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Company Accounts 

Accounting in an organisation can be described in two ways: 

• Management Accounting: The continuous process of analysis, planning and control in the 

context of providing decision support for financial decision makers. 

• Financial Accounting: This covers the actual recording of every financial transaction and 

hence operates in a historical time frame. It is also involved in the preparation and 

publication of the external set of financial statements. 

In the UK, company accounts must be filed with the Registrar of Companies, where they are 

available for anyone to look at.  

They comprise: 

• Director's Report 

• Profit and Loss Account 

• Balance Sheet 

• Source and Application of Funds Statement (together with detailed notes). 

Financial accounts are required for statutory purposes, being filed with the Registrar of Companies 

and used for taxation purposes for example. Financial accounting is the key to the sourcing and 

allocation of funds within the organisation. 

Users acquiring these accounts will include potential and existing: 

• competitors 

• customers 

• suppliers 

• shareholders 

and 

• external analysts 

• banks and other lenders 

• government 

• tax authorities 

• employees 

• managers 

• press/media 

• general public. 

An understanding of the organisation's position in terms of profitability and financial strength will 

have a large impact on the way in which managers will be required to manage the day to day 

running of the business. 

Many organisations regularly circulate details of their balance sheet and profit and loss account to 

keep employees aware of the organisation's financial situation. However, most people need some 

guidance on how to interpret them. It's important that you understand the structure and purpose of 

the balance sheet and profit and loss account both for your own information and so that you can 

help other members of your team to understand the basics. 
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The Balance Sheet 

Let's begin by defining some terms: 

• Liabilities - the amounts owed to suppliers of money, goods and services. 

• Assets - the things an organisation owns. 

 

Liabilities 

To start any business, it's necessary to raise the finance to buy all of the things the business needs - 

equipment, tools, stock, etc. The main methods are: 

• The money the owners put into the business. For a sole trader or partnership this would be 

called their Capital, whereas for a limited company it would be by way of taking up shares in 

the business and would be called the Share Capital. If we look at our definition of a liability it 

seems a bit strange to think of a business owing its owners money, but their investment 

needs recording and would be repaid if the business were to be wound-up. 

• The money can be borrowed for a period of more than one year; in this case it is called Loan 

 

Capital 

Assets: there are three main groupings of assets: 

• Fixed Assets - the things the business intends to keep to use for income generation, such as 

property, vehicles, equipment, tools, office furniture.  

• Current Assets - the things that the business intends to turn over, use up or sell within 

twelve months, such as stock, debtors, bank balances and cash. 

• Investments - these could relate to surplus monies that the business has put away to earn 

interest until it needs them, for example, in a building society account. They could also relate 

to investments in other businesses, such as shares in an important supplier. 

Because we record the dual nature of each transaction there must always be a balance in our 

records between where the money came from and where it went. The summary of the assets and 

liabilities which shows them to be equal is called a Balance Sheet. 

Share Capital + Loan Capital (Liabilities) = Fixed Assets + Current Assets + Investments (Assets) 

As the organisation grows, both sides of the equation must increase by equal amounts, which 

therefore brings us to the third place a business can get money from - Retained Profits. Profits 

retained in the business are entered on the liabilities side of the balance sheet under the heading of 

Reserves or Profit and Loss Account. 
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Share Capital and Resources = Fixed Assets 

Current Assets 

Investments 

Less Loan Capital 

If we increase the assets of a business, we must also increase our capital or liabilities. If we decrease 

our assets we must decrease our capital or liabilities. The only exception to this rule is if we fund an 

increase in one asset by decreasing another. 

The performance and profitability of an organisation are assessed over a specific period of time 

known as the accounting period - usually twelve months. The performance of the organisation can 

be assessed by comparing the figures for different accounting periods. This allows you to answer 

questions such as: has our profit increased? How much has the company grown over the last year? 

The value of the business at the end of each accounting period is recorded in the balance sheet. 

 

Definition of the Balance Sheet 

Let's look at another two definitions:  

• A balance sheet is a statement of the assets and liabilities of an organisation at a specific 

moment in time. 

Or we could say it is:  

• A statement of what the organisation owns (assets) and what it owes (liabilities). 

Therefore, even if we do not intend to repay a debt for some years ahead we must still record that 

liability to pay. We record all the 'accrued' debts and assets up to date; hence the term accrual 

accounting. Using this principle, it's clear that an organisation's cash resources are just one of its 

many assets, and that 'accrual accounting' is different from, and more comprehensive than, cash 

accounting. 

This last point is very important. It is easy to confuse making a profit with accumulating cash, but in 

fact they are different. Nevertheless, cash is a very important asset, possibly the most important one 

of all. 

Two other important terms are: 

• Creditors: suppliers of goods, money and services to the organisation which the organisation 

has not yet paid for. 

