’ report: The directors’ report provides key statutory information about the company, including its principal activities, performance, dividends, 

Ready for Prime Time

Getting a Financial Report

directors, and employee engagement. It also covers share capital, political 

donations, and auditor details and confirms directors’ responsibilities for the 

financial statements. Please note that the directors’ responsibilities can be 

presented as a separate report within the Annual Report. While some 

companies include it within the directors’ report, others prefer to present it 

separately for clarity and emphasis. 

 

» Statement of directors’ responsibilities: This report confirms that directors 

 

are responsible for preparing financial statements that are accurate, comply 

with laws and standards, and provide a true and fair view of the company’s 

performance. It also outlines their duties to maintain proper records, safe-

guard assets, assess the company as a going concern, and ensure auditors 

have all relevant information. 
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The UK Corporate Governance Code 2018 sets standards for good governance in UK companies, focusing on leadership, board responsibilities, diversity, risk management, and aligning executive pay with performance. It promotes long-term 

success  and  stakeholder  interests  through  principles  like  clear  roles,  effective oversight, and strong internal controls. Companies must either comply with the 

Code or explain deviations, ensuring flexibility while upholding accountability. 

Gathering together the Financial 

Statements

This part of the report will typically include the following:

 

» The auditor’s report: This provides an independent opinion on whether the company’s financial statements give a true and fair view of its financial 

performance and comply with legal and regulatory requirements. It also 

outlines the scope of the audit and key risks assessed and confirms whether 

the company’s financial reporting is free from material misstatement. 

 

» Income Statement (Profit and Loss account): This summarises Income, 

Expenses, and profits during the period. 

 

» Statement of comprehensive income: This includes everything in the 

Income Statement but adds other comprehensive income, such as unrealised 

gains or losses on investments, foreign currency translation differences, and 

asset revaluations, which are not included in profit or loss. 

 

» Statement of financial position (Balance Sheet): Shows the company’s 

assets, liabilities and equity at the reporting date. 

 

» Statement of cash flows (for medium and large companies): This high-

lights the cash inflows and outflows from operating, investing, and financial 

activities. 

 

» Statement of changes in equity: This details the movements in equity, such as share capital, Retained Earnings, and reserves. 

 

» Notes to the financial statements: These provide explanations, including accounting policies, detailed breakdowns, and disclosures required by law and 

accounting standards. 

Financial statements are the foundation of the annual accounts, providing a com-

prehensive view of a business’s financial health and performance over a specific 

period. They include the Balance Sheet, which highlights the company’s assets, 

liabilities, and equity; the Income Statement, which outlines profitability; and the cash flow statement, detailing cash inflows and outflows. Larger companies will 

also include the Statement of Changes in Equity (see the section “Statement of 
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Changes in Equity,” later in this chapter), which shows the movement in equity from the beginning of the financial year to the end. These documents are essential for stakeholders — such as investors, creditors, and regulators — who rely on 

them to make informed decisions, assess financial stability, and evaluate man-

agement’s stewardship. Together, financial statements ensure transparency and 

compliance with legal and accounting standards and facilitate strategic planning 

for future growth. 

We  have  already  covered  the  Profit  and  Loss  account  in  Book  4  Chapter  1,  the Balance  Sheet  in  Book  4  Chapter  2,  and  the  Statement  of  Cash  Flow  in  Book  4 

Chapter 3, but we haven’t yet discussed the Statement of Changes in Equity, which we will now examine in the next section. 

Statement of Changes in Equity

Preparing a Statement of Changes in Equity is not essential for every company. 

However, it is mandatory for medium-sized, large, and publicly listed companies 

that report under UK and Ireland GAAP (FRS 102 “The Financial Reporting Stan-

dard applicable in the UK and Republic of Ireland”) or IFRS Accounting Standards 

(International Financial Reporting Standards). 

The purpose of a Statement of Changes in Equity

This  statement  provides  a  reconciliation  between  the  equity  accounts’  opening and closing balances. It highlights the period’s Profit and Loss, dividends paid, changes in share capital, and transfers in reserves. 

Note:  Small  companies  who  have  prepared  their  accounts  using  FRS  102  are encouraged but not strictly required to prepare a Statement of Changes in Equity. 

Micro-entities using FRS 105 (The Financial Reporting Standard applicable to the 

Micro-entities  Regime)  are  not  required  to  prepare  a  Statement  of  Changes  in Ready for Prime Time
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Equity. However, they must disclose the total equity in the Balance Sheet. 

Making Sure that Disclosure Is Adequate

Disclosures  are  an  important  part  of  a  company’s  annual  accounts,  providing 

 

additional information that accompanies the primary financial statements. They 

ensure  transparency,  compliance  with  accounting  standards,  and  provide  context to the figures presented. Disclosures typically appear in the form of  footnotes, notes to the accounts, or  separate disclosure statements.  While these terms are sometimes used interchangeably, they have subtle differences in meaning and purpose. 
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Footnotes versus notes versus disclosures

When preparing or reading an annual report, it is important to understand the 

differences between footnotes, notes and disclosures, as each helps provide clar-

ity, and transparency in the financial statements. 

 

» Footnotes: Footnotes are concise explanations or references included directly at the bottom of a financial statement page. They clarify specific items, such 

as accounting policies, unusual transactions, or assumptions used in calcula-

tions. Footnotes are typically brief (often one sentence) and tied to a particular line item in the financial statement. For example, in the BUPA Annual Report 

2023, footnotes are included at the end of the Consolidated Income 

Statement, which states, “Amounts have been restated for the adoption of 

IFRS 17. See Note 1.5.” IFRS 17 is an accounting standard for Insurance 

contracts which replaced IFRS 4 effective from 1st January 2023. BUPA offers a 

detailed explanation in their note 1.5 of the accounts. 

 

» Notes to the accounts: Notes to the accounts are more detailed explana-

tions and schedules that appear in a separate section, typically following the 

main financial statements in an annual report. They provide comprehensive 

information about accounting policies, breakdowns of line items (for example, 

a detailed list of fixed assets or debt maturities), and contingencies. Notes to 

the accounts may include qualitative and quantitative data, offering context 

and enabling users to understand the financial statements fully. They are 

usually very detailed and often cover more pages than the accounts 

themselves. 

 

» Disclosures: Disclosures refer to the broader concept of providing all material information in the financial statements and accompanying documents. Both 

footnotes and notes to the accounts are forms of disclosure. In addition, 

disclosures may encompass narrative explanations in the management 

commentary or auditor’s report. 

What you’ll find in the notes  

to the accounts

The notes to the accounts section of an annual report typically include the 

following:

 

» Accounting policies: The basis of preparation, accounting methods (for 

example, depreciation and revenue recognition), and any changes in account-

ing standards
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» Breakdowns of key line items: Detailed analyses of significant items in the financial statements, such as stock classifications, Property Plant and 

Equipment, or classification of operating expenses

 

» Lease liabilities: Disclosures of lease obligations, including additions and disposals

 

» Related party transactions: Details of transactions with parties related to the company, such as subsidiaries, key management personnel, or 

shareholders

 

» Segment reporting: Where applicable, details of financial performance by different business segments or geographical regions

 

» Risks and uncertainties: Commentary on risks such as credit risk, market risk, or liquidity risk, often accompanied by numerical sensitivity analyses. 

Why the notes are important

The  notes  to  the  accounts  enhance  the  usefulness  of  financial  statements  by providing  additional  context,  ensuring  compliance  with  legal  and  regulatory requirements, and allowing stakeholders to make better-informed decisions. For 

example, they clarify complex accounting treatments, highlight risks, and ensure 

comparability with other entities. Without the notes, stakeholders might misin-

terpret or overlook important nuances in the financial data. In essence, the notes provide  the  depth  and  transparency  needed  to  truly  understand  the  company’s financial position, performance, and outlook. 

WARREN BUFFETT’S ANNUAL LETTER TO 

SHAREHOLDERS
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We have to call your attention to one notable exception to the generally self-serving and slanted writing found in the letter to shareholders by the chief executive officer of the business in annual financial reports. The annual letter to shareholders of Berkshire Hathaway, Inc. is written by Warren Buffett, the chairman and CEO. Mr Buffett has become very well known — he’s called the “Oracle of Omaha.” In the annual ranking of the world’s richest people by  Forbes magazine, he’s near the top of the list — right behind people like Bill Gates, the co-founder of Microsoft. 

 

 (continued)
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 (continued)

During the COVID-19 pandemic, global financial markets experienced extreme volatility. 

According to Reuters, Berkshire Hathaway also faced significant challenges, reporting a record quarterly net loss of nearly $50 billion in the first quarter of 2020. However, the company demonstrated resilience by returning to profitability in subsequent quarters. 

Mr Buffett’s letters are the epitome of telling it like it is; they’re very frank and quite humorous. Here is an extract from Warren Buffett’s 2023 annual letter to Shareholders (beware it might make you laugh out loud!)

“Over the years, Berkshire has attracted an unusual number of such “lifetime” shareholders and their heirs. We cherish their presence and believe they are entitled to hear every year both the good and bad news, delivered directly from their CEO and not from an investor-relations officer or communications consultant forever serving up optimism and syrupy mush. “

You can go to the company’s website (www.berkshirehathaway.com) and download 

his most recent letter. You’ll learn a lot about his investing philosophy, and the letters are a delight to read. 

Keeping it private versus going public

When it comes to financial reporting, there’s a big difference between publicly 

owned and privately owned businesses in the UK. Public companies are required 

to provide extensive disclosures in their annual financial reports, while smaller privately owned businesses need only provide the primary financial statements 

(Balance Sheet, Income Statement/Profit and Loss account, and Cash Flow State-

ment) along with the notes to the accounts. Statements, such as the Statement of 

Changes in Equity, are encouraged for small companies, but for medium and large 

private companies they must be included. 

For public companies, detailed disclosures are mandatory. There are thousands of 

publicly owned companies in the UK whose shares are traded on stock exchanges 

like the London Stock Exchange or AIM (Alternative Investment Market), which 

must meet rigorous financial reporting standards. These companies file annual 

reports  in  line  with  regulations  overseen  by  the  Financial  Conduct  Authority (FCA) and comply with International Financial Reporting Standards (IFRS). These 

reports are publicly accessible on the London Stock Exchange website. Such dis-

closures are crucial for transparency, ensuring that investors and regulators have all the information they need to make informed decisions. You’ll find that reports 388      BOOK 6  Accountants: Working with the Outside World

prepared by public companies are much more detailed than those prepared by UK 

private companies because IFRS Accounting Standards require far more detail to 

be disclosed. 

Public companies also provide various additional information, such as manage-

ment commentary, segment reporting, and risk assessments. This transparency 

is  necessary  because  public  companies  seemingly  “live  in  a  fishbowl”  —  their financial  performance  directly  impacts  share  prices,  and  the  information  they disclose must be robust enough to maintain market confidence. 

Privately owned businesses, on the other hand, have a much easier time keeping 

their financial information under lock and key. While they are still bound by the same accounting standards for measuring profits, assets, and liabilities — such as UK and Ireland Generally Accepted Accounting Practice (UK and Ireland GAAP) or 

IFRS — their disclosure requirements are far less demanding. Most private busi-

nesses stop at the financial statements and notes to the accounts unless they are seeking a bank loan or have non-management investors who require reassurance. 

Even in these cases, private companies have far more flexibility in deciding how 

much information to share. 

It’s  worth  noting  that  private  businesses  can  have  their  financial  statements audited  by  a  professional  accounting  firm  that  is  also  registered  as  an  auditor (not all accountancy firms can carry out audit work). This is particularly useful when they need to assure shareholders or lenders that their numbers are reliable. 

However, they are not required to provide the extensive narrative disclosures that public companies must include. Private companies typically believe that the less 

information they divulge, the better — it’s a way of safeguarding their competi-

tive edge and maintaining privacy. Some companies are required to have an audit 

because they are too big to claim audit exemption (audit exemption only being 

available to small companies). 

Ultimately, the key difference is that public companies must cater to a wide audi-Ready for Prime Time
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ence,  including  shareholders,  regulators,  and  the  general  public,  while  private businesses  focus  on  meeting  the  needs  of  their  specific  stakeholders.  Whether public or private, all companies in the UK must follow the same accounting rules, but when it comes to disclosure, private businesses can close the curtains, while public companies live in a glass house. 

It is worthwhile mentioning at this point that the reporting requirements, par-

ticularly for smaller companies are going to change with the implementation of 

 

the Economic Crime and Corporate Transparency Act 2023. Additional reporting 

requirements will be necessary for smaller companies and we discuss this in Book 

6 Chapter 2. 
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Nudging the Numbers

This  section  covers  two  accounting  techniques  that  business  managers  and investors should be aware of. We’re not suggesting that these methods are good 

practice — far from it! However, understanding how they work can help you spot 

when something might look a bit “off” in a company’s financial statements. 

Sometimes, the numbers in the financial statements don’t look quite as good as 

the business would like. That’s when these rather underhand creative accounting 

techniques  might  come  into  play.  One  common  technique,  known  as  “window dressing,” involves making the business look like it has more cash than it really does at the end of the year. This is done by carefully timing when payments are 

made or when customers’ payments are collected — essentially shifting cash flows 

to boost the cash balance in the year-end Balance Sheet. Another technique, often called “earnings smoothing,” involves moving profits from one year to another 

to make the company’s net income look steady and predictable. An auditor will 

specifically test for this and if they believe that the company is misrepresenting the company’s performance, it is likely to be considered as fraudulent financial 

reporting, which is an offence under UK law (Companies Act 2006). 

Not  all  businesses  use  these  tricks,  but  they  do  happen,  even  though  no  business would ever openly admit to using them, they are generally spotted where the 

company has an audit. Think of it like those loopholes you hear about in tax law; there are some contentious areas in financial reporting, too. That said, accounting rules like IFRS and UK and Ireland GAAP are designed to limit these practices and ensure financial statements are reliable. Still, it’s a good idea to keep an eye out for signs of creative accounting — it could help you avoid any nasty surprises. 

Adjusting the cash balance  

by “window dressing” 

Suppose you manage a business and your accountant has just submitted to you 

a preliminary, or first draft, of the year-end Balance Sheet for your review. Your preliminary Balance Sheet includes the following:

Preliminary Balances, Before Window Dressing

Cash

£0

Creditors

£235,000

Debtors

£486,000

Accrued expenses payable

£187,000

Stock

£844,000

Income tax payable

£58,000

Overdraft

£200,000
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Prepaid expenses

£72,000

Current assets

£1,402,000

Current liabilities

£680,000

You’re  reviewing  the  numbers  when  something  jumps  out  at  you:  a  zero  cash balance? That’s not exactly reassuring. Could there be an error? You know your 

business has been facing cash flow difficulties, and you’ve planned to boost short-term borrowing and speed up debtor collections to improve the cash position. But 

that doesn’t change the situation right now — this financial report still needs to go out to your investors and your banker. A zero cash balance is bound to raise 

eyebrows — it’s the kind of thing that makes people uneasy, no matter how you 

try to explain it. So, how can you avoid setting off alarm bells? 

There is a well-known technique called  window dressing — a simple way to make the cash balance look healthier. For example, if your financial year-end is October 31, the business could record cash payments from customers that were actually 

received on November 1, 2, and 3 as if they arrived on October 31. The argument 

goes  that  this  cash  was  already  “in  transit”  and  essentially  yours,  so  why  not reflect it in the year-end report? 

What’s  the  effect  of  this  window  dressing?  It  reduces  the  Debtors  balance  and increases  the  Cash  balance  by  the  same  amount,  without  changing  your  profit figure.  Essentially,  it  makes  your  cash  position  look  better.  This  technique  can also be used to manipulate other accounts, though we won’t go into detail here. 

The key idea is that window dressing involves keeping the books open after the 

year-end date to record transactions that technically belong to the next financial period. 

It might seem like a harmless fix — your investors stay calm, and you keep your 

job secure. But here’s the catch: Window dressing can be (and generally is) a slip-pery slope. What starts as a small adjustment today could lead to more serious 
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misrepresentation  tomorrow,  even  financial  reporting  fraud,  which  is  a  criminal offence. It’s also deceptive. Investors rely on the integrity of your financial reports, and they have every right to expect that the stated year-end is truly the cut-off for transactions. Think about it: If a company fudges its cash balance, how can you trust the rest of its numbers? Transparency and honesty are always the 

better choice. 

 

Smoothing the rough edges off profit

Managers are often under pressure to meet profit targets and financial milestones set for the business. A significant drop in profit or a reported loss can raise concerns  among  investors.  In  response,  some  managers  may  choose  to  engage  in CHAPTER 1  Getting a Financial Report Ready for Prime Time      391

profit  smoothing  (also  known  as  income  smoothing)  —  where  they  adjust  the timing of revenues or expenses to create the appearance of more stable financial performance over time. However, doing this can misrepresent a company’s 

true  financial  position  thus  violating  both  UK  and  Ireland  Generally  Accepted Accounting Practice (UK and Ireland GAAP) and International Financial Reporting Standards (IFRS) accounting standards, which require financial statements to 

present a true and fair view of a business’s performance. 

Most profit smoothing involves shifting revenue or expenses between years (but 

this  will  clearly  present  a  misleading  picture  in  the  financial  statements).  For example, if a manager wants to boost profit for the current year, they could:

Record next year’s sales revenue early, or

Delay recording some expenses until the following year. 

This is where the management are trying to make the profit trend appear steady 

and predictable rather than jagged. This essentially will make the annual financial statements not worth the paper they are written on because they don’t portray an 

accurate picture of the financial performance and position of the business. 

It is important to understand that any type of profit smoothing is distorting the company accounts and is presenting a misleading picture to anyone who reads 

them. In fact, section 393 of the Companies Act 2006 states that the directors of a company must not approve accounts unless they are satisfied that they give a true and fair view of the assets, liabilities, financial position and profit and loss of financial accounts of the company. Using profit smoothing techniques do not 

provide a true and fair view of the company’s financial position and thus directors approving those accounts would be breaking the law by doing so. In addition they 

are violating both the UK and Ireland Generally Accepted Accounting Practice (UK 

and Ireland GAAP) as well as International Financial Reporting Standards (IFRS). 

Sticking to the accounting conventions

Over  time,  accountants  have  developed  widely  accepted  principles  to  guide financial reporting and ensure fairness and accuracy. Three key conventions —  

 conservatism,  materiality, and  consistency  —  play  a  critical  role  in  defining  the boundaries of acceptable accounting practices. 

Conservatism

Accountants are often viewed as cautious by nature, adhering to the principle of 

conservatism to avoid overstating profits or assets. This convention ensures that when faced with uncertainty, accountants err on the side of caution. For example, 392      BOOK 6  Accountants: Working with the Outside World

if there are two potential expense figures, the higher figure is typically chosen. 

This approach minimises the risk of presenting an overly optimistic view of the 

company’s  financial  position.  While  this  may  result  in  lower  reported  profits, it’s generally better to exceed expectations later than to disappoint investors and stakeholders. 

Materiality

Materiality acknowledges that not all financial information is equally important 

or worth tracking in detail. This principle helps accountants focus on the items 

that  genuinely  impact  the  financial  picture,  avoiding  unnecessary  complexity. 

For example, a business might purchase several office chairs and a filing cabi-

net. Technically, these items could be classified as fixed assets and depreciated over their useful lives. However, due to their relatively low cost, they are often expensed immediately. Tracking depreciation for such items would be time-consuming and provide little value. 

The threshold for materiality varies depending on the size and nature of the business.  A  multinational  corporation  might  not  bother  tracking  individual  assets below £5,000, while a small business might carefully record and depreciate 

assets worth £1,000, as these could represent a significant proportion of its total resources. 

Consistency

Consistency ensures that a business uses the same accounting methods over time, 

making its financial performance easier to track and compare. While there’s some 

flexibility in choosing methods initially, once a business has selected approaches that  fairly  represent  its  financial  health,  it  should  stick  with  them.  Changing accounting methods isn’t prohibited, but any change must be justified and disclosed;  any  changes  in  accounting  policy  are  applied  retrospectively  to  ensure comparability between the years. 
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Browsing versus Reading Financial Reports

Let’s face it — most people don’t have the time (or patience!) to read every page of an annual financial report, even if it’s relatively short. 

 

Annual  financial  reports  are  comprehensive  and  lengthy  documents.  A  typical report from a public company could take hours to read in full — maybe even the 

whole day, and even then a user may not even understand half of it. Even just 

skimming for the key points might take an hour or two. This raises a question: 

How do investors make sense of these reports without being overwhelmed? 
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Think  of  an  annual  financial  report  like  a  Sunday  edition  of  The  Times  or  The Telegraph. Few people read every article; most pick and choose the sections that 

interest them. Investors approach annual reports in much the same way, focusing 

on the parts they have time to read while leaving the rest. 

Annual financial reports aren’t designed to be a quick read. They provide detailed information  for  those  who  want  it,  but  it’s  up  to  readers  to  extract  the  main points,  often  using  key  ratios  and  other  tests  to  get  a  sense  of  the  company’s financial health. Some businesses and organisations, like credit unions or non-profits, acknowledge that most people lack the time or expertise to dig through 

full reports. Instead, they offer simplified summaries without footnotes or detailed disclosures. If you want the full report, you usually have to request it directly. 

Annual  financial  reports  are  comprehensive,  detailed  documents  designed  to give a full picture of a business’s financial performance and position. However, 

they’re not always easy to navigate or digest. While these reports aim to provide transparency, they often present an overwhelming amount of information. Most  

readers  —  whether  investors,  creditors,  or  other  stakeholders  —  focus  on  key sections and ratios rather than reading every page. 

