The Balance Sheet and The profit and Loss Account
1) The Balance Sheet: introduction
Your balance sheet is a financial statement at a given point in time. It provides a snapshot summary of what your business owns or is owed - assets - and what it owes - liabilities - at a particular date.

The balance sheet therefore shows how your business is being funded and how you are using these funds.

There are two ways you may use your balance sheet:

· to help you and other interested parties such as investors, creditors or shareholders to assess the worth of your business at a given moment

· as a tool to help you analyse and improve the management of your business

2) Balance sheet reporting - who, when and where?

Limited companies and limited liability partnerships must produce a balance sheet as part of their annual accounts for submission to:

· Companies House

· HM Revenue & Customs (HMRC)

· shareholders 
As well as the balance sheet, annual accounts include the:

· profit and loss account

· auditor's reports
· directors' report

· notes to the accounts - these should provide any information you think may be relevant, eg supplementary financial information or additional detail

Other parties who may wish to see the accounts - and therefore the balance sheet - are:

· potential lenders or investors

· potential purchasers of the business

· government departments carrying out inspections 
· employees

· trade unions

Other key benefits of producing a balance sheet include:

· if you want to raise finance, most lenders or investors will want to see three years' accounts

· if you want to bid for large contracts, including government contracts, the client will  want to see audited accounts

· producing formal accounts - including a balance sheet - will help you monitor the performance of your business

3) Contents of the balance sheet

A balance sheet shows:

· fixed assets - long-term assets
· current assets - short-term assets
· current liabilities - what the business owes and must repay in the short term

· long-term liabilities - including  shareholders' capital

Fixed assets include:

· tangible assets - eg buildings, land, machinery, computers, fixtures  - shown at their depreciated value 
· intangible assets - eg goodwill, intellectual property rights (such as patents, trade marks and website domain names) 
Current assets are short-term assets and  include:

· stock

· work in progress

· money owed by customers

· cash in hand or at the bank

· short-term investments

· pre-payments - eg advance rents

Current liabilities are amounts owing and due within one year. These include:

· money owed to suppliers

· short-term loans, overdrafts or other finance

· taxes due within the year - VAT, PAYE (Pay As You Earn) and National Insurance

Long-term liabilities include:

· creditors due after one year;
· capital and reserves - share capital and retained profits, after dividends (if your business is a limited company), or proprietors capital invested in business (if you are an unincorporated business)

4) Interpreting balance sheet figures

A balance sheet shows:

· how solvent the business is

· how liquid its assets are - how much is in the form of cash or can be easily converted into cash, ie stocks 
· how the business is financed

A balance sheet is only a snapshot of a business' financial position on one particular day. The individual figures can change in a short space of time and the total net assets (assets less liabilities) would only change dramatically if the business was making large profits or losses. For example:

if you hold large inventories of finished products, a change in market conditions might mean their value is reduced. You may even need to sell at a loss. 

Fixed assets

These are shown at their depreciated values. This is the method to calculate depreciation of an asset: 
write off the same charge over the calculated life of the asset. For example, you may decide that a computer bought for £2,000 has a useful life of five years so that you will write off 20 per cent of its value each year.
Depreciation costs must be realistic and you may wish to approach your accountant for further help.

5) The Profit And Loss account: introduction

A profit and loss account is a summary of business transactions for a given period - normally 12 months. By deducting total expenditure from total income, it shows on the 'bottom line' whether your business made a profit or loss at the end of that period.

A profit and loss account is produced primarily for business purposes - to show owners, shareholders or potential investors how the business is performing. But most of the information is also used by HM Revenue & Customs to work out your tax bill.

6) Profit and loss accounting periods and financial years

For the purposes of profit and loss account, accounting periods and financial years vary depending on the type of business in question.

Accounting periods for the self-employed and partnerships

Self-employed and partnership accounts should ideally be made to 31st March or 5th April, although different accounting periods can be used in certain circumstances.

Accounting periods for limited companies

Limited companies can make their accounts up to any date. The accounting period is also referred to as the company's financial year. A normal accounting period will be 12 months, but sometimes it can be shorter - for example when a company started business in the middle of the year, but wants its financial year to end on December 31.

7) Do all businesses have to produce formal profit and loss accounts?

By law, if your business is a limited company or a partnership whose members are limited companies, you must produce a profit and loss account for each financial year.

Self-employed sole traders and most partnerships don't need to create a formal profit and loss account - the information they complete on the self-assessment tax return form amounts to the same thing.

However, there are key benefits to producing formal accounts. If you want your business to grow, or need a loan or mortgage, for example, most institutions will ask to see three years' accounts.
8) Keeping accurate records

Whatever your business type, by law you must keep accurate records of your income and expenditure. The self-employed must keep records for five years and limited company or partnership records for six years.
Accurate record keeping has important benefits. It:

· gives you the information you need to manage your business and make it grow

· enables you to report on your profit or loss easily and quickly when required

· will improve your chances of getting a loan or mortgage
· makes filling in your tax return easier and quicker

· helps you or your company avoid paying too much tax
· helps you plan and budget for tax payments

· reduces the risk of interest or penalties for late tax payments

· helps reduce fees if you use an accountant - your annual accounts will be far easier to produce

The basic records you will need to keep are:

· a list of all your sales and other income       
· a list of all your expenditure, including day-to-day expenses and equipment 
· a separate list for petty cash expenditure if relevant

· a record of goods taken for personal use and payments to the business for these

· a record of money taken out for personal use or paid in from personal funds -  this applies to limited companies

· back-up documents for all of the above

9) Business income: sales

Business income falls into two categories for profit and loss reporting:

· sales or 'turnover'

· other income

For information on the second category, see the page in this guide on business income: other.

Business sales or turnover

Your business' total sales of products and/or services in a trading year is referred to as turnover. This is the starting point for your profit and loss account.

How you record sales will vary according to your business type and size. You may use a simple list or 'ledger' in a book, a tailored spreadsheet, or a computer software program. Whichever system you use, you need to ensure that it is accurate and updated regularly. Read an example sales record for a sole trader service business - Opens in a new window.

Sales records back-up

The back-up records for your sales ledger fall into two categories, and will vary according to your business type:

Sales documentation:

· copies of sales invoices issued by you 

· rolls of till receipts 

· records of money you pay into the business when taking goods out for personal use - note that if you take goods out of your business without paying for them you still owe the business for them, and so will have to add the retail cost of the items to your overall pre-tax profit figure 

Proof of income relating to the above:

· paying-in slips 

· bank/building society statements and similar 

If you operate on a 'cash only' basis you must keep detailed records of your income in your sales book or ledger and be able to relate these to your expenditure, cash in hand and bank statements.

10) Business income: other

As well as reporting sales income, you need to report income to the business from other sources, for example:

· interest on business bank accounts 

· sale of equipment you no longer need 

· rental income to the business 

· money you put into a limited company from personal funds 

Recording other income
· Record equipment sales in your sales ledger, or on a separate schedule of assets if you prefer. 

· Keep a record of any rental income, for example if you sub-let part of your office to someone else. 

Back-up documentation
By law you must keep paying-in slips and/or bank statements to account for your additional business income. Ideally, you should be able to cross-reference this documentation to the above 'other income' records.
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