It’s  important  to  remember  that  annual  reports  aren’t  the  be-all  and  end-all. 

They’re  published  only  once  a  year,  often  months  after  the  financial  year  has ended, and don’t capture ongoing developments or sudden changes. Additionally, 

these reports usually portray a sanitised version of events. They provide a care-

fully curated snapshot of the business but won’t divulge controversies or scandals unless explicitly required. 

In the UK, the report of the directors typically includes information about executive pay and incentive packages, providing insight into how top-level managers 

are compensated. However, not every detail investors might want is included in 

the annual report itself. Staying informed about a company often requires sup-

plementing these reports with other sources, such as news updates or interim 

reports. 

Ultimately, an annual report is a valuable tool, but understanding it requires focus and  some  selective  reading.  You  can  get  the  most  out  of  these  reports  without feeling buried under information by zeroing in on the key points, using ratios and analyses,  and  staying  updated  on  developments  throughout  the  year.  In  Chapter 2, we look at how investors read a financial report. 
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» Interpreting the Annual Report and 

Accounts

 

» Keeping financial reports private 

versus making them public

 

» Using ratios to understand profit 

performance

 

» Using ratios to interpret financial 

condition and cash flow

 

» Scanning the notes and identifying 

the important ones

 

» Paying attention to what the auditor 

has to say

Chapter 2

How Investors Read a 

Financial Report

When reading financial reports, it’s important to know how to spot the 

vital signs of progress and problems. In this chapter, we’ll explain how 

financial statement ratios act as signposts to help you understand the 

accounts. You can also stay updated on business affairs by reading financial newspapers, investment magazines, or newsletters. These sources often refer to the 

ratios discussed in this chapter, assuming you know what they mean. 

Most managers and investors don’t have the time or expertise to study financial 

reports in detail. Instead, they rely on stockbrokers, investment advisers, or credit rating agencies like Standard & Poor’s for insights. Financial reports are written with these expert audiences in mind. They don’t include explanations or symbols 

to make things easier for non-experts. 

CHAPTER 2  How Investors Read a Financial Report      395

So, why read this chapter if you rely on professionals for advice? The more you understand about interpreting financial reports, the better equipped you’ll be to assess the advice of experts. If you can follow discussions about ratios like Price to Earnings (P/E) or Earnings per Share (EPS) (which we explain in this chapter), you’ll not only look like a savvy investor but might even get better advice from 

your adviser. 

This  chapter  gives  you  the  tools  to  compare  financial  reports,  understand  key ratios, and spot potential red flags in audit reports. We also explain how to sift your  way  through  the  notes  to  the  accounts,  which  are  a  crucial  part  of  every financial report. Professionals read these notes carefully — and so should you. 

Financial Reporting by Private versus 

Public Businesses

The  development  of  accounting  standards,  including  International  Financial Reporting  Standards  (IFRS)  and  UK  and  Ireland  Generally  Accepted  Accounting Practice (UK and Ireland GAAP), has been largely driven by the need to protect 

investors and ensure transparency in financial reporting. In the UK, this frame-

work is underpinned by the Companies Act 2006, which sets out the legal require-

ments for financial reporting and shareholder protection. 

IFRS is the required financial reporting framework for preparing financial state-

ments for publicly traded companies. These standards ensure that financial reports are consistent, comparable, and reliable across industries and countries, helping investors make informed decisions. Public companies must file their reports with 

the London Stock Exchange or other regulatory authorities, making them acces-

sible to stakeholders. These regulations, combined with IFRS and UK and Ireland 

GAAP, play a critical role in maintaining trust and transparency in the financial markets while reducing the risk of fraud and misrepresentation. 

Private company reporting requirements

Accounting  standards  apply  to  more  than  just  public  companies  listed  on exchanges such as the London Stock Exchange. These standards also govern private businesses whose shares aren’t traded on open markets. When shareholders 

of a private business receive its financial reports, they should be able to assume that the financial statements and accompanying notes have been prepared in line 

with current accounting standards. 
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Even so, these standards allow for some flexibility — for more detail, refer back to Book 5, Chapter 2. It’s always wise to review the figures carefully to understand what’s really going on. 

The minimum content of a private business’s annual financial report includes the 

four primary financial statements:

 

 

» Balance Sheet

 

» Profit and Loss account and/or Statement of Comprehensive Income

 

» Statement of Changes in Equity (though this is only encouraged for companies classed as small)

 

» Cash Flow Statement

The above four statements are accompanied with explanatory notes. 

In many cases, private company financial reports can be quite sparse. Some omit 

elements such as a chairman’s statement, presenting only the four core finan-

cial statements and a few footnotes. At the time of writing, smaller companies 

and micro-entities currently benefit from reduced reporting requirements under 

Companies House rules. Small companies can prepare simpler accounts, omitting 

detailed notes and producing an abridged Balance Sheet. That said, the introduc-

tion of the Economic Crime and Corporate Transparency Act 2023 (ECCTA) is now 

broadening the scope of the Registrar of Companies House powers so that they 

can become more active in their powers to check, remove or decline information 

submitted to them on the companies register. 

One of the key changes that the UK government wants to achieve with the ECCTA 

is to reform how companies report information, and what information they report when they file their accounts with Companies House. This will specifically affect small and micro-entities who currently benefit from reduced reporting requirements  as  we  mentioned  earlier.  The  new  act  intends  to  make  the  following changes:

 

» Ensure filing obligations are clearer for both micro-entities and small 

companies. 

 

» Small companies will be required to file a Profit and Loss account and a directors’ report. 

 

» Micro-entities will be required to file a Profit and Loss account. 

 

» There will no longer be the option to file abridged accounts. 
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» An eligibility statement will be required for companies claiming an audit exemption. 

 

» Where more than one document is being filed, they must be delivered 

together when filing accounts. 

If you’re not sure what size category your company fits into, then here’s the cri-

teria according to www.gov.uk:

A company is considered to be small if it satisfies any two of the following criteria:

 

» Turnover is £10.2 million or less. 

 

» The Balance Sheet total is £5.1 million or less. 

 

» It has 50 employees or fewer. 

A company is a micro-entity, if, in a year, it can satisfy any two of the following criteria:

 

» Turnover is £632,000 or less. 

 

» The Balance Sheet total is £316,000 or less. 

 

» It has 10 or fewer employees. 

At the time of writing, whilst the Economic Crime and Corporate Transparency Act 

has been passed, there still remains some uncertainty as to when these new filing requirements will become effective. 

You  can  find  out  more  information  by  accessing  the  www.gov.uk  website  and searching for “Economic Crime and Corporate Transparency Act.” 

Public company reporting requirements

Publicly owned businesses must comply with an additional layer of rules and reg-

ulations that don’t apply to privately owned businesses. Below, we list some of the main duties and requirements that they must adhere to:

 

» Publicly owned businesses must abide by rules set by regulatory bodies like the London Stock Exchange (LSE), which oversees financial reporting and 

trading for listed companies. The London Stock Exchange (LSE) sets out 
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detailed requirements for publicly listed companies, including financial 

reporting obligations. The “Rules of the London Stock Exchange” document, 

effective from 5 February 2024, provides comprehensive guidelines. Public 

companies must file detailed financial reports and other documents with the 

LSE, which are made publicly available on the London Stock Exchange website 

(www.londonstockexchange.com). 

 

 

» UK Corporate Governance Code: Public companies in the UK are expected 

to adhere to the UK Corporate Governance Code, which outlines standards of 

good practice regarding board leadership, remuneration, accountability, and 

relations with shareholders. The Financial Reporting Council (FRC), which will 

eventually be known as the Audit, Reporting and Governance Authority, 

oversees this code. 

 

» Financial Conduct Authority (FCA) Listing Rules: The FCA regulates the 

financial markets in the UK and provides the Listing Rules that public compa-

nies must follow. These rules cover various aspects, including disclosure 

obligations and the structure of financial reports. 

 

» Regulatory News Service (RNS) announcements: Public companies in the 

UK are required to promptly disclose price-sensitive information to ensure all 

investors have equal access, as mandated by the  Market Abuse Regulation 

 (MAR).  This prevents insider trading and ensures market transparency. 

Companies typically use the  Regulatory News Service (RNS),  operated by the London Stock Exchange, to distribute such announcements efficiently and 

widely. Compliance with this obligation helps maintain market integrity and 

investor confidence. 

 

» Annual financial reports: Public companies are required to publish annual financial reports that are accessible to the public. Please refer to Book 6, 

Chapter 1 for a comprehensive look at the annual reporting requirements for 

UK companies. The financial statements included within the annual report 

must comply with UK-adopted International Financial Reporting Standards 

(IFRS) or UK and Ireland Generally Accepted Accounting Practices (UK and 

Ireland GAAP), as appropriate. 

 

» Half-yearly reports: Public companies in the UK must publish interim 

financial reports covering the first six months of their financial year no later 

than three months after the period ends. This requirement, set out in the 

 Financial Conduct Authority’s (FCA) Disclosure Guidance and Transparency Rules (DTR 4.2.2),  ensures investors receive timely updates on a company’s financial performance. The report typically includes condensed financial statements, an 

interim management report, and a directors’ statement confirming accuracy. 

These reports follow IAS 34  Interim Financial Reporting or FRS 104  Interim Financial Reporting, ensuring consistency and transparency across markets. 
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» Key financial ratios: In the UK,  Earnings Per Share (EPS) is a key financial ratio that public companies are required to disclose in their financial statements. 

This requirement is outlined in  International Accounting Standard (IAS) 33 

 Earnings per Share, which mandates the presentation of both basic and diluted EPS on the face of the Income Statement for entities whose securities 

are publicly traded. While EPS is a mandatory disclosure, public companies 

often provide additional financial ratios and performance metrics to offer a 

more comprehensive view of their financial health. 

Hopefully, you can see that public companies in the UK operate under more oner-

ous  financial  reporting  and  disclosure  requirements  to  ensure  transparency, investor protection, and market integrity to reflect the public owned nature of the business. From detailed annual and interim reports to timely announcements of 

price-sensitive information via the Regulatory News Service (RNS), these obliga-

tions provide stakeholders with reliable and up-to-date insights into a company’s financial  health.  Alongside  these  reporting  requirements,  certain  key  financial ratios play a vital role in evaluating a company’s performance, profitability, and overall financial position — metrics that investors and analysts closely monitor to make informed decisions. We will now look at some of these key financial ratios in the next section of this chapter. 

Analysing Financial Reports

For the remainder of this chapter, we’ve selected a few key metrics that you will find useful when reviewing financial statements. 

They are as follows: 

 

» Both Gross profit margin and Net profit margin

 

» Earnings per share, basic and diluted

 

» Price/Earnings (P/E) ratio

 

» Dividend Yield

 

» Book value per share

 

» Return on Equity (ROE)

 

» Gearing ratio
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» Current Ratio

 

» Acid Test Ratio

 

» Calculating stock levels and debtor days

To  demonstrate  these  ratios,  we  use  the  Profit  and  Loss  account  (shown  in Figure 2-1) and the Balance Sheet of a business (shown in Figure 2-2). Notice that 

 

a cash flow statement isn’t presented here — mainly because no ratios are calcu-

lated from data in the cash flow statement. The notes to the company’s financial 

statements aren’t presented here, but the use of notes is discussed in the following sections. 

FIGURE 2-1:  

A sample Profit 

and Loss account. 

Gross profit margin

To make a profit, a business must first generate sales and earn enough  gross profit from  those  sales  (see  Book  5,  Chapter  3).  This  means  setting  sales  prices  high enough above product costs to cover all other expenses, such as operating costs, 

interest, and taxes. The  gross margin is calculated as follows:

Gross profit ÷ Sales revenue x 100 = Gross profit margin
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FIGURE 2-2:  

A sample Balance 

Sheet. 

A  business  with  a  £20.8  million  gross  profit  and  £52  million  in  sales  revenue (see  Figure  2-1)  has  a  40%  gross  profit  margin  (in  other  words,  for  every  £1 

sold, the business makes 40p in the pound). If the gross profit margin had been 

just 1% higher (41%), it would have added £520,000 to the gross profit (1% of 

£52  million).  This  increase  would  have  boosted  earnings  before  tax  by  19% 

(£520,000  ÷  £2.8  million  income  before  tax).  Even  small  improvements  in  the gross profit margin can have a significant impact! 

External investors rely solely on the information provided in a company’s external financial report. They can usually only compare the gross profit across the two- or three-year Profit and Loss accounts included in the annual report. Public companies and medium and large private companies in the UK are required to include 
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a Strategic Report in their annual report, which provides insights into the com-

pany’s performance, strategy, and principal risks. However, managers have sig-

nificant discretion over what to highlight and how much detail to provide. While 

worth reading, the Strategic Report may not answer all your questions. For deeper insights, you might need to look at stockbroker reports, financial press articles, or insights from business meetings. 

 

As  explained  in  Book  5,  Chapter  3,  managers  focus  internally  on  contribution margin  —  sales  revenue  minus  product  costs  and  variable  operating  expenses. 

This figure represents profit before fixed costs are deducted and is key to controlling and improving profit performance. Changes in contribution margin per unit 

and total fixed costs are critical for management decisions. 

However, businesses do not disclose contribution margin in their external reports. 

This information is considered proprietary and is kept confidential to avoid giving competitors an advantage. External Profit and Loss statements only show gross 

margin and operating profit (earnings before interest and tax), without distin-

guishing between variable and fixed expenses (see Figure 2-1). In addition, financial statements prepared for statutory reporting purposes must follow prescribed 

formats laid out in company law and accounting standards so are not as detailed 

as internal reports prepared for management. 

Net profit margin

Business  is  motivated  by  profit,  which  means  that  the   net profit margin  is  very important  to  understand.  The  net  profit  margin  indicates  how  much  net  profit was earned on every £100 of sales revenue:

Net profit ÷ Sales revenue x 100 = Net profit margin

For example, the business in Figure 2-1 earned £1.9 million net profit on £52 million sales revenue, resulting in a 3.65% net profit margin. This means the busi-

ness earned £3.65 net profit for every £100 of sales revenue. 

Even a small change in the net profit margin can significantly impact net profit. 

For instance, if the net profit margin had been 5% instead of 3.65%, the net profit would have increased by £700,000 on the same sales revenue. 

Profit margins vary widely across industries. In most sectors, a 5 to 10 percent 

profit margin is typical. However, high-volume retailers, such as supermarkets, 

often operate with much lower profit margins of around 1 to 2 percent, which they offset with high sales volumes. 

CHAPTER 2  How Investors Read a Financial Report      403

Earnings per share, basic and diluted

Publicly owned and some larger private businesses must report  earnings per share (EPS) below the net profit line in their Profit and Loss accounts, as required by both  UK  and  Ireland  generally  accepted  accounting  principles  (UK  and  Ireland GAAP) and International Financial Reporting Standards (IFRS). IAS 33 — is the 

International financial reporting standard that specifies how earnings per share 

should be disclosed on financial statements. EPS is particularly important because it shows investors how much net profit the business earned for each share they 

own. The formula for EPS is:

Net Profit ÷ Total Number of Shares = EPS

For example, in Figures 2-1 and 2-2, the company’s £1.9 million net profit divided by its 795,000 shares gives an EPS of £2.39. 

Most private businesses are not required to report EPS, as both GAAP and IFRS 

make exceptions for them, (however according to FRS 102 section 1.4 an entity 

that opts to disclose their earnings per share must apply IAS 33 Earnings per Share as adopted by the relevant jurisdiction). If in doubt, check with your accountant to ensure your accounts are fully compliant. 

Shareholders  of  private  companies,  whose  shares  aren’t  publicly  traded,  tend to focus more on the total net profit rather than per-share values. By contrast, 

shareholders  of  public  businesses  rely  on  EPS  to  compare  the  company’s  performance with the market price per share, which is essential for evaluating their investments. 

The business in the example is too small to be publicly owned. So, we turn here 

to a larger public company example. This publicly owned company reports that it 

earned £1.32 billion net profit for the year just ended. At the end of the year, this company has 400 million shares  outstanding, which refers to the number of shares that have been issued and are owned by its shareholders. Thus, its EPS is £3.30 

(£1.32 billion net profit ÷ 400 million stock shares). But here’s a complication: the business is committed to issuing additional capital shares in the future for 

share options that the company has granted to its managers, and it has borrowed 

money on the basis of debt instruments that give the lenders the right to convert the debt into its capital stock. Under terms of its management share options and 

its convertible debt, the business could have to issue 40 million additional capital shares in the future. Dividing net profit by the number of shares outstanding plus the number of shares that could be issued in the future gives the following computation of EPS:

£1.32 billion net profit ÷ 440 million capital stock shares = £3.00 EPS
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This second calculation, based on the higher number of shares, is called the  diluted earnings per share. ( Diluted means thinned out or spread over a larger number of shares.) The first calculation, based on the number of shares actually outstanding, is called  basic earnings per share. Publicly owned businesses have to report two EPS figures — unless they have a  simple capital structure that doesn’t require the business to issue additional shares in the future. Generally, publicly owned companies have  complex capital structures and have to report two EPS figures. Both are 

 

reported at the bottom of the Profit and Loss statement. So, the company in this 

example reports £3.30 basic EPS and £3.00 diluted EPS. Sometimes it’s not clear 

which of the two EPS figures is being used in press releases and in articles giving investment advice. Fortunately,  The Financial Times and most other major financial publications leave a clear trail of both EPS figures. 

Calculating  basic and diluted EPS isn’t always straightforward. Accountants often need to adjust the EPS calculation for several factors:

 

» Issuing or buying back shares during the year (shares held by the business itself but not cancelled are called treasury shares). 

 

» Issuing more than one class of share divides net profit into separate pools for each class. 

 

» Mergers or business combinations that involve issuing large numbers of new shares. 

Shareholders can take comfort in knowing that EPS performance is often a key 

focus for top management. In many businesses, executive bonuses and long-term 

incentives are tied to achieving challenging EPS growth targets. These incentives typically include:

 

» Annual bonuses: Linked to specific EPS growth targets and corporate 

objectives, often paid in shares. Executives may be encouraged to defer 

shares for a set period in exchange for additional matching awards. 

 

» Longer-term bonuses: Based on a mix of shareholder return, EPS growth, 

and other key performance indicators. These bonuses are often paid in 

shares, which must be held for a defined period to align management 

interests with long-term company performance. 

 

» Share options: These can only be exercised if the business achieves significant EPS growth over a specified period, such as exceeding inflation or other 

benchmarks. 

Requirements for senior executives to build and maintain a shareholding in the 

business, often equivalent to a multiple of their salary, ensure they are invested in the company’s long-term success. 
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These practices underline the importance of EPS as a performance measure, aligning management’s objectives with shareholder interests and driving sustainable 

business growth. 

Price/earnings (P/E) ratio

The  price/earnings (P/E) ratio is a key metric for investors in public businesses. It shows how much investors are paying in the current share price for each pound 

of earnings (net profit) generated by the business. Unlike the book value of shares reported in the Balance Sheet, the market price of shares is driven by earnings 

performance and investor expectations for future growth. 

The  P/E  ratio  serves  as  a  reality  check  on  how  high  the  current  share  price  is relative to the company’s profit. A high P/E ratio can only be justified if investors expect significant growth in the company’s  earnings per share (EPS) in the future. 

The formula for calculating the P/E ratio is:

Current market price of stock ÷ EPS (most recent trailing 12 months diluted EPS) = 

P/E ratio

If the business has a simple capital structure (that is no complex financial instruments),  basic EPS is used. 

If the business has a complex capital structure, the  diluted EPS is used. (See the earlier section, “Earnings per share, basic and diluted.”)

For example, suppose a public business has a  diluted EPS of £3.65 and its shares are trading at £54.75 in the stock market. The P/E ratio is calculated as:

£54.75 ÷ £3.65 = 15

This means investors are valuing the shares at 15 times the company’s earnings. If the broad market average P/E ratio is, for instance, 20 times EPS, this lower ratio suggests that the company’s growth prospects for future earnings are relatively 

modest. 

It’s important to note that share prices fluctuate daily based on market conditions and investor sentiment, so the P/E ratio will change accordingly. 
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MARKET CAP — NOT A CAP ON  

MARKET VALUE

One investment number you see a lot in the financial press is the  market cap.  No, this doesn’t refer to a cap, or limit, on the market value of a company’s capital shares. The term is shorthand for  market capitalisation,  which refers to the total market value of the 

 

business that is determined by multiplying the shares’ current market price by the total number of shares issued by the company. Suppose a company’s shares are selling at 

£50 per share in the stock market and it has 200 million shares outstanding. Its market cap is £10 billion. Another business may be willing to pay higher than £50 per share for the company. Indeed, many acquisitions and mergers involve the acquiring company 

paying a hefty premium over the going market price of the shares of the company being acquired. 

Dividend yield

The  dividend yield shows investors how much cash income they are earning from their share investments. Dividends represent the income component of a share’s 

return, while the other component is the change in the investment’s market value 

over time. 

To calculate dividend yield:

Annual cash dividend per share ÷ Current market price of the share = Dividend 

yield

For example, if a company’s shares are selling for £60 and pays £1.20 in annual 

cash dividends, the dividend yield is:

£1.20 ÷ £60 = 2%

Dividend yield helps investors compare their share returns to other investment 

options, such as  corporate bonds, Treasury bonds, or gilt-edged stock (UK government securities) that pay interest. Historically, interest rates on UK government bonds have been higher than dividend yields on most public companies. The theory is 

that the market price appreciation of shares over time compensates for this gap. 

However, shareholders take the risk that the share’s market value may not rise 

enough to match the total return of these fixed-income alternatives. 
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For example, suppose long-term gilt-edged stock pays 6% annual interest, while the  company’s  shares  in  the  earlier  example  yield  only  2%.  If  the  share  price hadn’t increased by at least 4% over the year, investors would have been better off investing in the gilts. Of course, equities offer additional benefits, such as potential market growth and other perks like detailed shareholder reports. 

It’s worth noting that the market price of publicly traded bonds and gilts can also rise or fall, adding another layer of complexity to investment decisions. 

Book value per share

 Book value per share is one way to estimate the value of a privately owned business’s shares, but it’s far from the only method. The book value of assets recorded in a company’s accounts does not reflect the amount the business could obtain if it sold those assets. In many cases, book values are lower than the cost of replacing the assets, such as in cases of a disaster (for example, a fire or flood). Recording current market values in the books is not practical for ongoing accounting. Determining  the  market  price  of  a  private  business’s  shares  is  particularly  difficult until a buyer and seller negotiate a price. 

Book value per share can also be calculated for publicly owned businesses. How-

ever, since market value is readily available for public companies, investors and analysts place little importance on book value. Instead,  earnings per share (EPS) is the key driver of stock prices. Some investors, such as those using value investing strategies, seek companies with a high book value per share relative to their market price. However, for most public companies, book value per share plays a 

secondary role in determining share prices. 

For private businesses, book value per share is often a starting point for negotiations over the selling price. You calculate it as follows:

Total owners’ equity ÷ Total number of shares = Book value per share

A business with £15.9 million in owners’ equity and 795,000 shares has a book 

value per share of:

£15.9 million ÷ 795,000 = £20

If the business sold its assets at book value and paid off all liabilities, it would have 

£15.9 million left for shareholders or £20 per share. However, this is a theoretical value. In reality, businesses are not valued on the assumption that they will liquidate their assets and pay off their debts. While book value per share is not irrelevant, it is rarely definitive when determining share value. 
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Return on equity (ROE)

 Return on equity (ROE) tells you how much profit a business earned in comparison to the book value of shareholders’ equity. It’s useful for privately owned businesses, which have no way of determining the current value of owners’ equity (at 

least not until the business is sold). ROE is also calculated for public companies, but, just like book value per share, it plays a secondary role and isn’t the dominant 

 

factor driving market prices. (Earnings are.) Here’s how you calculate ROE:

Net profit ÷ Owners’ equity = ROE

The owners’ equity figure is at book value, which is reported in the company’s 

Balance Sheet and is usually the “Shareholders’ funds” figure at the bottom of 

the Balance Sheet. 

The business shown in Figures 2-1 and 2-2 earned £1.9 million net profit for the 

year and has £15.9 million owners’ equity. This gives a  Return on Equity (ROE) of 11.95% (£1.9 million ÷ £15.9 million). 

ROE measures net profit as a percentage of owners’ equity, one of a business’s 

two main sources of capital (the other being borrowed money or interest-bearing 

debt). Non-interest-bearing liabilities, such as creditors, are also part of the Balance Sheet but do not contribute capital. 

Since interest on debt is deducted as an expense when calculating net profit, the remaining profit “belongs” to the owners. ROE reflects how effectively a business uses owners’ equity to generate profits, showing the percentage increase in their equity for the period. 

Gearing or leverage

Your company’s liquidity keeps it solvent in the short term, but what about its 

ability to handle long-term debt? Two key financial ratios help assess your com-

pany’s long-term financial health:

 

» Times-Interest-Earned Ratio (also known as Interest Coverage ratio): This ratio shows how easily your business can cover its interest payments:

Times interest earned = Earnings before interest and tax (EBIT) ÷ Interest 

expense

For example, in Figure 2-1, the company has an EBIT of £3.55 million and 

interest expenses of £750,000, resulting in a times-interest-earned ratio of 

4.73. This means the company can cover its interest payments 4.73 times 
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over. Lenders pay close attention to this ratio — if it approaches 1.0, they get nervous, as it means every penny of profit goes to covering interest. 

 

» Debt-to-Equity Ratio: This ratio measures the balance between debt and 

owners’ equity:

Debt-to-equity ratio = Long-term liabilities ÷ Owners’ equity

In Figure 2-2, the company’s long-term debt is £6 million, and its owners’ equity is £15.9 million, resulting in a debt-to-equity ratio of 0.38. This means the company has £0.38 of debt for every £1 of equity. This suggests the company is more 

reliant on equity financing and has a relatively conservative financial structure. 

Lenders prefer to see a strong equity base because it provides a safety cushion for their loans. If something goes wrong, they can recover funds from the owners’ 

equity. In contrast, equity investors may prefer a higher debt-to-equity ratio, as debt can leverage profits and increase their returns. 

Ultimately, the “right” debt-to-equity ratio depends on your industry’s stability and whether you’re asking lenders or investors. 

Current ratio

The  current ratio is a test of a business’s  short-term solvency — its capability to pay off its liabilities that come due soon (up to one year). The ratio is a rough indicator of whether cash on hand plus the cash flow from collecting debtors and selling stock will be enough to pay off the liabilities that will come due in the next period. 

As you can imagine, lenders are particularly keen on crunching the numbers to 

calculate the current ratio. Here’s how they do it:

Current assets ÷ Current liabilities = Current ratio

 Note: Unlike with most of the other ratios, you don’t multiply the result of this equation by 100 and represent it as a percentage. 

Creditors  generally  expect  businesses  to  maintain  a  minimum  current  ratio  of 2.0 (a 2-to-1 ratio) and may require this in loan agreements. For example, the  

business  in  Figure  2-2  has  £17.2  million  in  current  assets  and  £7.975  million in  current  liabilities,  giving  it  a  current  ratio  of  2.16.  This  indicates  a  healthy liquidity position and should satisfy lenders. 

 Liquidity  refers  to  having  enough  ready  or  nearly  ready  money  to  meet  short-term obligations. It doesn’t mean having cash on hand alone — debtors (customers 

who owe you money and are likely to pay soon) and stock ready for sale are also 
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considered liquid assets; although debtors are considered to be more liquid than 

stock as stock takes time to sell, convert to debtors and then turn into cash. 

Businesses often use financial ratios, such as the current ratio and the acid test, to assess liquidity. Monitoring these ratios over time and comparing them to industry averages or competitors provides a good measure of a business’s short-term 

financial health. 

 

Acid test ratio

Most serious investors and lenders don’t stop with the current ratio for an indication of the business’s short-term solvency — its capability to pay the liabilities that  will  come  due  in  the  short  term.  Investors  also  calculate  the   acid test ratio (also known as the  quick ratio), which is a more severe test of a business’s solvency than the current ratio. The acid test ratio excludes stock (as it recognises that stock will take time to sell) and prepaid expenses, which the current ratio 

includes, and limits assets to cash and items that the business can quickly convert to cash. This limited category of assets is known as  quick or  liquid assets. 

You calculate the acid test ratio as follows:

Liquid assets ÷ Total current liabilities = Acid test ratio

 Note: Unlike most other financial ratios, you don’t multiply the result of this equation by 100 and represent it as a percentage. 

For the business example shown in Figure 2-2, the acid test ratio is as follows:

Cash

£3,500,000

Marketable securities

none

Debtors

5,000,000

Total liquid assets

£8,500,000

Total current liabilities

£7,975,000

Acid test ratio

1.07

A 1.07 acid test ratio means that the business would be able to pay off its short-term liabilities and still have a little bit of liquid assets left over. The general rule is that the acid test ratio should be at least 1.0, which means that liquid assets equal current liabilities. Of course, falling below 1.0 doesn’t mean that the business is on the verge of bankruptcy, but if the ratio falls as low as 0.5, that may be a cause for alarm. 
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Keeping track of stock and debtors

Two other factors that affect liquidity must be carefully monitored: how quickly 

your stock is selling (if you hold goods for sale) and how quickly your customers are paying. 

The formula for stock turnover is:

Stock turnover = Cost of Goods Sold ÷ Stock

Stock turnover measures how liquid your stock is by showing how often it’s sold 

and replaced during the year. This ratio divides the  Cost of Goods Sold (from the Profit and Loss statement) by the average stock value. If the average isn’t available, you can use the year-end stock figure from the Balance Sheet as an estimate. 

For the business shown in Figures 2-1 and 2-2, the stock turnover is:

£31,200 ÷ £7,800 = 4.0

This  means  the  business  turns  over  its  stock  four  times  per  year.  In  days,  the business carries a 91.25-day supply of stock (365 ÷ 4.0). 

Is a 90-day plus of stock good or bad? It depends on the industry and even on the time of year. A car dealer who has a 90-day supply of cars at the height of the 

season may be in a strong stock position, but the same stock position at the end 

of the season could be a real weakness. As Just In Time (JIT) supply chains and 

improved  information  systems  make  business  operations  more  efficient  across all industries, stock turnover is on the rise, and the average number of days that stock of any kind hangs around continues to shrink. 

Debtor days

Debtor days show you how long, on average a business takes to collect payments 

from its customers who pay on credit. 

It is calculated as follows:

Debtors divided by credit sales multiplied by 365

For example, if a company had debtors of £100,000 and credit sales of £1 million 

the debtor days would be:

£100,000 divided by £1 million multiplied by 365 = 36.5 days

This means that it takes on average 36.5 days to collect payments from customers. 
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Return on assets (ROA)

One  factor  influencing  a  business’s  net  profit  is  how  effectively  it  uses  debt.  A business achieves a  financial leverage gain when it earns more profit on borrowed money than it pays in interest. In such cases, a significant part of its net profit may come from this leverage. 

 

The first step in determining financial leverage gain is to calculate the  Return on Assets (ROA):

ROA = EBIT (Earnings Before Interest and Tax) ÷ Net Operating Assets

 Net operating assets equal total assets minus non-interest-bearing operating liabilities. While some analysts and investors use total assets for convenience, it’s better to use net operating assets, as this reflects the capital truly funded by debt and equity. 

To assess financial leverage:

1.  Compare  ROA to the  interest rate on debt.  For example, if a business’s ROA is 14% and its interest rate is 8%, there’s a favourable spread of 6% (14% − 8%). 

2.  Multiply this 6% spread by the total debt to determine how much of the 

business’s earnings before tax come from financial leverage gain. 

In Figure 2-2, you’ll see that the company has £10 million total interest-bearing debt (£4 million short-term plus £6 million long-term). Its total owners’ equity 

is £15.9 million. So, its net operating assets total is £25.9 million (which excludes the three short-term non-interest-bearing operating liabilities). The company’s 

ROA, therefore, is

£3.55 million earnings before interest and tax ÷ £25.9 million net operating  

assets = 13.71% ROA

The business earned £1,371,000 (rounded) on its total debt — 13.71% ROA times 

£10 million total debt. The business paid only £750,000 interest on its debt. So, the business had £621,000 financial leverage gain before income tax (£1,371,000 

less £750,000). Put another way, the business paid 7.5% interest on its debt but 

earned 13.71% on this money for a favourable spread of 6.21 points — which, when 

multiplied by the £10 million debt, yields the £621,000 pre-tax financial gain for the year. 

ROA  is  a  useful  earnings  ratio,  aside  from  determining  financial  leverage  gain (or loss) for the period. ROA is a  capital utilisation test — how much profit before interest and tax was earned on the total capital employed by the business. The 
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basic idea is that it takes money (assets) to make money (profit); the final test is how much profit was made on the assets. If, for example, a business earns £1 million EBIT on £20 million assets, its ROA is only 5%. Such a low ROA signals that 

the business is making poor use of its assets and will have to improve its ROA or face serious problems in the future. 

Using combined ratios

When evaluating a business’s financial health, relying on a single ratio is rarely sufficient, just as you wouldn’t decide on the best car to buy based solely on miles per gallon (MPG). For a car, you’d also consider miles per hour (MPH), annual 

depreciation, and residual value to form a more comprehensive view of its value 

and performance. Similarly, in business, a combination of financial ratios pro-

vides  a  fuller  picture  of  the  company’s  financial  position.  Ratios  such  as  profitability, liquidity, efficiency, and solvency show different parts of a business’s performance. Looking at them together helps you understand their strengths and 

weaknesses, spot trends, and make better decisions. 

In  addition,  it’s  worth  keeping  in  mind  that  using  a  ratio  on  its  own  without something else to compare it to is meaningless. If you worked out a company’s 

gross profit margin to be 30% you would not know whether this was good or bad 

if you had nothing to compare it to. So to use ratios effectively, you’ll need something to compare it with (for example, either the prior year’s ratio, or ratios based on budgeted information, or the ratio of another business in the same industry). 

Appreciating the limits of ratios

A common mistake with ratios is assuming that a precise number means there’s 

a perfect target to aim for. For instance, it might seem logical to think high figures are always good and upward trends are positive, partly because having a lot 

of cash feels reassuring. However, there’s no universal rule for what’s best with financial  ratios.  In  some  cases,  a  high  number  is  good;  in  others,  a  low  one  is better. Even identical ratios can mean different things in different situations, as shown in the two working capital statements in Table 2-1. 

In both examples, the working capital is the same, £16,410, with current assets of 

£23,100 and current liabilities of £6,690. This means any ratio, like the current ratio, is also the same at 3.4:1. However, the situations are very different. In the first example, there’s a good chance enough cash will come in from debtors to 

cover the modest amount owed to creditors. In the second example, debtors are 

only £100, so there’s little cash expected from trading, while creditors at £6,600 

present a serious risk to financial stability. 
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1

2

 Current Assets

Stock

10,000

22,990

Debtors

13,000

100

 

Cash

100

23,100

10

23,100

 Less Current Liabilities

Overdraft

5,000

90

Creditors

1,690

6,690

6,690

6,690

 Working Capital

16,410

16,410

 Current Ratio

3.4:1

3.4:1

In the example above, both current ratios are identical, but the situations being compared are not. In fact, as a general rule, a higher working capital ratio is seen as a negative. When a business has too much money tied up in working capital, 

achieving  a  good  return  on  capital  employed  becomes  harder  because  a  larger amount of capital reduces the return. In simple terms, too much working capital can drag down efficiency and reduce profitability. It’s about finding the right balance. 

Navigating the Notes

The notes to the accounts in an annual report can often feel overwhelming (as 

they  are  often  the  bulk  of  the  annual  report),  especially  for  those  unfamiliar with financial jargon or the structure of financial statements. These notes provide detailed explanations and additional context to the numbers in the primary 

financial statements, such as the Profit and Loss account/Income Statement, Bal-

ance Sheet, and cash flow statement. They include important disclosures about 

accounting  policies,  assumptions,  and  any  unusual  or  significant  transactions. 

While they’re invaluable for understanding the full financial picture, the volume of information and technical detail can make them difficult to navigate. 

To make sense of the notes, start by using the table of contents, often found at 

the beginning of the Annual Report. This outlines each disclosure topic and its 

corresponding page number, making it easy to locate specific information such 
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can go directly to the financial statements and focus on the notes referenced in each  line  item;  these  are  usually  numbered,  allowing  you  to  trace  back  to  the detailed explanations in the notes to the accounts. By approaching the notes in a targeted way and concentrating on the areas most relevant to your needs, you can 

efficiently extract valuable insights without getting bogged down in unnecessary 

detail. 

Checking for Warning Signs in  

the Audit Report

The value obtained in analysing a financial report relies completely on the accu-

racy of its figures. Senior management naturally wants to present the business 

in the best possible light, as they have a vested interest in its profitability and financial health. To ensure credibility, independent auditors step in as referees. 

They review the company’s accounting system and procedures and then issue an 

auditor’s report which always accompanies the financial statements. For publicly 

owned  companies,  audits  are  mandatory.  Medium  and  large  private  businesses are also required to have an audit, whereas small companies can claim exemption from having an audit (and most small companies often do claim this due to 

the costs involved in having an audit done). However, some smaller private busi-

nesses do have a voluntary audit to add trustworthiness and credibility to their 

annual report. 

If  a  private  business’s  financial  report  doesn’t  include  an  auditor’s  report,  you must rely on the company’s integrity in preparing accurate statements that follow  generally  accepted  accounting  principles  and  provide  adequate  disclosures in the notes. While auditors’ reports can be dense and filled with technical jargon, they’re essential reading for anyone analysing financial statements. Book 6, Chapter 3 goes into more detail about audits and what to look for in an auditor’s report. 

The  auditor  evaluates  whether  the  business  has  followed  generally  accepted accounting  principles  in  preparing  its  financial  statements.  In  most  cases,  the auditor’s report states that the financial statements give a true and fair view of the company’s financial affairs. This is referred to as an  unqualified opinion or a 

“clean”  opinion.  However,  in  more  serious  situations,  the  auditor  may  issue  a qualified opinion, which warrants closer attention. There are three types of qualified opinions, discussed in detail in Book 6, Chapter 3. 

While auditor warnings don’t necessarily mean a business is in trouble, they are a signal to proceed with caution when reviewing the accounts. Where the auditor’s 
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opinion is qualified, the auditor is questioning the reliability of the information underlying the company’s reported value, which is a matter not to be taken lightly. 

Accounts are often not independently audited in very small businesses. Instead, 

these  reports  may  include  an  accountant’s  report  which  contains  a  disclaimer such as: These accounts have been prepared based on information and explanations provided by the owners. We have not been instructed to carry out an audit 

 

or a review of the financial statements. For this reason, we have not verified the accuracy or completeness of the accounting records or information and explanations you have given to us and we do not, therefore, express any opinion on the 

statutory financial statements. 

This lack of verification is understandable, as a full audit is expensive, and many small businesses avoid the process unless required to do so. 

A clean audit opinion doesn’t guarantee that the financial statements are entirely accurate or free from material misstatement. As discussed in Book 6, Chapter 3, 

auditors don’t catch everything, and accounting rules allow for a degree of flex-

ibility. This means that the auditor may not come across questionable practices 

such as creative accounting or, in worse cases, deliberate fraud by management. 

Examples of such practices, like  window dressing or  profit smoothing, are explained further in Book 6, Chapter 1. 

Finding Financial Facts

Knowing  how  to  calculate  and  interpret  financial  ratios  is  valuable,  but  before you  can  put  that  knowledge  to  use,  you  need  access  to  the  accounts.  For  your own  business,  this  should  be  straightforward.  If  you’re  the  boss,  the  accounts should already be on your desk. If not, consider building a good relationship with the accounts department to get the information you need. If they’re unwilling to 

share the most recent figures, don’t worry — legally required accounts (which 

might have been audited) are publicly available and can be accessed through Com-

panies House (www.companieshouse.gov.uk). 

Public company accounts

Most large companies, especially publicly traded ones, make their annual financial reports available for download from their websites. You can usually find these by searching for the company name and adding “annual report” in an Internet search 

engine. These reports are typically in PDF format, so you may need a PDF reader, 

like Adobe Acrobat Reader, to open them. If you don’t already have one, Adobe 
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Acrobat Reader is free and can be downloaded from Adobe’s website (http://get. 

adobe.com/uk/reader). For UK companies, you can also access financial statements through Companies House if they’re not readily available online. 

Private company accounts

Finding financial information on private companies can be challenging and frus-

trating. These businesses are called “private” for a reason — they often keep their finances under wraps. Smaller companies currently need to file the Balance Sheet 

and  Balance  sheet-related  notes  with  Companies  House  (in  other  words,  they don’t need to file the Profit and Loss account or directors’ report). Small businesses aren’t required to have their accounts audited, which can make the limited data less reliable. However, it’s worth noting that many private companies do file full  and  generally  trustworthy  accounts.  See  the  earlier  section  in  this  chapter about new filing requirements due to come into force as a result of the Economic 

Crime and Corporate Transparency Act. 

A useful source for private company information is Companies House (www.gov. 

uk/get-information-about-a-company), the official repository for UK company information. It provides free access to a Company Names and Address Index for 

over 4 million companies, searchable by name or registration number. You can 

view and download many documents for free, including accounts that may detail 

sales,  profits,  margins,  directors,  shareholders,  and  borrowings.  Some  older  or more detailed reports may still require a small fee. 

Using FAME (Financial Analysis Made Easy)

FAME (Financial Analysis Made Easy) is a comprehensive database covering several million companies in the UK and Ireland. It provides detailed information, 

including  contact  details,  industry  classifications,  financial  statements  (Profit and Loss, Balance Sheet, cash flow, and ratios), credit scores, and ratings. It also includes data on listed companies’ security and price information, professional 

relationships (bankers, auditors, and advisers), ownership structures, subsidiar-

ies,  shareholders,  and  directors.  Users  can  compare  a  company’s  performance with its peers and customize searches based on specific criteria. FAME is accessible through a website now known as Moody’s, with free trials sometimes avail-

able at www.bvdinfo.com. 

This information goes beyond accounting and is just as crucial as financial statement analysis when selecting stocks or managing investment portfolios. A great 

resource for new investors is  Investing For Dummies by Tony Levene (John Wiley 

& Sons). 
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LOOKING BEYOND FINANCIAL 

STATEMENTS

Investors can’t rely solely on the financial report when making investment decisions. 

Analysing a business’s financial statements is just one part of the process. You may need to consider these additional factors, depending on the business you’re thinking 

 

about investing in:

• Industry trends and problems

• National economic and political developments

• Possible mergers, friendly acquisitions and hostile takeovers

• Turnover of key executives

• International markets and currency exchange ratios

• Supply shortages

• Product surpluses

Have a Go

Use the following Profit and Loss account and Balance Sheet for Company A to 

answer the questions in this Have a Go section. 

Please note that the market value of each share is £21 and there are 1.590,000 

shares. 

Sales revenue

110,000

Cost of Goods Sold

(62,400)

Gross margin

47,600

Sales, admin and general expenses

31,200

Depreciation expense

3,300

Earnings before interest and tax

13,100

Interest expenses

1,500

Earnings before tax

11,600
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Corporation tax payable

1,800

Net profit

9,800

Earnings per share £6.16 (9,800,000 ÷ 1,590,000 shares)

 (Company A Ltd. (continued)

 Balance Sheet

 £000s

 Fixed Assets

39,000

Less Accumulated depreciation

13,650

25,350

 Current Assets

Stock

15,600

Debtors

10,000

Prepaid expenses

1,500

Cash

7,000

£34,100

 Current Liabilities

Creditors

3,000

Accrued expenses

4,800

Tax payable

150

Overdraft

8,000

15,950

Net current assets

18,150

Total assets less current liabilities

43,500

Long-term bank loan

12,000

31,500

 Capital

Share capital

8,000

Retained Earnings

23,500

31,500
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1. Calculate the gross profit margin for Company A. 

2. Calculate the net profit margin for Company A. 

3. What is the earnings per share (EPS)? 

4. What is the price/earnings ratio (P/E ratio), given that the market value 

of the shares is £21? 

 

5. Suppose the stock of a public company is selling at £50 and it offers cash 

dividends per share of 75p. What is the dividend yield? 

6. Calculate the return on equity for Company A. 

7. Calculate the current ratio for Company A. 

8. Calculate the acid ratio for Company A. 

9. Calculate the stock turnover for Company A. 

10. Calculate debtor days for Company A. Assume that 80% of sales are on 

credit. 

Answering the Have a Go Questions

1. You calculate the gross profit margin as follows:

•  Gross profit ÷ Sales revenue × 100

•  = 47,600 ÷ 110,000 × 100

•  = 43.27%

2. You calculate the net profit margin as follows:

•  Net Profit ÷ Sales Revenue × 100

•  = 9,800 ÷ 110,000 × 100

•  = 8.91%

3. You calculate the earnings per share as follows:

•  Net profit ÷ Total number of shares

•  = 9,800,000 ÷ 1,590,000

•  = £6.16

CHAPTER 2  How Investors Read a Financial Report      421

4. You calculate the P/E ratio as follows:

•  Market value of share ÷ EPS

•  = 21 ÷ 6.16

•  = 3.41

5. You calculate the dividend yield as follows:

•  Annual cash dividend ÷ Current market price per share

•  = 75p ÷ 50

•  = 1.5%

6. You calculate return on equity as follows:

•  Net profit ÷ Owners equity

•  = 9,800 ÷ 31,800

•  = 30.8%

7. You calculate the current ratio as follows:

•  Current assets ÷ Current liabilities

•  = 34,100 ÷ 15,950

•  = 2.138

Businesses are expected to have a current ratio of approximately 2:1, so this is 

fine. 

8. You calculate the acid ratio as follows:

•  Cash + Debtors ÷ Current liabilities

•  = 17,000 (7,000 + 10,000) ÷ 15,950

•  = 1.06

The company would be able to pay off its short-term liabilities, so this result is fine. 

9. You calculate the stock turnover as follows:

•  Cost of Goods Sold ÷ stock

•  = 62,400 ÷ 15,600

•  = 4

This means that the business is turning over its stock four times a year. 

Expressed in days, you’d say that the business carries 91.25 days’ worth of 

stock (365 ÷ 4). 
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10. You calculate debtor days as follows:

•  Debtors ÷ Credit sales multiplied by 365

•  Credit sales are calculated as: = £88,000 (110,000 × 0.8)

•  Debtors are stated as £10,000

Dropping these figures into the formula you get:

 

10,000 ÷ £88,000 multiplied by 365

= 41.5 days. 

This  means  that  the  company  takes  41.5  days  to  collect  its  customers’  money, which is longer than the standard 30 days they have in which to pay. This will 

adversely affect the company cash flow, and management may wish to review the 

credit control department to see what procedures are currently in place for col-

lecting debt, and how they can be improved. 
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Chapter 3

Professional Auditors 

and Advisers

If we’d written this chapter 50 years ago, we’d have talked almost exclusively about the role of the professional chartered or certified accountant as the auditor  of  the  financial  statements  and  notes  presented  in  a  business’s  annual financial report to its owners and lenders. Back then, in the good old days, audits formed the cornerstone of professional accountancy firms’ services — audit fees 

constituted a significant portion of these firms’ revenue streams. Audits were the core function that accountants performed then. In addition to audits, accountants provided accounting and tax advice to their clients, and that was pretty much all they did. 

Today, accountants do a lot more than auditing. In fact, the profession has shifted away from exclusively using the term “auditing” in favour of broader terms like 

“assurance,” which covers all kinds of services where accountants check and con-

firm information for clients. These days, accountants aren’t just number crunch-

ers.  They’ve  branched  out  into  advising  on  all  sorts  of  things,  like  technology, sustainability reporting, and managing business risks. 
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Mixing auditing and consulting services for the same client has caused quite a stir. 

It  raises  questions  about  whether  accountants  can  stay  independent  and  avoid conflicts of interest. Regulators around the world have stepped in to tighten the rules. For instance, laws like the Sarbanes-Oxley Act in the U.S. and regulations in  the  EU  place stricter  limits  on  what  accountants  can  do for  the  same client. 

Although the UK is no longer bound by EU rules post-Brexit, its regulatory frame-

work remains closely aligned with global standards, maintaining similar restric-

tions.  See  the  section  “From  Audits  to  Advising”  later  in  the  chapter  for  more details. 

This chapter examines audits in greater detail and discusses the challenges asso-

ciated with the modern accountant’s broader role. 

Why Audit? 

When Jane graduated from university, she went to work for a big national accoun-

tancy firm. The shift from textbook accounting theory to real-world practice was 

an  eye-opener.  She  encountered  terms  like  window  dressing  (refer  to  Book  6, Chapter  1)  and  observed  examples  of  earnings  management  tactics.  Earnings management involves using accounting techniques to influence reported financial results, often to meet targets or expectations. For instance, a business might accelerate revenue recognition, delay expense reporting, or adjust provisions to 

make  financial  results  appear  more  favourable.  While  these  practices  often  fall within legal boundaries, they can (and do) raise ethical questions and affect trust. 

Jane’s  experience  highlights  the  complexities  and  nuances  of  the  accounting profession. 

Nevertheless,  there  are  legal  and  ethical  lines  of  conduct  that  separate  what  is tolerated from what isn’t. If you cross these lines, you’re subject to legal sanctions and can be held liable to others. For example, a business might deliberately deceive its investors and lenders with false or misleading numbers in its financial report. Instead of “what you see is what you get” in its financial statements, you get a filtered and twisted version of the business’s financial affairs — more of a 

“what I want you to see is what you get” version. 

That’s where audits come in. Audits provide an independent check on financial 

reporting and aim to give reasonable assurance that the financial statements are 

free from material misstatements. While audits aren’t infallible, they play a crucial role in maintaining transparency and accountability in financial reporting. 
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The  primary  purpose  of  an  audit  is  to  provide  reasonable  assurance  about  the accuracy of the financial statements. This may help deter fraud and an audit may 

reveal fraudulent activity which could then require a forensic accountant, which 

is beyond the scope of a standard financial audit. An audit will normally involve the business having an independent accounting professional come in once a year 

(or maybe more often if they do interim audit work throughout the year) to check 

up on its accounting system — it’s a bit like a person getting a physical exami-

nation once a year. The auditor may uncover problems that the business was not 

aware of, and, knowing that the auditors come in once a year to take a close look at things, keeps the business on its toes. Auditors can also come across inefficiencies within the business and advise on how those inefficiencies can be resolved to and Advisers Professional Auditors

create efficiencies and reduce costs. 

The auditor(s) will ensure that the business has followed the accounting and dis-

closure requirements required by company law — in other words, that the busi-

ness has stayed compliant with financial reporting standards, whether that be UK 

and Ireland GAAP (UK and Ireland Generally Accepted Accounted Practice) or IFRS 

(International Financial Reporting Standards). 

 

After completing the audit process, the auditor issues an auditor’s report, which gives an opinion as to whether the auditor considers that the financial statements give a true and fair view of the company’s financial affairs at the Balance Sheet date and of its Profit & Loss and cash flows for the accounting period. The auditor will provide either an unqualified opinion, otherwise known as a “clean” opinion, or they may give a modified opinion. A modified opinion is expressed where 

there is an error, a disagreement over a particular matter or a lack of sufficient and appropriate audit evidence in a material area of the financial statements; this includes the disclosures to the accounts. We discuss modified opinions further in the “What’s in an Auditor’s Report” section below. 

An  auditor  must  be   independent  of  the  business  being  audited.  The  auditor  can have no financial stake in the business or any other relationship with the client that  may  compromise  their  objectivity.  However,  the  independence  of  auditors has come under scrutiny recently. See the section “From Audits to Advising” later in the chapter. 

The  core  of  a  business’s  financial  report  is  its  four  primary  financial statements — the Profit and Loss account, the Statement of Changes in Equity, the Cash Flow Statement and the Balance Sheet — and the necessary notes to these 

statements. A financial report may consist of just these statements and notes and nothing more. Usually, however, there’s more — in some cases, a lot more. Book 
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corporations, including, for example, the chairman’s statement or CEO’s report, which provides an overview of the company’s performance, offering highlights of 

the year to shareholders and other readers of the financial statements. 

The  auditor’s  opinion  covers  the  financial  statements  and  the  accompanying notes to the accounts. The auditor, therefore, doesn’t express an opinion on the 

Chairman’s  statement,  Strategic  Report,  Report  of  the  Directors  or  other  such reports  —  although  if  the  chairman’s  claims  contradicted  the  financial  statements,  the  auditor  would  comment  on  the  inconsistency  if  the  inconsistency remains  unresolved.  In  short,  auditors  audit  the  financial  statements  and  their notes  but  don’t  ignore  the  additional  information  included  in  annual  financial reports. The additional information included in the annual report is read by the 

auditor to ensure all the information is consistent with the financial statements. 

Although the large majority of audited financial statements are reliable, audit opinions aren’t a 100 per cent guarantee of accuracy. There is always a small risk that erroneous or fraudulent numbers or incomplete disclosures might evade detection. It is for these reasons that an auditor only expresses  reasonable assurance.  

Reasonable assurance is a high level of assurance but cannot be taken as maxi-

mum or absolute assurance that the financial statements are completely accurate. 

High-profile failures like Enron demonstrate the limitations of the audit process. 

Who Can Audit Company Accounts? 

To become a qualified accountant, a person will often have a degree, but this is 

not mandatory. They must pass professional exams administered by the profes-

sional accounting institution of their choice, such as ACCA, ICAEW, or CIMA, in 

the UK. They must gain relevant experience and satisfy Continuing Professional 

Development (CPD) throughout their career. 

Many accountants operate as sole practitioners, but many form partnerships (also 

called firms). An accountancy firm has to be large enough to assign enough staff 

auditors to complete client audits promptly. Large businesses will usually require large accountancy firms, and very large global business organisations need very 

large  international  accountancy  firms.  The  public  accounting  profession  consists of four very large international firms, known as “The Big Four”: Pricewa-

terhouseCoopers (PWC), Deloitte, KPMG and Ernst & Young (EY). There are also 

several good-sized second-tier national firms, often with international network 

arrangements, many regional firms, small local firms and sole practitioners. 
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All businesses whose shares are traded in public markets in the UK, the U.S., and most other countries with major stock markets are required to have annual audits 

by  independent  auditors.  Every  stock  you  see  listed  on  the  LSE  (London  Stock Exchange), the NYSE (New York Stock Exchange), NASDAQ (National Association 

of  Securities  Dealers  Automated  Quotations),  and  other  stock-trading  markets must be audited by an external accountancy firm. 

In  the  UK,  many  accountancy  firms  are  legally  organised  as  limited  liability partnerships, which is why you’ll see  LLP after their names. For businesses that are legally required to have audits carried out, the annual audit is a compliance cost of doing business; it’s the price they pay for going into public markets for and Advisers Professional Auditors

their capital and for having their shares traded in a public marketplace — which 

provides liquidity and transparency for shareholders and potential investors. 

Banks  and  other  lenders  may  insist  on  audited  financial  statements.  The  loan amount  would  have  to  be  fairly  substantial  before  a  lender  will  insist  that  the business pay for the cost of an audit, but this would be confirmed by the lenders prior  to  any  work  being  carried  out.  If  external,  non-manager  investors  —  for 

 

example, venture capital providers or business angels — who have invested sig-

nificant amounts in a business, will almost certainly insist on an annual audit to be carried out by a substantial firm such as those listed earlier. 

There are audit exemptions for smaller companies in the UK. The Companies Act 

2006 says that a company is small, and hence, will meet audit exemption qualifi-

cations if it meets two out of three of the following criteria:

 

» Annual turnover not more than £10.2 million (rising to £15 million for financial years commencing on or after 6 April 2025)

 

» Gross Assets (fixed assets plus current assets) not more than £5.1 million (rising to £7.5 million for financial years commencing on or after 6 April 2025)

 

» On average, no more than 50 employees

Some small companies may still choose to have an audit because it builds credibility with investors, lenders, and suppliers. Lending institutions may also require it, and it provides additional assurance to directors and stakeholders about the 

business’s financial position. Small companies may also be asked to have an audit by their shareholders. 

In  the  grand  scheme  of  things,  most  audits  are  a  necessary  requirement  that doesn’t usually uncover anything seriously wrong with a business’s accounting 

system and the accounting methods it uses to prepare its financial statements. 
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Overall, the financial statements end up looking virtually the same as they’d have looked without an audit, albeit with a few more disclosure requirements. Still, an audit has certain benefits. In the course of doing an audit, an auditor keeps an 

eye out for certain business practices, or control systems, that could benefit from some  improvement  and  is  alert  to  potential  problems.  And  fraudsters  beware: auditors may face legal action or sanctions from their professional body if they 

fail to report any dodgy dealings they discover. 

The auditor usually recommends ways in which the client’s  internal controls can be strengthened (although they cannot implement those improvements because 

to do that would mean the auditor is not being independent and in the future may 

be auditing systems that they have implemented). For example, an auditor may 

discover that the monthly bank reconciliations are not being reviewed by a senior member of staff in the accounts department. So, they would recommend that the 

bank reconciliations are regularly checked by a senior member of staff to ensure 

that  there  are  no  errors  or  anomalies.  This  also  provides  segregation  of  duties within  the  accounts  department.  Book  2,  Chapter  1  explains  that  good  internal controls are extremely important in an accounting system. 

What Happens during an Audit? 

An  auditor  does  two  basic  things:   obtains audit evidence and  provides an opinion about  the  truth  and  fairness  of  the  financial  statements.  The  majority  of  audit time  is  spent  examining  audit  evidence  supporting  the  business’s  transactions and accounts. A relatively small part of the total audit time is spent writing the auditor’s report, in which the auditor expresses an opinion on the financial statements and notes to the accounts. This is usually done at the end of the audit when all the audit evidence has been reviewed by the audit engagement partner who is 

responsible for issuing the opinion on the accounts. 

This list gives you an idea of what the auditor does on site — that is, on the premises of the business being audited:

 

» Evaluates the design and operating reliability of the business’s accounting system and procedures. 

 

» Evaluates and tests the business’s internal accounting controls that are established to deter and detect errors and fraud. 

 

» Reviews the business’s accounting methods — to ensure they comply with UK 

and Ireland generally accepted accounting principles (UK and Ireland GAAP) or 

International Financial Reporting Standards (IFRS). 
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» Inspects documentary and physical evidence for the business’s revenues, 

expenses, assets, liabilities and owners’ equities — for example, the auditor 

counts products held in stock, observes the condition of those products and 

confirms bank account balances directly with the banks. 

The purpose of all the audit work (examining evidence) is to provide a convincing basis for expressing an opinion on the business’s financial statements, attesting that the company’s financial statements and notes to the accounts (as well as any directly supporting tables and schedules) can be relied upon (in other words, give a true and fair view) — or not, in some cases. The auditor expresses that opinion and Advisers Professional Auditors

in the auditor’s report. 

The auditor’s report is often the only visible part of the audit process to financial statement  readers  — the  tip  of  the  iceberg.  All the  readers  see  is  the  auditor’s report (which is based on the audit evidence obtained during the audit process, 

of course). 

 

What’s in an Auditor’s Report

The  auditor’s  report,  which  is  included  in  the  annual  report  near  the  financial statements, serves two useful purposes:

 

» It reassures investors and creditors that the financial report can be relied upon or draws attention to any material errors or omissions as well as 

departures from established financial reporting standards and principles. 

 

» It prevents (in the large majority of cases, anyway) businesses from issuing sloppy or fraudulent financial reports. Knowing that your report will be 

subject to an independent audit really keeps you on your toes! 

The vast majority of auditors’ reports on financial statements give the business an unqualified opinion, which means that the auditors consider the financial statements to give a true and fair view of the company’s affairs at the Balance Sheet 

date. It’s a clean bill of health, if you will, or a  clean opinion. 

An auditor can also give a modified opinion which may arise if there are errors, 

disagreements,  or insufficient  evidence  regarding  the financial statements  that remain unresolved. Remember, the auditor will always provide the business with 

ample opportunity to remedy any issues that may give rise to a qualified opinion 

being expressed. 
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In the UK, under International Standards on Auditing (UK) (ISAs (UK)), a "  modi-

 fied opinion"  is a broad term covering qualified, adverse, and disclaimer opinions. 

There are three types of modified opinion:

 

» Qualified “Except for” Opinion: The auditor has been unable to gain 

sufficient and appropriate audit evidence concerning a particular matter, that 

is considered  material to the financial statements, but with the exception of this matter, they can give a true and fair view of the financial statements. 

Essentially, the auditor’s opinion will state that “except for” the issue giving rise to the qualified opinion, the financial statements otherwise give a true and fair view. An alternative example could be where there has been a  material 

 misstatement that could affect the decisions of users of the financial statements, such as an incorrect accounting treatment or an inadequate disclosure 

note. However, except for the matter of this misstatement, the financial 

statements give a true and fair view. An example might be that a company has 

failed to provide adequate disclosure in the accounts regarding a legal liability. 

This does not satisfy the disclosure requirements typically necessary to 

comply with UK and Ireland accounting standards. Without the full disclosure, 

the auditors must provide a qualified opinion. 

 

» Adverse opinion: This type of opinion is expressed when the auditor 

concludes that the financial statements contain a material and pervasive 

(widespread) misstatement, or when they are unable to obtain sufficient, 

appropriate evidence in areas that are both material and pervasive, prevent-

ing them from determining whether the financial statements give a true and 

fair view. An example could be when a company should not be using the 

going concern basis of accounting — meaning there is significant doubt 

about its ability to continue trading — but management refuses to prepare 

accounts on an alternative basis, for example, a basis more suitable for 

preparing a company for liquidation. The auditors may well conclude that the 

‘going concern’ basis of accounting has been used inappropriately by the 

client. This would give rise to an adverse opinion, as the financial statements 

will not give a true and fair view. An adverse opinion warns users that they 

should not place any reliance on those financial statements. Adverse opinions 

can have very serious and detrimental consequences for a business. 

 

» Disclaimer of opinion: This occurs when the auditor has been unable to 

obtain sufficient appropriate audit evidence due to issues that are both 

material and pervasive (wide-ranging and which affect multiple areas of the 

accounts). As a result, the auditor cannot form an opinion on whether the 

financial statements present a true and fair view. For example, the auditor 
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may be unable to verify several material items because the accounting records were destroyed in a fire. 

A disclaimer of opinion is technically not an opinion because the auditor is 

disclaiming it because they are unable to form one. 

The following sections look at the most common type of audit opinion: the “clean” 

opinion,  in  which  the  auditor  certifies  that  the  business’s  financial  statements give  a  true  and  fair  view,  and  the  other  kind  of  opinion,  which  is  not  quite  so squeaky clean! 

and Advisers Professional Auditors

True and fair: An unqualified  

(“clean”) opinion

If the auditor finds no material errors or omissions in the financial statements, the auditor states that the accounts give a true and fair view of the company’s 

financial state of affairs. In the UK, the auditor provides an  unqualified opinion, 

 

which is the correct technical name, but some people call it a “clean” opinion. This indicates that the financial statements are free from material misstatements and 

comply with applicable accounting standards and company law requirements. 

The  Companies  Act  2006  and  the  International  Standards  on  Auditing  (UK)  — 

(ISAs  UK)  govern  the  preparation  of  auditors’  reports.  The  Financial  Reporting Council  (FRC)  issues  ISA  UK  700   Forming an Opinion and Reporting on Financial Statements, which details the auditor’s responsibilities in forming an opinion on financial statements and the required form and content of the auditor’s report. 

This standard is extremely detailed and extends to almost 60-pages. 

Figure 3-1 is an example of an Unqualified opinion that you may find in the Annual Reports and Accounts for a company (note, it is not a full auditor’s report):

Other kinds of audit opinions

If the auditor cannot provide an unqualified opinion, they will provide one of the three modified opinions described in the “What’s in an Auditor’s Report” section 

above. The wording of the opinion will slightly change as follows:

 

» A qualified “except for” opinion would show wording which might be 

phrased as follows:
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FIGURE 3-1:  

Sample 

independent  

auditor’s 

unqualified 

opinion. 

"In our opinion, except for the effects of the matter described in the Basis for qualified opinion section, the financial statements:

Give a true and fair view of the state of the company’s affairs as at [date] and 

of its profit/loss for the year then ended; 

Have been properly prepared in accordance with [UK and Ireland Generally 

Accepted Accounting Practice/IFRS in conformity with the requirements of the 

Companies Act 2006/UK-adopted IFRS]; and
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Have been prepared in accordance with the requirements of the Companies Act 2006.” 

 

» An adverse opinion might show the wording as follows:

"In our opinion, because of the significance of the matter described in the 

Basis for Adverse Opinion section, the financial statements:

Do not give a true and fair view of the company’s affairs as at [date] and of the profit/loss for the year then ended; 

Have not been properly prepared in accordance with [United Kingdom 

Generally Accepted Accounting Practice/UK-adopted IFRS]; and

and Advisers Professional Auditors

Have not been prepared in accordance with the requirements of the 

Companies Act 2006.” 

 

» A disclaimer of opinion might show the following wording:

"We do not express an opinion on the accompanying financial statements of 

the company. Because of the significance of the matter described in the Basis 

 

for Disclaimer of Opinion section, we have been unable to obtain sufficient 

appropriate audit evidence to provide a basis for an audit opinion on these 

financial statements." 

How can the reader be sure of the  

modified opinion? 

Whenever there is a modified opinion, the reader will be alerted in the “Basis for qualified/adverse/disclaimer of opinion” section of the auditor’s report. This will explain the reason for the modification. The type of opinion will also be clearly stated, in other words, whether it is a qualified opinion, a disclaimer of opinion, or an adverse opinion. 

One  significant  modification  to  an  auditor’s  report  occurs  when  the  audit  evidence obtained by the auditor suggests there is doubt about the business’s ability to continue as a going concern. The term  going concern refers to a business with sufficient financial resources and operational momentum to continue its normal 

activities  into  the  foreseeable  future.  Such  a  business  is  expected  to  withstand adverse events without defaulting on its liabilities. While a business might experience financial distress, it can still be considered a going concern unless there is evidence to the contrary. By default, auditors assume that a business is a going 

concern, unless audit evidence suggests otherwise. 

However, in some cases, the auditor may observe clear indications that the busi-

ness is in severe financial trouble and is unlikely to persuade creditors or lenders to extend the time needed to resolve its difficulties. This could result in creditors CHAPTER 3  Professional Auditors and Advisers      435

forcing the business into involuntary bankruptcy or the business opting for voluntary  bankruptcy/liquidation.  In  such  situations,  shareholders  may  lose  their investment,  as  they  rank  last  in  priority  during  bankruptcy  proceedings.  If  the auditor  has  serious  concerns  about  the  business’s  viability  as  a  going  concern, these doubts are explicitly stated in the auditor’s report. 

Auditors also highlight other matters in their reports, such as the responsibilities of directors and auditors, opinions on other matters prescribed by the Companies Act 2006 and how the audit was capable of detecting irregularities, including fraud. Businesses and auditors generally aim for a “clean” audit opinion, as any 

modifications  will  draw  stakeholders’  attention  and  raise  eyebrows.  Businesses strive to avoid such scrutiny whenever possible. 

Do Audits Always Catch Fraud? 

Business  managers  and  investors  should  understand  that  having  an  audit  of  a business’s financial statements doesn’t guarantee that all fraud, theft, and dishonesty will be detected. Audits are designed to be cost-effective, and as a result, auditors can’t examine every transaction that occurred during the year. Instead, 

auditors carefully evaluate the operating effectiveness of businesses’ internal controls and rely on carefully scrutinising only a small portion of transactions (this is known as ‘audit sampling’ where the auditor selects a sample of transactions to 

carry out tests on rather than testing the entire make-up of a balance which could take a disproportionately long time to do). The sample selected may not include 

the transactions that would tip off the auditor that something is wrong. Individuals committing fraud are usually very skilled in concealing their actions and may well provide falsified records to obscure their misconduct. 

Looking for errors and fraud

Auditors focus on high-risk areas where fraud is most likely to occur and where 

the company’s internal controls are weak. However, it is important to recognise 

that auditors cannot catch everything. High-level management fraud is particu-

larly challenging to detect because auditors often rely heavily on management’s 

explanations  and  assurances  about  the  business.  Executives  may  intentionally mislead auditors, provide false information, or conceal critical evidence, making it extremely difficult for auditors to uncover management fraud. Fraud, by its very nature, is designed to be difficult to detect and some frauds can go several years before they are detected (if they are detected at all). 

It’s  also  worth  remembering  as  well  that  it  is   not  the  auditor’s  responsibility to prevent and detect fraud in a business. This responsibility rests with the 436      BOOK 6  Accountants: Working with the Outside World

managers. The auditor is required to obtain sufficient and appropriate audit evidence that the financial statements are free from material misstatement whether 

caused by fraud or error. 

Some people think that the auditor is there to prevent and detect fraud. This is 

what is known as the ‘expectations gap’ and is the gap between what members 

of the public  think the auditor does (or is supposed to do) and what the auditor is actually  required to do. 

In the UK, the Financial Reporting Council (FRC) issued a revised version of International  Standard  on  Auditing  (ISA)  (UK)  240,  “The  Auditor’s  Responsibilities and Advisers Professional Auditors

Relating  to  Fraud  in  an  Audit  of  Financial  Statements,”  effective  for  audits  of financial statements for periods commencing on or after 15 December 2021. This 

standard emphasises that auditors must maintain professional scepticism, per-

form thorough risk assessments, and design specific audit procedures to address 

identified fraud risks. Auditors are also required to communicate fraud risks and their responses to those charged with governance, ensuring transparency. While 

these measures aim to enhance fraud detection, identifying fraud remains a com-

 

plex and elusive task. In many cases, high-level management fraud persists for 

extended periods before being discovered, often by means other than an audit. 

Despite these enhanced standards, reports in the financial press continue to reveal accounting  and  management  fraud  cases  that  auditors  failed  to  detect,  despite being aware of them. Understanding how these audit failures occur is challenging, especially based solely on media reports. Nonetheless, two primary reasons for 

audit failures can be identified. 

First, business managers understand that audits typically rely on sampling a small subset  of  transactions.  This  creates  a  low  likelihood  of  fraudulent  transactions being  selected  for  in-depth  scrutiny.  Second,  managers  in  high-level  positions often can obscure their tracks, hide evidence, and even fabricate false documentation. As a result, sophisticated and well-executed management fraud is extraordi-

narily difficult to uncover through standard audit procedures. 

In other cases, auditors may be aware of issues but fail to take appropriate action. 

Here, auditors might show excessive tolerance toward improper accounting meth-

ods used by the client. Even if auditors have serious objections, management may 

persuade them to accept these methods (but the auditor will then be committing 

serious ethical breaches and will be leaving themselves highly exposed to serious sanctions being imposed by their professional body or regulator — some of these 

sanctions  could  involve  losing  their  auditing  practising  certificate).  These  acts by auditors are in the minority because most auditors would not show excessive 

tolerance to unorthodox practices. The auditor would either request the issue be 

resolved, qualify their audit opinion appropriately and/or resign from the client. 

In the most serious of cases, the auditor will resign, particularly where there are serious concerns about management integrity. 
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What happens when auditors spot fraud

In  the  course  of  performing  an  audit,  the  auditor  may  make  the  following discoveries:

 

» Errors in recording transactions: These honest mistakes happen from time to time because of inexperienced bookkeepers, or poorly trained accountants, 

or simple failure to pay attention to details. No one is stealing money or other 

assets or defrauding the business. Management wants the errors corrected 

and wants to prevent them from happening again. 

 

» Theft and fraud against the business: This kind of dishonesty takes 

advantage of weak internal controls (usually employee fraud) or involves the 

abuse of positions of authority within the organisation without the knowledge 

or involvement of top management (usually management fraud which 

involves overriding internal controls for personal financial gain). When 

discovered, management may take corrective action against those 

responsible. 

 

» Accounting fraud (fraudulent financial reporting): This refers to top-level managers who know about and approve the use of misleading and invalid 

accounting methods for the purpose of disguising the business’s financial 

problems or artificially manipulating profit. Such actions are often motivated 

by personal gain, such as inflating the company’s share price to increase the 

value of stock options. 

 

» Management fraud: In the broadest sense, this includes accounting fraud, but in a more focused sense, it refers to high-level business managers 

engaging in illegal schemes for personal gain at the business’s expense or 

knowingly violating laws and regulations that put the business at risk of large 

criminal or civil penalties. A manager may conspire with competitors to fix 

prices or divide the market, for example. Accepting kickbacks or bribes from 

customers is an example of management fraud — although most manage-

ment fraud is more sophisticated than taking under-the-table payments. 

Auditors  conducting  financial  audits  are  guided  by   ISA (UK) 240: The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial Statements,  issued  by  the Financial  Reporting  Council  (FRC).  This  standard  requires  auditors  to  identify risks  of  material  misstatement  due  to  fraud,  maintain  professional  scepticism, and design appropriate audit procedures to respond to fraud risks. 

When the first two types of issues — errors and lower-level dishonesty — are dis-

covered, the auditor’s follow-up is usually straightforward. Errors are corrected, and losses from theft or embezzlement are recorded. If the loss is not considered trivial ,   ISA  (UK)  450:  Evaluation  of  Misstatements  Identified  During  the  Audit provides guidance on how misstatements should be assessed and reported. The 
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auditor may consider separate disclosure in the financial statements to be necessary to highlight the issues, even if the business prefers not to do this. Ultimately, this would be management’s decision rather than the auditor, but if management 

chooses not to make a material disclosure which the auditor considers should be 

in the notes to the accounts, the audit opinion will be qualified. 

In  contrast,  uncovering  accounting  or  management  fraud  places  the  auditor  in a  challenging  position.  While  auditors  typically  report  irregularities  to  those charged  with  governance,  the  UK’s  Proceeds  of  Crime  Act  2002  imposes  strict obligations. If the auditor suspects that senior management or those in governance are involved in the fraud, directly informing them could constitute “tipping and Advisers Professional Auditors

off,” an offence under Section 333A of the Act. In such cases, the auditor is legally required to file a Suspicious Activity Report (SAR) with the National Crime Agency (NCA) without notifying the implicated parties. 

When these types of fraud are discovered,  the business  must address  the situ-

ation by recording any related losses, cleaning up its financial statements, and 

implementing controls to prevent recurrence. Often, those responsible are asked 

 

to resign or face legal action. Assuming that the business fully addresses the fraud and correctly reports the impact in its financial statements, the auditor can issue a clean opinion. However, if the business fails to do so, ISA (UK) 705: Modifications to the Opinion in the Independent Auditor’s Report outlines the procedures 

for issuing a qualified or adverse opinion — this is the auditor’s leverage to ensure accurate reporting. 

An example of a serious type of accounting fraud occurs when profit is substan-

tially overstated, with the result that the market value of the corporation’s shares was based on inflated profit numbers. Another type of accounting fraud occurs 

when a business is in deep financial trouble but its Balance Sheet disguises the 

trouble and makes things look much better than they really are. The business may 

be  on  the  verge  of  financial  failure,  but  the  Balance  Sheet  gives  no  clue.  When the fraud comes out into the open, the market value takes a plunge, and serious 

questions are asked about how management have run the business and how the 

auditor did not spot the fraud. 

Investing money in a business or shares issued by a public business involves many risks. The risk of misleading financial statements is just one of many dangers that investors face. A business may have accurate and truthful financial statements but end up going bust because of bad management, bad products, poor marketing or 

just bad luck. 

However, audited financial statements that carry a clean opinion (the best possible auditor’s report) are reliable indicators for investors to use — especially because auditors  are  held  accountable  for  their  reports  and  can  face  significant  consequences for negligence or malpractice. All auditors are monitored on a regular by CHAPTER 3  Professional Auditors and Advisers      439

their professional body and/or regulator to ensure the audit work they are carrying out is of a high standard (when I say ‘monitored’ you can take it to be some-

thing  like  the  audit  firm’s  equivalent  to  having  an  OFSTED  inspection).  Where standards fall short, the audit firm is likely to be sanctioned by its professional body or regulator and must make improvements. The professional body or regulator will then carry out some form of follow-up visit to make sure standards have 

improved and are being maintained. 

Over the past 30 years, accountancy firms have paid millions of pounds in legal 

settlements, and some like Arthur Andersen were forced out of business due to 

audit failures. 

The auditor’s report is an essential tool for assessing the reliability of a business’s financial statements. A clean opinion from the auditor should provide confidence 

in the accuracy and integrity of the financial information presented. 

Auditors and the Rules

During an audit, the auditor may identify accounting treatments used by the client that violate prevailing standards, such as the International Financial Reporting 

Standards (IFRS) or the UK and Ireland Generally Accepted Accounting Practice 

(UK and Ireland GAAP), which businesses are required to follow when preparing financial statements. These standards represent the authoritative ground rules for financial reporting, ensuring consistency and transparency. 

An auditor must highlight any departures from these rules to the business and 

recommend adjustments to the financial statements to ensure that they comply 

with the Financial Reporting Standards. These changes are necessary to ensure 

that the financial information presented is accurate and reliable. However, some 

businesses may resist making such changes, especially if doing so would reduce 

reported profits or otherwise unfavourably affect financial metrics. 

Under professional standards, such as those set by the Financial Reporting Council (FRC) in the UK, auditors are required to request adjustments if the issue involves a   material misstatement.   If  the  client  refuses  to  make  the  necessary  corrections, the auditor is obligated to qualify the opinion accordingly in the auditor’s report, alerting readers to the departure from acceptable accounting treatments or disclosure requirements. This can also happen if the auditor is unable to obtain sufficient appropriate audit evidence on certain material areas of the accounts. This ensures that users of the financial statements, such as investors or regulators, are aware of the discrepancies. 
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Auditors strive to ensure that their names are not associated with financial reports they  know  to  be  misleading  (as  this  is  strictly  forbidden  by  professional  bodies such as ACCA, ICAEW and CIMA). Occasionally, we read in the financial press 

about an audit firm stepping away from a client (referred to as “withdrawing from the engagement” in professional terminology). As previously mentioned, everything an auditor learns during the course of an audit is confidential and cannot be disclosed beyond top management and the board of directors. While a confidential 

relationship exists between the auditor and the client, it does not carry the same legal privilege as that between a lawyer and their client. 

If an auditor discovers a significant issue, they have a professional responsibiland Advisers Professional Auditors

ity to escalate the matter within the organisation to a higher authority than the source of the problem. Ultimately, the board of directors is the highest level the auditor can address. In the UK, auditors might report to the Audit Committee, a 

specialised subgroup of the Board of Directors, but smaller companies may not 

have  such  a  committee.  This  committee  is  responsible  for  overseeing  financial reporting and audit processes. This governance structure aligns with the UK Corporate Governance Code, which is part of UK company law and sets out standards 

 

of good practice for companies listed on the stock exchange. 

However, observers often assume that there must be underlying issues when an 

auditor resigns. It is rare for an audit firm to voluntarily resign from a lucrative client,  given  the  potential  impact  on  their  profits.  That  said,  auditors  are  frequently replaced, often for cost reasons but also because businesses may outgrow 

their auditors. There are also rules on how long a firm can act for a public entity, so the firm may well resign as they have reached the maximum time allowed to 

act as auditor. 

For example, a company preparing for a public listing may seek a larger, more 

prestigious audit firm to satisfy the expectations of institutional investors, regulators, and other stakeholders. Smaller firms may not carry the same weight with 

the  LSE (London Stock Exchange) or the investment banks responsible for under-writing and selling shares. 

The importance of reliable financial statements, prepared according to uniform 

standards such as UK and Ireland GAAP or IFRS, cannot be overstated. These stan-

dards ensure consistency in measuring profit and valuing assets, liabilities, and equity. The flow of capital into businesses and the market prices of shares traded on public markets, such as the LSE, the NYSE (New York Stock Exchange), and the 

NASDAQ, rely on the credibility of financial statements. 

Credible  financial  statements  are  equally  critical  for  smaller,  privately  owned businesses. They facilitate raising capital from owners and securing loans from 
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banks. Without the assurance provided by Generally Accepted Accounting Principles (GAAP), these businesses would face significant challenges in gaining trust from stakeholders. 

Auditors are key in enforcing these standards. The primary purpose of an audit is to ensure that businesses follow established rules and avoid issuing misleading 

financial  statements.  Auditors  act  as  guardians  of  financial  reporting  integrity, providing a critical layer of oversight. Without auditors, financial reporting would likely devolve into a state of disarray, undermining trust in financial markets and business practices. Most business managers and investors agree that the role of 

auditors is indispensable in maintaining confidence in financial reporting. 

From Audits to Advising

Auditors’ revenue has been shifting from traditional audits to consultancy ser-

vices  for  many  years.  It’s  now  common  for  large  accountancy  firms  to  advertise a wide range of services, including assurance, business consulting, corporate finance, eBusiness, human capital management, legal services, outsourcing, risk 

consulting, and tax services. In some cases, audits seem to have taken a backseat. 

Why have accountancy firms expanded so far beyond auditing into diverse con-

sulting fields? 

One reason may be that businesses often don’t perceive audits as adding significant value to their financial reports. While a clean audit opinion provides credibility, managers frequently view audits as intrusive and as limiting their discretion over accounting methods and financial presentation. The audit process can sometimes 

involve  some  degree  of  tension  between  the  auditor  and  the  client,  as  auditors are  tasked  with  scrutinising  and  challenging  the  business’s  financial  reporting choices. This adversarial nature of auditing may have driven accountancy firms 

to pursue other services that are perceived as more value-added, collaborative, 

and  financially  rewarding.  In  addition,  auditing  has  become  more  specialised over recent years, with enhanced responsibilities and more voluminous auditing 

standards. In addition, the costs of carrying out audits have soared, hence is an expensive exercise. Audit firms have seen profitability decline where audit work 


is concerned, and many smaller firms have chosen to no longer offer audit as part of their service offering. 

However,  the  expansion  into  consulting  has  raised  concerns  about  conflicts  of interest,  particularly  when  firms  provide  both  audit  and  advisory  services  to 442      BOOK 6  Accountants: Working with the Outside World

the  same  clients.  The  early  2000s  saw  increased  regulatory  scrutiny  following scandals  like  Enron,  which  led  to  the  downfall  of  Arthur  Andersen.  Andersen’s consulting  arm  was  rebranded  as  Accenture,  effectively  distancing  it  from  the tarnished  reputation  of  its  parent  firm.  Legislative  measures,  such  as  the Sarbanes-Oxley  Act  of  2002  in  the  United  States  and  similar  regulatory  efforts in  other  jurisdictions,  imposed  stricter  limits  on  the  types  of  consulting services  auditors  could  provide  to  their  audit  clients.  For  a  time,  accountancy firms appeared to focus on separating their audit and consulting functions. 

Some  critics  worry  that,  in  the  long  term,  accountants  may  abandon  auditing entirely, focusing solely on consulting and tax services. If this were to happen, and Advisers Professional Auditors

the  responsibility  for  audits  could  potentially  shift  to  governmental  or  quasi-governmental  bodies.  However,  given  concerns  about  efficiency,  independence, and  bureaucracy  in  government-led  audits,  such  a  scenario  would  likely  face resistance from businesses and the public, so is unlikely to happen anytime soon. 
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Index

Numbers

reducing-balance depreciation, 293–294

straight-line depreciation, 292–293

2018 UK Corporate Governance Code, 384

identifying stock losses, 290–291

2023 BUPA annual report, 386

impact of inflation, 297–298

2023 Economic Crime and Corporate 

Transparency Act (ECCTA), 214, 389, 397

managing stock position, 291

practice questions, 298–301

A

Profit and Loss accounts, decisions regarding, 

282–286

AAT (Association of Accounting Technicians), 20

reconciling corporation tax, 295–296

absorption costing, 347

share options, 297–298

ACCA (Association of Chartered Certified 

accounting period, 23

Accountants), 20, 428

accounting policies, 386

accessing bank statements, 93

accounting year-end, 23

Account column, 50

accrual accounting, 8, 27–28, 249

accountability, reinforcing with staff members, 93

accruals, 190, 192

accountants, working with, 17

accrued expenses, 74

accounting conventions, 392–393

Accrued National Insurance Contributions (NICs) 

conservatism, 392–393

Payable, 182

consistency, 393

Accrued PAYE/Student Loan Deductions 

materiality, 393

Payable, 182

accounting cycle, 24–26

Accrued Payroll Taxes account, 44

accounting fraud, 438

accuracy tests

accounting methods

accountants, working with, 17

accrual, 8, 27–28, 249

bookkeeping corrections, 15

cash-basis, 8, 26–27

checking cash and bank, 15

choosing, 281–301

financial reports, preparing, 

15–16

calculating cost of goods sold and cost of stock, 

286–289

payroll, 16

average cost method, 288–289

testing balance, 15

FIFO method, 287–288

VAT, understanding, 15

collecting or writing off bad debts, 295

acid-test (quick) ratio, 237

dealing with foreign exchange, 296–297

to test business’s solvency, 411

comparing performance, 297

to test cash flow, 238

transaction exposure, 296–297

Acrobat Reader, 418

translation exposure, 297

activities of the board, 382

depreciation methods, 291–295

actual costs, 333, 342

comparing methods, 294–295

adding accounts, 74
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adjusting books

of debtors, 254

by areas

depreciation adjustments, 190–192

accruals, 192

fixed, 38, 262

asset depreciation, 190–192

impaired, 284

bad debts, 194–198

intangible, 231

prepaid expenses, 193–194

liquid, 238

stock, 194

non-current, 230

Chart of Accounts, adding and deleting from, 

Prepaid Expenses, 193

200–201

tangible, 230

practice exercises, 202–205

valuing, 329

Trial Balance, checking, 199–200

write-downs/write-offs of, 284–285

Adobe Acrobat Reader, 418

assets accounts

advance payments, 155

current assets, 42–43

adverse opinion, 432, 435

fixed assets (non-current assets)

Advertising account, 48

intangible fixed assets, 41–42

Aged Debtor report, 195

tangible fixed assets, 40–41

AICPA (Association of International Certified 

Association of Accounting Technicians (AAT), 20

Professional Accountants), 20

Association of Chartered Certified Accountants 

allowances, 221, 294, 296

(ACCA), 20, 428

Alternative Investment Market (AIM), 234

Association of International Certified Professional 

Amortisation account, 48

Accountants (AICPA), 20

analysis of financial reports, 93

assurance, reasonable, 428

Andersen, Arthur, 440

audit committee report, 383

Annual Accounting, for Value-Added Tax 

Audit Trail, 11

(VAT), 162

auditors, 425–443

annual reports, 399

audit opinions

contents of, 380–385

other kinds, 433–435

financial statements, 384–385

unqualified (“clean”), 433

Governance Report, 382–384

audit process, 430–431

Strategic Report, 380–382

audit reports, 416–417

purpose of, 378–379

auditor’s report, content of, 431–436

identifying stakeholders, 378

audits, detections in, 436–440

legal and regularity requirements, complying 

errors and fraud, looking for, 436–437

with, 378–379

fraud discovery, 438–440

transparency and trust building, 379

audits, purpose of, 426–428

annual turnover, 248

from audits to advising, 442–443

appropriate percentage, 181

qualifications of, 428–430

approval, sold on, 283

and rules, 440–442

apps for data entry, 61–62

authorisation, 92–93

assets, 9

Autoentry, 87

business assets, 155, 228

average cost method, 288–289

on Chart of Accounts, 21

average number of employees, 248

current, 38

averaging, to value stock, 128
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B

Bank Current account, 42

bank feeds

BACS (Bankers’ Automated Clearing Services), 140

reconciling bank accounts without, 141–143

bad debt, 114, 190

using to automate reconciling bank accounts, 

adjusting, 194–198

143–144

as expense, 284

bank payments, 63–64

recording, 114–115

bank receipts, 65–66

relief from, 157

Bank Service Charges account, 48

and taxes, 295

Bank/Cashbook, 55

balance, testing, 15

Bankers’ Automated Clearing Services (BACS), 140

Balance Sheet, 38

banking

accounts for, 21–22

bank statements, accessing, 93

budgeted, 353

checking bank, 15

description of, 16, 139

closing cash, verifying accuracy, 138–139

financial metrics

checking all cash balances, 139

acid test (quick) ratio, 238

producing snapshot in time, 138–139

assessing debt, 238–239

exercise questions, 146–150

current ratio, 237

reconciling bank accounts

formatting

automating using bank feeds, 143–144

horizontal format, 235

considering credit card sales, 144–145

overview, 234–236

errors, checking, 145

vertical format, 235–236

overview of, 139–140

generating electronically, 228

without using bank feed, 141–143

in Governance Report, 384

bartered goods, 155

overview of, 227–228

basic earnings per share (ESP), 405, 406

practice exercises, 239–245

benchmarking, 216

sections

Benedetto Cotrugli, 29

assets, 229–232

Berkshire Hathaway website, 388

capital, 233–234

board of directors, 272, 382

liabilities, 232–233

bonds, 407

Balance Sheet accounts

book value per share, 408

assets accounts

bookkeeping

current assets, 42–43

accounting cycle, overview, 24–26

fixed assets (non-current assets), 40–42

accounting methods

capital accounts, 45

accrual accounting, 27–28

changes in, 250–251

cash-basis accounting, 26–27

liabilities accounts

overview of, 8–9

current liabilities, 43–44

accuracy tests, 14–17

long-term liabilities, 44–45

activities, planning and controlling, 10–11

overview of, 39–45

balancing books, 9

balances of statements, 145

business types structures, 10

balancing books, 9

Chart of Accounts, overview of, 10
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bookkeeping  (continued)

Buffett, Warren, 387–388

corrections, 15

building developer, 163

debits and credits, overview of, 10

BUPA Annual Report 2023, 386

double-entry, 9

burden rate, 340, 341

example practice, 30–31

business model, 381

golden rules of bookkeeping, 29–30

business plans, 356

practice exercises, 32–36

business rates, 309

golden rules, 29–30

business savings account, 42

internal controls, instituting, 11

business structures, 269–279

ledger, defining and maintaining, 12–13

discovering, 10

paper trail, keeping accurate, 11

limited companies

record-keeping of business world, 19–21

overview, 271–273

systems, 14

tax reporting, 277–278

terminology

Making Tax Digital for Income Tax Self-

accounts for Balance Sheet, 21–22

Assessment, 274–276

accounts for Profit and Loss account, 22–23

filling out self-employment, supplementary 

pages, 276

other common terms, 23–24

overview, 270–273

borrowing, external, 238

partnerships

breakdowns of key line items, 386

limited liability partnerships (LLPs), 271

break-even point, 313, 331

overview, 270–271

Budgeted Balance Sheet, 353

tax reporting, 276–277

Budgeted Management Profit and Loss 

account, 353

practice questions, 279

budgeting, 351–373

software-only filing for company accounts, 

278–279

in action, 358–364

sole traders

budgeting cash flow from profit for coming 

year, 362–364

overview, 270

profit budgeting for coming year, 359–362

tax reporting, 273–274

capital budgeting, 364–368

businesses

calculating internal rate of return, 367

activities, planning and controlling, 10–11

calculating payback, 365–366

assets of, 155, 228

cost of capital, 368

budgeting, government budgeting compared 

to, 364

discounting cash flow, 366–367

debts of, 228

and management accounting, 356–358

decisions of, based on Profit and Loss account, 

practice questions, 371–373

216–218

reasons for, 352–356

established, 99

management control, 354–355

fraud in, 438

models, 352–353

purchases, 157

other benefits, 355–356

sizes, 168

planning, 354

theft from, 438

reporting on variances, 369–370

transactions of, reviewing, 93

staying flexible with, 370

business/private use, 157
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C

prepaid expenses increase, 256

stock increase, 255–256

capacity utilisation, 342

computing of, 252–253

capital, 9

cash flow statement, 261–264, 305

owner’s, 228

budgeted, 353

working, 236

direct method for reporting cash flow, 264

Capital account, 9, 22, 38, 40, 45, 233

financing activities, 263–264

capital allowances, 294, 296

indirect and direct method for, 251

capital budgeting, 364–368

investing activities, 262–263

calculating internal rate of return, 367

presenting, 258–261

calculating payback, 365–366

scrutinizing, 265–266

cost of capital, 368

Cash on Hand account, 43

discounting cash flow, 366–367

cash payments, entering, 88–89

capital expenditures, 262, 364

cash receipts, entering, 89–90

capital gains, 275

cash sales

capital in Balance Sheet, 233–234

identifying, 97

capital purchases, 122

recording, 101–102

capital structures, complex, 405

cash-basis accounting, 8, 26–27

capital utilisation test, 413

cashbook/bank transactions, 340

capitalisation, market, 407

bank payments, 63–64

cash, checking, 15

bank receipts, 65–66

Cash accounting, for Value-Added Tax (VAT), 162

customer receipts, 67–68

cash flow

supplier payments, 64–65

budgeting from profit for coming year, 362–364

CFO’s (Chief Financial Officer) review, 381

changes in balance sheet accounts, 250–251

chairman’s introduction to governance, 382

controlling

chairman’s statement, 381

balancing control costs, 94

charge for fuel benefit, 181

overview of, 91–92

Chart of Accounts, 10

segregation of duties, 92–93

adding and deleting from, 200–201

discounting, 366–367

Balance Sheet accounts

free cash flow, 265

assets accounts, 40–43

from improving profit margin vs. improving sales 

volume, 321–322

capital accounts, 45

testing

liabilities accounts, 43–45

acid test (quick) ratio, 238

overview of, 39–45

current ratio, 237

overview of, 10, 38–39

types of, 248–249

practice questions, 51–53

cash flow from (profit) operating activities, 

Profit and Loss accounts

251–258

Cost of Goods Sold accounts, 47

changes in working capital, analysis, 253–256

Expense accounts, 47–49

adjusting for non-cash expenses, 256–257

income accounts, 46–47

debtors increase, 254–255

setting up, 50–51

operating liabilities increases, 258
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Chartered Accountants of England and Wales 

controlling flow of cash

(ICAEW), 20

balancing control costs, 94

Chartered Institute of Management Accountants 

overview of, 91–92

(CIMA), 282, 428

segregation of duties, 92–93

Chartered Institute of Public Finance Accountants 

(CPFA), 20

controls, internal, 430

checklists, 84

copyrights, 42, 231

cheques, 145

corporate bonds, 407

Chief Financial Officer (CFO’s) review, 381

Corporate Governance Code, UK, 382,  

399, 441

CIMA (Chartered Institute of Management 

Accountants), 20, 282, 428

corporate governance statement, 382

CIS (Construction Industry Scheme) 

corporation tax

deductions, 179

as expense on Profit and Loss statement, 285

clean opinion, 431, 433

reconciling, 295–296

clients, as stakeholder, 378

Corporation Tax account, 12

closing cash, verifying accuracy of, 

correcting reporting mistakes, 180

138–139

cost, determining, 327–349

Closing Stock, 124

cost distinctions, 329–334

COGS.  See cost of goods sold

breaking even, 331–332

commissions, 307

direct vs. indirect, 330

calculating payments

fixed vs. variable, 331

graduated, 173

product vs. period, 333–334

salary with tips, 173–174

relevant vs. irrelevant (sunk), 332–333

with and without base salary, 172–173

separating actual, budgeted, and standard, 333

earned, 155

importance of cost data, 328–329

companies, private vs. public, 388–389

indirect costs for manufacturers, 337–344

Companies Act 2006, 272, 273, 380, 381, 392, 

calculating product cost, 338–339

396, 433

excessive production output, 341–344

Companies House, 217, 272, 418

fixed manufacturing costs and production 

complex capital structures, 405

capacity, 339–341

comprehensive income statement, 383

overview, 327–328

Computer Equipment account, 41

practice exercises, 344–349

conservatism in accounting conventions, 

product cost for manufacturers, 334–337

392–393

allocating costs properly, 336–337

Construction Industry Scheme (CIS) 

deductions, 179

manufacturing costs, 334–336

Consumer Contracts (Information, Cancellation 

cost of capital, 368

and Additional Charges) Regulations 

cost of goods sold (COGS), 39, 47, 307, 412

2103, 284

calculating, 286–289

Continuing Professional Development (CPD), 

average cost method, 288–289

20, 428

FIFO method, 287–288

contribution margin, 312, 315, 321–322

finding in Profit and Loss account, 212

control accounts

on Profit and Loss statement, 

Creditors Control account, 70–71

210, 284

Debtors Control account, 68–70

Cost of Sales account, 22, 304
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cost of stock, calculating, 286–289

current assets, 38

average cost method, 288–289

in Balance Sheet, 230

FIFO method, 287–288

net, 236

cost recovery, of invested fixed assets, 255

overview of, 42–43

cost-plus, 328

current liabilities, 38, 43–44

costs

on Balance Sheet, 232

absorption costing, 347

subtracted from total assets, 236

actual, 333

current ratio, 237

budgeted, 333

in financial reports, 410–411

direct, 330, 347

testing cash flow, 237

fixed, 331

current replacement cost, 288

indirect, 328, 330, 337

current staff skills, 168

irrelevant, 329, 332–333

Customer Ledger account, 12

of manufacturing, 336–337, 342

customer receipts, 67–68

period, 334

customers, 378

of products, 327, 333–334

cutting sales price, effect on profit, 317–318

relevant, 329, 332

standard, 333

D

sunk, 329, 332–333

data entry apps, 61–62

of transportation, 308

dealer, second-hand, 163

variable, 331, 347

debt

Cotrugli, Benedetto, 29

assessing, 238–239

CPD (Continuing Professional Development), 

20, 428

bad debts, 190

CPFA (Chartered Institute of Public Finance 

adjusting, 194–198

Accountants), 20

recording, 114–115

credit cards

and taxes, 295

Credit Cards Payable account, 44

business debt, on Balance Sheet, 228

fees, 308

debtor days, 412

sales, 144–145

Debtors Control account, 68–70

credit notes, 155

debtors increase, effect on cashflow, 254–255

credit rating, 100

Debtors Ledger account, 12

credit sales

debtors tracking, 412–415

identifying, 99–100

Debt-to-Equity Ratio account, 410

recording, 104–108

overview of, 10

creditors, 378

Trade Debtors account, 23, 43

Creditors Control account, 70–71

decisions by the board, 382

Creditors Ledger account, 13

deductions

Trade Creditors account, 23, 43

calculating, 175–176

credits, overview of, 10

under Construction Industry Scheme (CIS), 179

CT600 form, 276

deferred tax liability, 295

currencies, mismatch between, 296

deleting accounts, in Nominal Ledger, 74
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Deloitte, 426

earnings from operations, 310

deposits, 145

earnings per share (EPS), 400, 404–406, 408

depreciation, 23–24, 73, 190, 261

EBIT (earnings before interest and tax), 285, 310, 

depreciable amount, 292

358, 362

Depreciation account, 48

Economic Crime and Corporate Transparency Act 

2023 (ECCTA), 214, 279, 389, 397

effect on cashflow, 256–257

electronically generating balance sheets, 228

as expense on Profit and Loss statement, 285

employees

methods, 291–295

average number of, 248

comparing methods, 294–295

starting new, 170–171

reducing-balance, 293–294

start/leave date, correcting, 180

straight-line, 191, 292–293

taxing benefits of, 181–182

Description column, 50

Employer Payment Summary (EPS), sending, 179

Dext, 87

employer’s PAYE reference, obtaining, 169–170

diluted earnings per share (ESP), 405, 406

employment, covered by supplementary 

direct costs, 330, 347

pages, 275

direct labour, 334

engagement of stakeholders, 381

direct method, for Cash Flow Statement, 251

environmental, social, & governance (ESG), 381

directors, board of, 272, 383

EPS (earnings per share), 400, 406, 408

disclaimer of opinion, 432–433, 435

EPS (Employer Payment Summary), 179

disclosures, 385–389

equipment hire, 155

vs. footnotes and notes, 386

Equipment Rental account, 48

notes to accounts

Ernst & Young (EY), 428

contents of, 386–387

errors

importance of, 387–388

in accounting, looking for, 436–437

for private and public companies, 388–389

on VAT returns, voluntary disclosure of, 164

discounts, 221

ESG (environmental, social, & governance), 381

discounts adjustments, 108–110

established businesses, 99

dividend yield, 407–408

Everything About Arithmetic, Geometry and 

dividends, 22

Proportions (Pacioli), 26

double-entry bookkeeping, 9, 15

Excel, 12

example practice, 30–31

expenditures, capital, 262

golden rules of bookkeeping, 29–30

Expense accounts, 47–49

practice exercises, 32–36

expenses, 131

drawings, 53

accrued, 74

Drawings account, 45, 233

for bad debts, 284

DTR 4.2.2 (Disclosure Guidance and Transparency 

for cost of goods sold (COGS), 284

Rules), 399

depreciation as, 257, 285

Dues and Subscriptions account, 48

driven by sales revenue, 308

driven by sales volume, 308

E

fixed, 307

earned commission, 155

interest as, on Profit and Loss statement, 285

earnings before interest and tax (EBIT), 285, 310, 

monitoring in Profit and Loss account, 215–216

358, 362

motoring, 163
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operating

debtor days, 412

overview, 123

dividend yield, 407–408

variable vs. fixed, 307–310

earnings per share, basic and diluted, 404–406

prepaid, 73, 190, 193–194

gearing or leverage, 409–410

prepaid increase, effect on cashflow, 256

gross profit margin, 401–403

related to warranty and guarantee (post-

limitations of ratios, 414–415

sales), 285

net profit margin, 403

variable, 307

price/earnings (P/E) ratio, 406–407

Expenses account, 22, 39, 45

return on assets (ROA), 413–414

Expensify, 87

return on equity (ROE), 409–411

external borrowing, 238

tracking stock and debtors, 412–415

EY (Ernst & Young), 428

annual report contents, 380–385

financial statements, 384–385

F

Governance Report, 382–384

FAME (Financial Analysis Made Easy), 216, 418–419

Strategic Report, 380–382

favourable variances, 356

annual reporting, purpose of, 378–379

FCA (Financial Conduct Authority), 388, 399

identifying stakeholders, 378

fees

legal and regularity requirements, complying 

for credit cards, 308

with, 378–379

for services, 307

transparency and trust, building, 379

FICA (Fellow of the Institute of Chartered 

audit reports, 416–417

Accountants), 20

browsing vs. reading, 393–394

FIFO (first in, first out), 128, 287–288

disclosures, 385–389

final return, 164

footnotes vs notes vs disclosures, 386

Financial Analysis Made Easy (FAME), 216, 418–419

notes to accounts, content of, 386–387

Financial Conduct Authority (FCA), 388, 399

notes to accounts, importance of, 387–388

financial leverage gain, 413

private vs. public companies, 388–389

financial metrics

financial facts, getting, 417–419

assessing debt, 238–239

private company accounts, 418

testing cash flow

public company accounts, 417–418

acid test (quick) ratio, 238

using FAME (Financial Analysis Made Easy), 

current ratio, 237

418–419

financial ratios, key, 399

notes to accounts, 415–416

Financial Reporting Council (FRC), 264, 433, 

nudging numbers, 390–393

437, 438

accounting conventions, 392–393

financial reporting fraud, 438

profit smoothing, 391–392

Financial Reporting Standard (FRS), 251, 283, 285, 

“window dressing” to adjust cash balance, 

289, 292, 305, 385, 399

390–391

financial reports

overview of preparing, 15–16

analysing, 93, 400–415

practise questions, 419–423

acid-test ratio, 411

reporting requirements

book value per share, 408

for private companies, 396–398

combined ratios, using, 414

for public companies, 398–400

current ratio, 410–411

financial reports, annual, 399
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The Financial Times, 405

capital, 275

financing, 248, 252, 263

from financial leverage, 413

first in, first out (FIFO), 128

Gates, Bill, 387

first return, 164

gearing, 238, 409–410

fixed assets, 38, 262

General Ledger account, 12, 13, 24, 378

in Balance Sheet, 230–232

Generally Accepted Accounting Practice (GAAP), 

intangible, 41–42

UK and Ireland, 258, 264, 385, 392, 396, 404

tangible, 40–41

gifts, 155

fixed costs, 331

gilt-edged stock, 407

fixed expenses, 307

going concern, 432, 435

fixed manufacturing costs, 339–341

goods for own use, 155

fixed operating expenses, 309

goods sold, cost of, 39, 307, 412

fixed overhead, 335

Goodwill account, 42

Flat Rate Scheme, 162–163

Google Sheets, 12

footnotes, 385, 386

gross margin, 284, 312

forecasting, budgeting improving, 355

gross profit, 131, 312, 329

foreign exchange, dealing with, 296–297

Gross Profit, in Profit and Loss account, 214–215

comparing performance, 297

gross profit margin, 401–403

transaction exposure, 296–297

translation exposure, 297

H

foreign income, 275

half-yearly reports, 399

Form Notice 700/45, 165

hire of equipment, 155

FPS (Full Payment Submission), 178–179

histories of bad debts, recording by customers 

fraud

and percentages, 195

auditors spotting, 438–440

HM Revenue & Customs (HMRC), 205.  See also 

looking for, 436–437

Making Tax Digital (MTD) initiative

FRC (Financial Reporting Council), 264, 433, 

accounting methods and, 8–9, 26

437, 438

cash-basis accounting and, 26

free cash flow, 265

changing year-end, rules on, 23

Freight Charges account, 47

checking records, 159–160

FRS (Financial Reporting Standard), 251, 283, 285, 

employing people and, 167–169, 175–176

289, 292, 305, 385, 399

correcting reporting mistakes, 180–181

fuel benefit charge, 181

Employer Payment Summary (EPS), 

fuel for private motoring VAT, 163

sending, 179

full cost, 328

Full Payment Submission (FPS), making, 

Full Payment Submission (FPS), 178–179

178–179

funds, internal, 238

National Insurance numbers, verifying, 

Furniture and Fixtures account, 41

179–180

paying deductions to, 183–184

G

limited companies and, 278

partnerships and, 276–277

GAAP (Generally Accepted Accounting Practice), 

reporting deadlines, 378

UK and Ireland, 258, 264, 385, 392, 396, 404

submitting annual accounts to, 20

gains

VAT and, 103, 153, 154, 156, 158, 161–165, 205
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Hubdoc, Xeros, 87

International Financial Reporting Standards (IFRS)

hurdle rate, 368

accounting methods and, 281

annual reporting and, 378, 379, 385

I

audits and, 423, 430, 434, 435, 440, 441

Balance Sheets and, 234–235

IAB (International Association of Bookkeepers), 20

cash flow statements and, 249, 251, 258, 264

IAS (International Accounting Standard), 285, 292, 

399, 400

cost of goods sold and, 286, 289

ICAEW (Institute of Chartered Accountants in 

depreciation methods and, 292

England and Wales), 20, 282, 428

disclosures and, 388, 389

ICB (Institute of Certified Bookkeepers), 20

Earnings Per Share (EPS) and, 404

idle capacity, 341

Profit and Loss account, use of term by, 22–23

IFRS.  See International Financial Reporting 

Profit and Loss statements and, 285, 312

Standards

profit smoothing and, 392

impaired asset, 284

publicly traded companies and, 396

inclination to streamline, 168

International Standards on Auditing (ISAs), 433, 

income accounts, 46–47

437, 438, 439

income from trading, 273

Inventory account, 24

Income Tax Self-Assessment (ITSA), 12

investing activities, 248

indirect costs, 328

Investing For Dummies (Levene), 418

allocating, 337–344

investors, 378

vs. direct costs, 330

invoices

indirect method for Cash Flow Statement, 251

lost, 157

inflation, 297–298

pro-forma, 157

Institute of Certified Bookkeepers (ICB), 20

purchases

Institute of Chartered Accountants in England and 

paying suppliers, 88

Wales (ICAEW), 282, 428

posting to ledgers, 59–61

Institute of Chartered Management Accountants 

sales

(CIMA), 20

entering, 84–85

insurance, 309

posting to ledger, 57–59

Insurance account, 48

scanning, 87–88

intangible assets, 41–42, 231

sequential numbering and coding of, 86–87

intellectual property rights, 41–42, 231

irrelevant costs, 329, 332–333

interest

ISAs (International Standards on Auditing), 433, 

on loans, 309

437, 438, 439

and tax, earnings before, 285, 310, 358, 362

ITSA (Income Tax Self-Assessment), 12

Interest Coverage ratio, 409–410

Interest Income account, 46

J

internal controls, 11, 430

internal funds, 238

journals, 11, 24, 91

internal rate of return, calculating, 367

International Accounting Standard (IAS), 285, 292, 

K

399, 400

key financial ratios, 399

International Association of Bookkeepers (IAB), 20

key line items, breakdowns of, 386
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Key Performance Indicators (KPIs), 381

liquid assets, 238

Klynveld, Peat, Marwick, and Goerdeler 

liquidity, 410

(KPMG), 426

Listing Rules, Financial Conduct Authority 

(FCA), 399

L

Living Wage, National, 174

LLPs (Limited Liability Partnerships), 270, 271, 272

labour, direct, 334

loan interest, 309

land, 275

London Stock Exchange (LSE), 234, 388, 398–399, 

Land and Buildings account, 40

429, 441

lease liabilities, 386

long-term liabilities, 38, 232

ledgers, 11

looking ahead/back, 351

apps for data entry, 61–62

Loss on Disposal of Fixed Assets account, 49

cashbook/bank transactions

lost invoices, 157

bank payments, 63–64

LSE (London Stock Exchange), 234, 388, 398–399, 

bank receipts, 65–66

429, 441

customer receipts, 67–68

supplier payments, 64–65

M

control accounts, overview of

main corporation tax rate, 278

Creditors Control account, 70–71

Making Tax Digital (MTD) initiative, 12, 170, 211, 

Debtors Control account, 68–70

274–276

defining and maintaining, 12–13

filling out self-employment supplementary 

entering transactions, 56–57

pages, 276

impact on accounts, 71–73

supplementary pages, 275

Nominal Ledger

management control through budgeting, 354–355

adjustments, 73–74

management fraud, 438

entering items into, 62–63

Management Profit and Loss account, 306–310, 

practice questions, 75–79

315, 353

overview of, 55–56

operating profit (EBIT), 310

posting purchase invoices, 59–61

variable vs. fixed operating expenses, 307–310

posting sales invoices, 57–59

manufacturers

Legal and Accounting account, 49

indirect costs for, 337–344

lenders, 378

calculating product cost, 338–339

Levene, Tony, 418

excessive production output, 341–344

leverage, 409–410

fixed manufacturing costs and production 

liabilities, 9, 179, 232–233

capacity, 339–341

Liabilities account, 9, 21, 40

product cost for, 334–337

current liabilities, 43–44

allocating costs properly, 336–337

long-term liabilities, 44–45

manufacturing costs, 334–336

limited companies, 170

MAR (Market Abuse Regulation), 399

overview, 271–273

margin

tax reporting, 277–278

contribution, 312, 315

Limited Liability Partnerships (LLPs), 270, 271, 272

gross, 284, 312

of safety, 314–318, 332
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Marginal Relief tax rate, 278

Net Profit or Loss key line, 210

Market Abuse Regulation (MAR), 399

Net Realisable Value (NRV), 128

market capitalisation, 407

Net Revenue account, 47

market section, of Annual Report and 

net sales, finding in Profit and Loss account, 

Accounts, 381

211–212

markup, 313, 328

New York Stock Exchange (NYSE), 429, 441

material misstatement, 432, 440

NI.  See National Insurance

materiality, 392, 393

NICs (National Insurance Contributions), 24, 

materials, raw, 334

44, 169

Microsoft Excel, 12

nil return, 164

Minimum Wage, National, 174

Nominal Ledger, 24

Miscellaneous Expenses account, 49, 201

adjustments, 73–74

mismatch, between currencies, 296

entering items into, 62–63

model of business, 381

practice questions and answers, 75–79

models for budgeting, 352–353

Nominal Ledger account, 12, 13, 25, 55

modified opinion, 431, 435–436

nomination committee report, 382–383

money-handling, 93

non-current assets, 230

monthly pay

non-residence, 275

calculating, 172

notes, vs disclosures and footnotes, 386

periods, 171

notes to the accounts, 385, 386

motor car leasing VAT, 164

contents of, 386–387

Motor Expenses account, 49

importance of, 387–388

motoring, private, 157

making sense of, 415–416

MTD initiative.  See Making Tax Digital (MTD) 

Notice 700: The VAT Guide, 154, 157, 164

initiative

Notice 700/11: Cancelling Your Registration, 164

Notice 700/64: Motoring Expenses, 163

N

Notice 708: Buildings and Construction, Value-

Added Tax (VAT), 163

NASDAQ (National Association of Securities 

Notice 742 Land and Property, 163

Dealers Automated Quotations), 429, 441

NPV (net present value), 366

National Crime Agency (NCA), 439

NRV (Net Realisable Value), 128

National Insurance Contributions (NICs), 24, 

44, 169

NYSE (New York Stock Exchange), 441

National Insurance (NI), 16

contributions, 176–177

O

verifying numbers of, 179–180

OCR (Optical Character Recognition), 87

National Living Wage, 174

Office Stationery account, 49

National Minimum Wage, 174

Online Pay As You Earn (PAYE), 169

NCA (National Crime Agency), 439

online sales

net current assets, 236

identifying, 97–98

net present value (NPV), 366

recording, 104

net profit, 253, 285

Opening Stock, 124

net profit margin, 403
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Operating Activities section, of cash flow 

parental pay, 175

statement, 252

partnerships, 170

operating activities, 248

overview, 270–271

operating earnings, 310

tax reporting, 276–277

operating expenses

patents, 41–42, 231

overview, 123

Pay As You Earn (PAYE), 44, 169–170, 174, 178, 

variable vs. fixed, 307–310

179, 274

Operating Expenses key line, 210

pay periods, 171

operating leverage, effect on profit, 316–317

payback, calculating, 365–366

operating liabilities increases, effect on 

payments, advance, 155

cashflow, 258

pay-out ratio, 266

operating profit (EBIT), 310

payroll

opinion disclaimer, 432–433, 435

calculating commission payments

opinions, 429

graduated, 173

adverse, 432, 435

salary with tips, 173–174

clean, 431, 433

with and without base salary, 172–173

modified, 431

choosing bureau or in-house, 168–169

qualified, 416

deductions, calculating, 175–176

qualified “except for,” 432, 433–435

employer’s PAYE reference, obtaining, 169–170

unqualified, 416, 433

HMRC, paying deductions to, 183–184

Optical Character Recognition (OCR), 87

HMRC, reporting to

options, share, 297–298

correcting reporting mistakes, 180–181

Ordinary Share Capital account, 45

Employer Payment Summary (EPS), 

Ordinary Shares account, 233

sending, 179

Other Income account, 46

Full Payment Submission (FPS), making, 

Other Liabilities account, 45

178–179

Other Sales Costs account, 47

National Insurance numbers, verifying, 

179–180

output of production, 342

managing, 16

outstanding shares, 404

National Insurance (NI) Contributions, 176–177

overdrafts, 44

PAYE tax, 177

overhead, 123, 335

payroll year-end, 184–185

owner’s capital, 228

pay slips, preparing, 178

P

posting entries, 182–183

practice exercises, 185–187

P9D form, 185

recording pay

P11D form, 185

calculating monthly pay, 172

P11D(b) form, 185

calculating weekly pay, 172

P45 form, 170

picking pay periods, 171

P46 form, 171, 182

starting new employees, 170–171

P60 form, 184

statutory payments, making, 175

Pacioli, Luca, 26

taxing benefits, 181–182

paper trail, keeping accurate, 11

wages legislation, 174
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payroll bureaus, 169

production output, 341–344

Payroll Taxes account, 49

profit

P/E (price/earnings) ratio, 406–407

gross, 131, 312, 329

per share earnings, 400, 406, 408

improving, 318–320

period, accounting, 23

net, 253, 285

period costs, 333–334

retained, 53

periodic stock count, 124

Profit and Loss accounts, 15, 22, 38, 383

perpetual stock count, 124

accounting method options, 282–286

per-unit values, 315

accounts for, 22–23

planning through budgeting, 354

Cost of Goods Sold accounts, 47

plans for business, 356

Expense accounts, 47–49

Plant and Equipment account, 41

expenses, monitoring, 215–216

plus-cost, 328

external, 304–305

policies, accounting, 386

formatting, 210–211

Postage account, 49

Gross Profit, deciphering, 214–215

post-sales (warranty and guarantee) 

income accounts, 46–47

expenses, 285

internal and external usage of, 220–221

prepaid expenses, 73, 190

overview of, 209–210

adjusting, 193–194

practice exercises, 222–226

increase, effect on cashflow, 256

preparing

Prepayments account, 43

cost of goods sold, finding, 212

present value, net (NPV), 366

drawing remaining amounts from Trial 

price/earnings (P/E) ratio, 406–407

Balance, 212–214

prices

net sales, finding, 211–212

cutting to increase sales volume, 320–321

testing profits

sales, 313, 328

Return on Assets, 219

PricewaterhouseCoopers (PwC), 426

Return on Sales, 218–219

principal risks, 382

Return on Shareholders’ Capital, 219–220

principal uncertainties, 382

using to make business decisions, 216–218

private companies

profit budgeting, for coming year, 359–362

getting accounts of, 418

Profit on Disposal of Fixed Assets account, 49

reporting requirements of, 396–398

profit performance, managing, 303–325

private motoring, 157

calculating profit, 310–322

private/business use, 157

average contribution margin as percentage of 

Proceeds of Crime Act 2002, 439

sales revenue, 321–322

product costs, 327, 333–334

calculating margin of safety, 314–318

calculating, 338–339

cash flow from improving profit margin vs. 

improving sales volume, 321–322

for manufacturers

contribution margin minus fixed expenses, 

allocating properly, 336–337

311–313

manufacturing costs, 334–336

cutting prices to increase sales volume, 

vs. period cost, 333–334

320–321

production capacity, 339–341

cutting sales price, effect of, 317–318
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profit performance, managing  (continued)

types of

doing what-if analysis, 314–315

capital, 122

excess over break-even volume X contribution 

overhead and operating expenses, 123

margin per unit, 313–314

stock, 122–123

improving profit, 318–320

Purchases account, 47, 123

lower sales, effect of, 315–316

Purchases Ledger account, 55

operating leverage, effect of, 316–317

PwC (PricewaterhouseCoopers), 426

sales skimming, 321–322

exercises, 323–325

Q

external Profit and Loss account, 304–305

management Profit and Loss account, 306–310

qualified “except for” opinion, 432, 433–435

operating profit (EBIT), 310

qualified opinion, 416

variable vs. fixed operating expenses, 307–310

quick ratio.  See acid-test (quick) ratio

profit smoothing, 391–392

profit-derived cash flow, 251

R

profits testing

rates

Return on Assets, 219

business rates, 309

Return on Sales, 218–219

reduced, 156

Return on Shareholders’ Capital, 219–220

ratios

pro-forma invoice, 157

acid-test ratio, 411

property, 163, 275

book value per share, 408

Property, Plant and Equipment Asset account, 

current ratio, 410–411

262, 294

debtor days, 412

public companies

dividend yield, 407–408

getting accounts of, 417–418

earnings per share, basic and diluted, 404–406

reporting requirements of, 398–400

gearing or leverage, 409–410

Purchase Returns account, 47

gross profit margin, 401–403

purchases

limitations of, 414–415

for business, 157

net profit margin, 403

exercise questions, 134–136

price/earnings (P/E) ratio, 406–407

invoices, entering

return on assets (ROA), 413–414

to ledger, 59–61

return on equity (ROE), 409–411

paying suppliers, 88

tracking stock and debtors, 412–415

scanning invoices, 87–88

using combined, 414

sequential numbering and coding, 86–87

raw materials, 334

supplies, buying and monitoring, 132

Reader, Acrobat, 418

tracking stock

reasonable assurance, 428

choosing stock valuation method, 129

reconciling bank accounts

comparing stock valuation methods, 129–132

automating using bank feeds, 143–144

entering initial cost, 125–127

considering credit card sales, 144–145

overview, 123–124

errors, checking, 145

stock valuation methods, 128–129

overview, 139–140

Trade Creditors, managing, 132–133
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using bank feed to, 90

Revenue account, 45, 47

without using bank feed, 141–143

revenue/income, 39

recording transactions, errors in, 438

review

reduced rate, 156

of business transactions, 93

reference number, for Pay As You Earn (PAYE), 

by Chief Financial Officer (CFO), 381

169, 170

risk committee report, 383

Registration cancellation, 164

risks, principal, 382

regularity requirements, for annual reports, 

RNS (Regulatory News Service), 399

378–379

ROA.  See return on assets

Regulatory News Service (RNS), 399

ROE (return on equity), 409–411

related party transactions, 386

running the numbers, 320

relevant costs, 329, 332–333

relief, for bad debt, 157

Rent account, 49

S

replacement cost, 288

SA&G (sales, administrative, and general) 

Reporting, segment, 386

expenses, 285

reports

SA103S (Self-Assessment Tax return), 213, 276

by auditor, 383

safety margin, 332

of directors, 383

Sage 50 Accounts, 86, 88, 127, 142, 170

on directors’ remuneration, 383

Sage 50 Accounts Professional, 13, 57

half-yearly, 399

Sage Accounting, 61

mistakes in, correcting, 180

Sage Accounting Plus, 61

of nomination committee, 382–383

Sage Business Cloud, 61

of risk committee, 383

salaries, 309

of sustainability committee, 383

Salaries and Wages account, 49

Research and Development account, 42

sales

residual value, 262, 294

bad debt, 114–115

retail sales

channels

identifying, 97

cash, 97

recording, 103–104

credit, 99–100

Retail Schemes account, 163

online, 97–98

Retained Earnings account, 22, 45, 233

other, 100–101

retained profits, 53

retail, 97

return on assets (ROA)

decrease, effect on profit, 315–316

for business evaluation, 219

invoices

in financial report, 413–414

entering, 84–85

return on equity (ROE), 409–411

posting to ledger, 57–59

Return on Sales, 218–219

practice questions, 115–120

Return on Shareholders’ Capital, 219–220

prices, 313, 328

returns, 218, 221

recording

adjustments, 110–113

cash, 101–102

final, 164

credit, 104–108

nil, 164

online, 104

retail, 103–104
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sales  (continued)

software

sales adjustments

of payroll bureaus or accounting firms, 169

discounts, 108–110

software-only filing for company accounts, 

returns and allowances, 110–113

278–279

skimming, 321–322

sold on approval, 283

to staff, 155

sole traders

tracking, 14

overview, 270

trade debtors, monitoring, 113–114

tax reporting, 273–274

volume, unit, 315

solvency, short-term, 410

sales, administrative, and general (SA&G) 

SSP (Statutory Sick Pay), 24, 49

expenses, 285

staff, sales to, 155

Sales Discounts account, 46

stakeholders

Sales Ledger account, 55

engagement of, 381

Sales of Goods or Services account, 46

identified in annual report, 378

Sales or Revenue key line, 210

standard costs, 333

Sales Returns account, 46

standard rate, 155

Sales Revenue-Driven Expenses, 308

start date, employee, 180

Sales Volume-Driven Expenses, 308

statement balances, 145

Sales/Income account, 22

statement from the chairman, 381

SAR (Suspicious Activity Report), 439

statement of cash flows.  See cash flow statement

Sarbanes-Oxley Act, 426

statement of changes in equity

savings account for business, 42

overview, 385

scale charge, 163

purpose of, 385

second-hand dealer, 163

statement of comprehensive income, 383

segment reporting, 386

statement of corporate governance, 382

Self-Assessment Tax return (SA103S), 213, 276

statement of directors’ responsibilities, 383

self-employment, covered by supplementary 

statutory payments, making, 175

pages, 275

Statutory Sick Pay (SSP), 24, 49

separate disclosure statements, 385

stock, 190

share investments, 234

adjustments, 194

share options, 297–298

closing, 124

share schemes, 275

entering initial cost, 125–127

shareholders, 378

gilt-edged, 407

shares outstanding, 404

identifying losses: net realisable value (NRV), 

short-term solvency, 410

290–291

sick pay, 175

increase, effect on cashflow, 255–256

simple capital structure, 405

keeping, 14

skills

opening, 124

of current staff, 168

overview, 123–124

of payroll bureaus or accounting firms, 169

position managing, 291

skimming of sales, 322

purchases, 122–123

Small Profits Rate, 278

tracking, 412–415
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valuation methods

trademarks, 231

choosing one, 129

trading income, 273

comparison of, 129–132

trail, audit, 11

overview of, 128–129

training, of payroll bureaus or accounting 

Stock account, 24, 43, 123

firms, 169

stock count, 124

transactions

Stock Exchange, London (LSE), 234, 388, 398–

entering in ledgers, 56–57

399, 441

exposure, 296–297

Stock Exchange, New York (NYSE), 429

recording errors, 438

Stock Shortages account, 124

with related parties, 386

stock write-downs, 284

translation exposure, 297

Straight-Line method, 191, 296

transparency in annual reports, 379

strategy, company, 381

transportation costs, 308

Strauss, Levi, 334

Travel and Entertainment account, 49

streamlining inclination, 168

Treasury bonds, 407

sunk costs, 329, 332–333

Trial Balance, 24

supplementary pages, Making Tax Digital for 

checking, 199–200

Income Tax Self-Assessment, 275–276

using to fill Profit and Loss account, 212–214

suppliers, 378

trust, building through annual reports, 379

paying purchases from, 88

trusts, covered by supplementary pages, 275

recording payments in ledger, 64–65

turnover, annual, 248

supplies, buying and monitoring, 132

Type column, 50

Suspicious Activity Report (SAR), 439

sustainability committee report, 383

U

T

UK and Ireland Generally Accepted Accounting 

Practice (UK and Ireland GAAP), 258, 264, 385, 

tangible assets, 40–41, 230

392, 396, 404

tax expense, corporation, 285

UK Corporate Governance Code, 382, 384, 

399, 441

tax liability, deferred, 295

uncertainties, principal, 382

tax rate, Marginal Relief, 278

unfavourable variances, 356

tax return, Self-Assessment (SA103S), 213

unit sales volume, 315

taxes, Pay As You Earn (PAYE), 24, 178

unqualified opinion, 416, 433

Telephone account, 49

utilisation of capacity, 342

theft in business, 438

Utilities account, 49

time lags, 296

Times-Interest-Earned Ratio, 409–410

tips, calculating salary with, 173–174

V

total assets less current liabilities, 236

value, residual, 262, 294

tour operator, 163

value-added tax.  See VAT

trade creditors, 23, 43, 132–133

valuing assets, 329

trade debtors, 23, 43, 113–114

variable costs, 307, 315, 331, 347

trade references, 100

variable overhead, 334–335
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variances, favourable/unfavourable, 356

working capital, analysis of changes in, 253–256

VAT (value-added tax)

debtors increase, 254–255

claiming, 157

depreciation, 256–257

exempt goods and services, 156–157

operating liabilities increases, 258

fuel for private motoring, 163

prepaid expenses increase, 256

motor car leasing, 164

stock increase, 255–256

overview, 153–157

workload management

rate of, 155–156

cash payments, entering, 88–89

registering for, 158

cash receipts, entering, 89–90

returns

checklists, using, 84

accounting methods, 162–163

controlling books, records, and money

correcting mistakes, 165

control costs, balancing, 94

digital records that must be kept, 159

overview of, 91–94

filing under special circumstances, 164

segregation of duties, 92–93

other records that must be kept, 159–160

journals, entering, 91

paying online, 161–162

practice questions, 94–96

problem areas, 163–164

purchases invoices, entering

submitting online, 160–161

paying suppliers, 88

taxable transactions, 154–155

scanning invoices, 87–88

understanding, 15

sequential numbering and coding, 86–87

VAT Guide, Notice 700, 154, 157, 164

sales invoices, entering, 84–85

Vehicles account, 41

using bank feed to reconcile bank account, 90

vendors, 378

write-downs, 290
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Management Profit & Loss Account For Year Ended 20XX

£'000's £ Per unit
Unit sales volume = 520,000
Revenue £52,000 £100
Cost of Sales £31,200 £60
Gross Profit £720,800 £40
Variable Operating Expenses £4,160 £8
Contribution Margin £16,640 £32
Fixed Operating Expenses £13,090
Operating Profit £3,550
Finance Costs (Interest) £750
Profit before Tax £2,800
Tax £700

Profit for the Year £2,100
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Invoice

Simply Stationery
32 High Street,Benton, Digbyshire DG17 2LD
Tel: 01234 56789
Email: sales@simplystationery.co.uk
www.simplystationery.co.uk
VAT reg: 862 113 49

Date: 21.04.24:

Invoice To: Invoice No: 105:

The Village Shop,
69 Bradbury Way,
Benton,
Digbyshire

DGI7 ALY

Description

A4 Copier
paper

Goods Total: £80.00

Less Discount: £ 0.00

NetSales:  £80.00
VAT @20%: £16.00

Total Sales:  £96.00

Term: 30 days
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You're currently assuming the role of Demo Accounting. | Click here tor

Accounting

Help.

Summary  Sales v Purchases v  Contacts *  Productsandservices  Banking

Invoice Address  Delivery Address InvoiceDate  Due Date
67aStationRoad  67aStationRoad  140ct2024  13Dec2024
Blackpool Blackpool Dusin 60.days
Lancashire Lancashire
BP127HT BP127HT
Description GtyHrs  Price/Rate  Discount var
» Adhesive Tape - Brown (48mm x 60m) 1000 250 0.00 500
Sales - Products (4000) 0.00%  Standard 20.00%
£ Reorder lines. TotalNet

VAT Bresicdoun
Standard: 25.00 @ 20.00%

Total 0items)

(@ show email history (0)

Adjustments

Net

25.00

£25.00

500

£30.00

Reporting *  Setti

Amount Paid

£0.00

Amount Outstanding

£30.00

Record Payment

Turnon Card Payments

® N0

NI

Emall
edit
copy
Download
Add e

Void

PoDAdD

print preview
Shars Link
Addcreditnote
print daivery note

Recur
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Credit Note

Handson’s Hardware

Unit 10 Leestone Industrial Estate, Newtown, Digbyshire DG14 7PQ
Tel: 01234 123456
Email: sales@handsonshardware.co.uk
www.handsonshardware.co.uk

VAT reg: 987 654 49

Credit Note To:

Jo Tester,

74 Acacia Avenue,

Benton
Digbyshire
DG17 4GH

Date: 25.02.24:
Invoice No: 4567C

Description

Qaty

Price

Total

Discount Net

Paint

Gall

£10.00

£20.00

£2.00 £18.00

Goods Total: £20.00

Less Discount: £ 2.00
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Invoice

Handson’s Hardware
Unit 10 Leestone Industrial Estate, Newtown, Digbyshire DG14 7PQ
Tel: 01234 123456
Email: sales@handsonshardware.co.uk
www.handsonshardware.co.uk
VAT reg: 987 654 49

Date: 25.02.24:
Invoice To: Invoice No: 4567

Jo Tester,
74 Acacia Avenue,
Benton

Digbyshire

DGI7 4GH

Description | Qty | Price | Total | Discount | Net

Hammer 1 £15.00 | £15.00 £1.50 £13.50

Paint
Brushes

5 £5.00 £25.00 £2.50 £22.50

Paint £10.00 £20.00 £2.00 £18.00

Goods Total: £60.00

Less Discount: £ 6.00

NetSales:  £54.00

VAT@20%: £10.80

Total Sales:  £64.80

Term: 30 days
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Date: 15/10/2024 Practice Company Page: 1

Time: 16:47:43 Day Books: Supplier Transactions (Detailed)
Date Fron 01/01/1980 Supplier From:
Date To: 31/12/2050 Supplier To: 22212222
Transaction From: 1 N/C From:
Transaction To: 99,999,999 N/CTo: 99999999
Dept From: [ Transaction Type: Invoices
Dept To: 99
Tran No.TypeDate  A/C Ref N/C InvRef Dep Details Net Amount Tax Amount 1/CGross Amount V B
5 Pl 03/06/2024 HELENS 5000 2 0 Misc chocolate boxes 20833 aLe7 T 250.00 N
6 PI 10/06/2024 DISHFORT 5000 3 0 Sweets 625.00 125.00 T1 75000N -
7 PI  15/06/2024 BARRYS 5000 4 0 Boxes - various sizes 83.33 1667 T1 10000 N -
8 Pl 28/06/2024 HELENS 5000 5 0 Truffles 62.50 1250 T 7500N -
2% PL 12/06/2024 KARENS 5000 6 0 Paper bags for shops 200.00 4000 T1 24000N -
27 Pl 14/06/2024 BARRYS 5000 7 0 Boxes - various sizes 130.00 26.00 T1 156.00 N -
3 Pl 01/07/2024 RUTHS 5000 1801 O  Muli pack sweets 800.00 16000 Tt 960.00 N -
34 Pl 07/07/2024 HELENS 5000 1802 0 Chocolate boxes 250.00 50.00 T1 300.00N -
35 P 15/07/2024 DEBS 5000 1803 0 Paper bags for shops 100.00 20.00 T1 12000N -
36 PI 31/07/2024 KARENS 5000 1804 0 Multi pack sweets 175.00 3500 T1 21000 N -

Tot:
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BOOKKEEPING CHECKLIST

TASKS
Enter Sales invoices.
Enter Purchase invoices.
Enter Supplier payments.
Enter Bank payments.
Entor Customer raceipts.
Enter Bank receipts.
Reconcile Bank current account.
Reconcile any Credit card cccounts.
Enter Petty cash payments (if opplicable)

Review Accruals and joumnal f required.

Roview Prepayments and journal if required.

Review Depreciation and journal if required.

Enter Stock journal If required.

Entor Payroll journal if required.
Check and print Aged Debtors report
Check and print Aged Creditors report
Run VAT Return

Print & check Trial Balance

Print Profit & Loss Account

Prnt Balance Sheet

Run month end.
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Date: 15/10/2024 Practice Company Page: 1

Time: 18:29:10 Nominal Activit

Date From: 01/01/1980 N/CFrom: 3010

Date To: 15/10/2024 N/CTo: 3010

Transaction From: 1

Transaction To: 99,999,999

N/C: 3010 Name:  Capital Introduced Account Balance: 10,000.00 CR

No  Type Date Account Ref Details Dept T/C Value Debit  Credit V B

9 BR  01/04/2024 1200 0134 Capital introduced to the 0 9 10,0000 10,0000 - R
Totals: 10,000.00
History Balance: 10,000.00
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Date: 15/10/2024 Practice Company Page: 1

[l 15:47.2 Aged Creditors Analysis (Detailed)
Date trom: oo Supple rom:
De o Slaaina ool tor 22222222

Include future transactions: No
Exclude later payments: N0

** NOTE: Allreport values are shown in Base Currency, unless otherwise indicated **
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Nominal Activity

oyfos/2024

0/06/2024

'

99999

Name: St Soks Account Batance: 14600 R
No Account Ref  Detaits Dept NC Ve Dbt Credit v B
TSl oyoo2 s 243 Sweet Saks. o T 2000 2000 N
2 S 0Nou024 CURLIES 244 Machine refilo o T 000 0000 N -
3 s osjon02 PERRYP 245 Tock shop stock 0o T 1000 10000 N
4 S 05062024 JONES) 246 Machiereflled o T 2000 2000 N
2 R 0506224 200 THL  THashsdks o T 200 2000 N N

Totals; 100000

History Balance: 100000
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Date: 15/10/2024 Practice Company Page: 1
Time: 16:37:34 Day Books: Supplier Transactions (Detailed)

Dato rom: ouozmue Supplir from:

Date o St 04 St

Transaction from: 1 WiCrrom:

Transaction Tor™ 9999 /G Tor o

Dept ron: 0 ransaction type: inicices

Dot o £

Toanto TypeDate ALC Ret Do Detas Nt Amount Tax Amount 1/C. Gross Aot ¥
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Date: 15/10/2024 Practice Company Page: 1
Day Books: Customer Transactions (Detailed)

o720 Customer From:

/072024 Customor To: 72222122

1

99,999,999

0

)
IranNo. IypeDate  A/CRef N/C lnvRef Dept. Details Net Amount  Tax Amount 1/C Gross AmountV B
B S 00724 SMTHS 400 207 O Boxesof sweets 7500 1500 Tt %0.00N
2SI 12/07200 JONES) 4000 29 O Peppormint display 2000 000 T 36000
3 S 2007200 WRRYS 4000 20 0 Mscoweels 19000 2800 1 16800
2 S 004 ENS 400 21 0 Sweetsand 2000 w000 T 26000N

Totals: mE  ER f)
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External Profit & Loss Account For Year Ended 20XX

£'000's
Revenue £52,000
Cost of Sales £31,200
Gross Profit £20,800
Administrative expenses £15,600
Depreciation £1,650
Operating Profit £3,550
Finance Costs (Interest) £750
Profit before Tax £2,800
Tax £700

Profit for the Year £2,100
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Date: 15/10/2024 Practice Company Page: 1
Nominal Activity

oyos204 WCrom: 10

30/06/2024 NCTo 100

L

93999
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TS OO SMITHS 243 SweetSaks T ) N
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Date: 15/10/2024 Practice Company Page: 1

Time: 14: Day Books: Customer Receipts (Detailed)

Date from: ovjosyanze Bankpron: 1200

Date T 31/0y2025 Bank To: 1200

Tronsaction From: | Customer From:

Tronsaction To? 99,959,999 Customer To: 22222222

Bank: 1200 Comrency: Pound Stetog Bank Rec.

Mo Tye AIC oate Rot Detaits Net £ Tax £7/C Gross £V B Date

2SR SWHs 30/06/2024 o ‘ol Receipt w00 00T 20000 - N
0joe/2024 243 200010511

2 S BRI 20/06/2024Criee ‘Soks Recelpt 0 00T 2000 - N
200672024 245 1200010513

Totals £
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Date: 15/10/2024 Practice Company Page: 1
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VAT Return - NEW.

1. Prepare VAT Retu

Verification results

1 potental queries have been identifed n your VAT Return.

View results

Make adjustments

We recommend tha you add attachments and supparting documents for
audit purposes.

Make adjustments | [ Add attachments

Reports

Use the following reports o reconcilethe values on your VAT Return.

Print VAT Return | [ Recondliaton reports

Note: You cannot reverse this process, please ensure you are happy
With the values on the VAT Resurn before you proceed.

Reconle VAT Retum

You can use this option to make accounting adjustments to your VAT Return.

3. Complete VAT Return

VAT Practice Company

01/10/2024 - 31/1272024

[VAT ue n the period on ssles and other outputs 470.207%]
L :
rom EU Member Sstes o0
| Total VAT due (sum of boxes 1 and 2) 470.20

|VAT redaimed in the period on purchases and other inputs (induding T
scaistions n Northern reand from EU member sate) S|
[Totel value of sales and al other outputs excucing any VAT 2351.007%])
| The total value of purchases and all ather inputs excluding any VAT 2651.16 7))
Total vaue of dispatches of qoods and related costs (excluding VAT) 000
|from Northern Ireland to EU Member States G
| Total value of acqusitions of goods and relted costs (excluding VAT) 000
| made in Northern Ireland from EU Member States oG
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Write Off, Refund and Returns

P Process Data
b)) Process Data Select the outstanding invoice transaction(s) from the list below that are to be written off
(3) Update Data T e |Details
Ot 16 CHARLIES4000 15/10/2024 1 Chu... 14.40
Swap Clear

Cancel Back Next
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Date: 15/10/2024 Practice Company Page: 1

Time: 10: Day Books: Supplier Transactions (Detailed)

Date from: avowa ‘Supple From:

Date Tor Sioor Swler o 722222

Trancacton Froms 1 WCHom:

Travsacion tor " 999999 NiC o )

Dept rom: 0 Transaction Tyve: ks

Dot Tor £y

Tran No. Type Date AC Ref  NJC Dep Details Net Amount Tax Amount 1/C Gross Amount V.
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Write Off, Refund and Returns

i) Select Area Select Area

(2) Process Data Select the area where amendments are required.

(3) ptcDae
(8) Post Data Customer Invoice Refunds

Customer Cheque Returns

Refund Credit Notes

Payment on Account Refund

Write off Customer Accounts

Write off Cu

Write off Customer Transactions below a value
Write off Customer Small Overpayments

Select Account®

3

Next
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15/10/2024.
Time: 10:09:46

Practice Company

Day Books: Customer Transactions (Detailed)

Date From: onjot/2024
Date 1o: 3032025

Transaction From: 1
Transaction To: 99,9999

Dept From: 0
Dept 1o %

Tran to. TypeDate  A/CRef  N/C
1 SI 0106204 SMITHS 4000
2 SI01/062024 GURLIES 4000
3 SI 05062024 PERRYD 4000
gl SI 05062024 JONES) 4000

v Ref. Dept. Detaits

w
w4
245
6

Swet Soes
Machi et
Tock shop stock
Machine rfled

Total

Net Amount Tax Anount T/C Gross Amount V B
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20000
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000K
360008
120008
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Write Off, Refund and Returns

Select Area

Post Data
Process Data Please review all the information below. To post this transaction to the
ledgers, click Post.
Update Data
Post Data Account : CHARLIES Charlies Garage
Date : 15/10/2024
Total : 360.00

Additional Reference: Write off Charlies Invoice

Cancel Back
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Date: 15/10/2024 Practice Company Page: 1

Time: 13:48: Day Books: Bank Payments (Detailed)

Date From: onjoy0as Bank From: 1200
Date Tor 31j03/2025 Bank Tt 1200
Transaction From: | NC From:

Transaction To: 99,999,999 WCTor ovomm9
Dept From: o

Dept To: £

Bank: 1200 Currency: Poued Serig Bank Rec.
No  Type NC Date  Ref Detals Dept  Neti  Taxf UC  Grossi v B Date
@ 7100 006N 124 Rentpad o sn00 00 ™ 2000 - N
3@ 70 006204 Seby  Solwkspsd 0 120000 00T 12000 N

Totals £ 00D
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Write Off, Refund and Returns

b Select Area Update Data
B) Process Data Please select the date that you wish to use for the transactions you have selected
and enter an Additional Reference if required.
E) update Data
(&) post ot Date 15/10/2024 -
Additional Reference Wit off Charlies Invoice
Cancel Back Next
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Date: 15/10/2024 Practice Company
Day Books: Nominal Ledger

ouoy2021 /CErom
3103025 NIC 10!

Transaction From: 1
Tramaction T 99,999,999
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Date: 15/10/2024 Practice Company Page: 1
[Time: 18:22:37 Period Trial Balance

To Period: Month 6, June 2024

N/C Name Credit
1100 Debtors Control Account
1200 Bank Current Account
1230 Petty Cash
2100 Creditors Control Account 1,471.00
2200 Sales Tax Control Account 320.00
2201 Purchase Tax Control Account 261.84
3010 Capital Introduced 10,000.00
4000 Sweet Sales 1,600.00
5000 Materials Purchased 1,309.16
7003 Staff Salaries 1,200.00
7100 Rent 800.00

Totals: 13,391.00 13,391.00

Page 1 of 1, 10.. O—9———
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Date: 15/10/2024

Time: 14:40:53
Date From: ov/os2024
Date T noy2025

Transaction from: |
Trancaction To: 99,999,950

Practice Company

Day Books: Bank Receipts (Detailed)

Dept From: o
Dept T %

Bank: 1200 Currency: Pound Striog

Mo Twe N/C Date  Rel Details Dept Mot £
9 BR300 010y 014 Captal nvotheed 0 1000000
2 BR 400 030404 THI Tashsks 0 25000
2 B 4000 1004204 T2 Tahoe 0 15000
2 R 4000 05062024 THI Tashsles 0 20000

Totals £ T

Tax £ 1/

000 19
000 T1
000 11
000 Tt

froc]

Page: 1

Bank From

1200

Bank o 1200

W/C From:

WCTor 000090

Gross £V

109000
3000 N
180N
200N

frozod

Bank Rec.
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15/10/2024 Practice Compan) Page: 1
Time: 13: Day Books: Supplier Payments (Detailed)
Date From: oo Bankrom: 1200
Dater 31/03/2025 Bank T 1700
Transaction From: 1 ‘Supplie from;
Tramadion To: 99,9999 Supler o1 2222221
Bank 1200 Curency Pound Stoing Bonk Rec
Ko Tywe AIC Date  Ref  Delails Netf  Taxf T/C GrossEV B Date
1w WEENS 31072000 Oua  Aschso Pament W0 o™ mw- N
oo 2 2500010015

- 31072024 5 75000718
15 P DISWORT 310720 Oue  ArchsePoyment B0 0w T 700 N

- oo 3 70001016

Totals £ froero i ]
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Invoice
Simply Stationery
32 High Street,Benton, Digbyshire DG17 2LD
Tel: 01234 56789
Email: sales@simplystationery.co.uk

www.simplystationery.co.uk
VAT reg: 862 113 49

Date: 05.03.24:
Invoice To: Invoice No: 124:

Sue's Insurance Agency,
23 High Street,

Benton

Digbyshire

DGI7 4LU

Description | Qty | Price | Total | Discount | Net

A4 Copier
paper

6 £5.00 £30.00 £0.00 £30.00

Print Cartridge 1 £25.00 | £25.00 £0.00 £25.00

Hanging Files 2 £10.00 | £20.00 £0.00 £20.00

Goods Total: £75.00

Less Discount: £ 0.00

Net Sales:  £75.00

VAT @20%: £15.00

Total Sales:  £90.00

Term: 30 days
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Credit Note

Simply Stationery
32 High Street,Benton, Digbyshire DG17 2LD
Tel: 01234 56789
Email: sales@simplystationery.co.uk

www.simplystationery.co.uk
VAT reg: 862 113 49

Date: 05.03.24:
Invoice To: Invoice No: 124 C:

Sue's Insurance Agency,
23 High Street,

Benton

Digbyshire

DGI7 4LU

Description | Qty | Price | Total | Discount | Net

Hanging Files 2 £10.00 | £20.00 £0.00 £20.00

Goods Total:  £20.00

Less Discount: £ 0.00

Net Credit:  £20.00

VAT @20%: £4.00

Total Cre

: £24.00
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Statement Summary

Bank : 1200 Bank Current Account
Statement Reference : June 2024
Ending Balance : = Statement Date

Need to reverse a previous recondliation for this bank account?

Interest Earned :

Amount 0.00 = Date: 15/10/2024 = NC:
Account Charges :

Amount : 0.00 = Date: 15/10/2024 = NC:

15/10/2024 =

Reverse a reconciliation

v TC: T9 0.00 v

v TC: T2 0.00 v

OK Cancel
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Date: 15/10/2024
Time: 17:41:16

1200

Bank Current Account
Currency:

Book Balance: £

Pound Sterling

7805.00

Statement Ref: June 2024

Date

01/04/2024
03/04/2024
05/04/2024
10/04/2024
01/06/2024
05/06/2024
20/06/2024
30/06/2024
30/06/2024
30/06/2024

Ref.

0134

Till1

TRANS

Tl 2

1234

Till 1

Online

Salary transfer
Online

Online

Bank Reconciliatit

Statement Date: 30/06/2024

Details

Opening Balance

Capital introduced to the business
Till cash sales
Transferred to petty cash
Till cash sales

Rent paid

Till cash sales

Sales Receipt

Salaries paid

Sales Receipt

Purchase Payment

Totals:
Closing Balance:

Page: 1

Reconciliation Date: 15/10/2024

Payments Receipts
10,000.00
300.00

100.00
180.00

800.00
240.00
120.00

1,200.00
240.00

100.00
2,200.00 11,080.00
8880.00
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Invoice

Handson’s Hardware
Unit 10 Leestone Industrial Estate, Newtown, Digbyshire DG14 7PQ
Tel: 01234 123456
Email: sales@handsonshardware.co.uk
www.handsonshardware.co.uk
VAT reg: 987 654 49

Date: 12.05.24:
Invoice To: Invoice No: 4673
Jo Tester,

74 Acacia Avenue,

Benton

Digbyshire

DGI7 4GH

Description | Qty | Price | Total | Discount | Net

Hammer 1 £15.00 | £15.00 £0.00 £15.00

Nails £9.00

£9.00 £0.00 £9.00
box

Ladder 1 £90.00 I £90.00 £0.00 £90.00

Goods Total: £114.00
Less Discount: £ 0.00

NetSales:  £114.00

VAT @20%: £22.80

Term: 30 days £136.80
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Date: 15/10/2024 Practice Company Page: 1
Time: 17:18:12 .
Aged Debtors Analysis (Detailed)
Date From: 01/01/1980 Customer From:
Date To: 15/10/2024 Customer To: 72222722
Include future transactions: No
Exclude later payments:  No
** NOTE: All report values are shown in Base Currency, unless otherwise indicated **
AIC: CHARLES Name:  Charles Garage Contact: Tel:
No TypeDate  Ref  Deails Balance  Futwe  Curent  Periodl  Period?  Period3 Older
2 SI 01/06/2024 244 Machine refilled 360.00 0.00 0.00 0.00 0.00 0.00 360.00
16 S 15102024 1 Chubby Lollpops 1440 000 1440 0.00 0.00 000 000
Totals: frzen) % e 5% % % X
Tumover: 31200
Credit Limit £ 0.00
AIC: HARRYS Name:  Harys Shack Contact: Tel:
No  Type Date Ref Details Balance Future Current Period1  Period2  Period3 Older
18 SI 15/10/2024 2 ‘Star bar chocolates 28.80 0.00 28.80 0.00 0.00 0.00 0.00
A s 20077204 250 Misc sveets 168,00 000 000 000 168.00 000 000
Totals: JEa % pEE g e} [ [
Tumover: 16400
Credit Limit £ 0.00
AIC JONES)  Name:  JJones contact: Tel:
No  Type Date Ref Details Balance Future Current Period1  Period 2 Period 3 Older
4 SI 05/06/2024 246 Machine refilled 240.00 0.00 0.00 0.00 0.00 0.00 240.00
29 SU 12/07/2024 248 Peppermint display 360.00 0.00 0.00 0.00 0.00 360.00 0.00
Totals: 60000 0:00 0:00 000 000 360.00 240.00

Iremeven 500.00
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