• Debtors: customers who owe the organisation money for goods or services they have 

received from it. 

So far, we have made no distinction between short term items and long-term items. The share 

capital is a permanent part of the company's financing, but both the stocks and the debtors will 

change quickly (when the unsold stock is despatched to more customers, and when the first 

customers pay their bills). We can therefore split the balance sheet two ways, into 'Assets' and 

'Liabilities', and into 'current' and longer-term items; like this: 
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• Sources of Finance Fixed Assets 

• Current Liabilities Current Assets 

The standard format of a Balance Sheet 

Because balance sheets are normally printed on upright sheets of A4 paper, they are usually 

arranged in a 'vertical' format. A typical balance sheet might look like this: 

 

At 10 April 20XX  

Fixed assets      4 

Current assets  

Stocks       5 

Debtors       4 

Cash at bank      3 

12 
Current liabilities   

Creditors: Amounts falling due within one year  2 

 

Net current assets     10 

 
Total assets less current liabilities   14 
Creditors: Amounts falling due after more than one year  3 
Net assets      11 
 

Capital and reserves   

Issued share capital     10 

Retained profits       1 

11 
 

 

The standard headings found in a consolidated balance sheet are: 

• Fixed Assets 

• Intangible Assets 

• Tangible Assets 

• Investments 

• Current Assets 

• Stocks 

• Debtors 

• Investments 

• Cash at Bank and in Hand 

• Creditors: amounts falling due within one year 

• Net Current Assets 
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• Total Assets Less Current Liabilities 

• Creditors: amounts falling due after more than one year 

• Provisions for Liabilities and Charges 

• Net Assets 

• Reserves  

- Capital  

- Revenue. 

• Called up Share Capital 

• Share Premium Account 

• Revaluation Reserve 

• Profit and Loss Account. 

 

Key Terms on the Balance Sheet 

Fixed Assets - can be separated into two categories: 

• Intangible Assets - those which have no physical form, such as goodwill and brands. 

• Tangible Assets - assets which have a physical identity such as land and buildings, plant and 

machinery, vehicles. 

Reserves may be: 

• Capital reserves - these are reserves which are not generated through the normal trading 

activities of a company. They usually include one-off items such as share premium, and the 

revaluation of properties. There are limits as to their distribution. 

• Revenue reserves, or reserves earnings - these are the accumulated profits generated by a 

company. 

• Revaluation reserves - fixed assets, normally land and buildings are periodically revalued in 

the UK to reflect current market values. The adjustment is usually an increase in the fixed 

assets and a corresponding increase in the revaluation reserve. 

Some examples of current assets and current liabilities. As you read through, do a mental check to 

be sure you understand why each one is so classified. 

Current Assets, such as: - 

• Cash in hand 

• Work in progress 

• Trade debtors 

• Bank current account 

• Raw materials 

• Stationery stocks 

Current liabilities, such as: - 

• Bank overdraft 

• Wages owing 

• Trade creditors 
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Profit and How it is Earned 

When an organisation sells goods for more than they cost, it clearly makes a profit. When the value 

of an organisation goes up we call that a profit. We need therefore to define the term 'profit' more 

precisely. To quote an old saying: Turnover is vanity - profit is sanity! 

Definition of Profit: the increase in the net assets of an organisation as shown by comparing the 

balance sheet at the end of an accounting period with the balance sheet at the beginning of that 

period, after making due allowance for capital paid in or dividends paid out 

or we can say: profit (or loss) represents the growth (or shrinkage) of a company as a result of its 

trading activities over any chosen period of time 

profit equals income less expenses 

The 'accounting period' can be any interval of time; a week, a month, three months, a year. We can 

represent what is going on by a simple diagram: - 

 

 

 

The diagram shows us the time relation between successive balance sheets and the other major 

accounting document, the profit and loss account (which we'll focus on later). Balance sheets show 

us the state of the organisation at a specific moment in time. The profit and loss account tells us how 

the organisation got there from the previous balance sheet. 

 

Let's define some more terms: 

• Trading Income and Expenses: Trading income is what customers pay us for the goods or 

services our organisation has provided. But when do we actually earn this income? The 

convention for UK trading is that this happens when we invoice the customer - we are 

confident the customer will pay (sooner or later), so debts owed to us are as much an asset 

as the cash. 

• Direct and Indirect Expenses: What about expenses? We can distinguish two types; direct, 

and indirect or 'overheads'. Direct expenses are those directly attributable to the goods or 

services supplied to the customer.  

To find out what we mean by 'attributable to ...' let's look at a balance sheet example. 

Suppose a company on 1 March had goods worth £6,000 in its warehouse. It then despatched half 

this stock to various customers and sent out invoices totalling £4,000. The directly attributable 
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expense was the value of the goods despatched, i.e. £3,000 or half the stock. This was the original 

cost of the goods despatched. 

Cost of Sales  

This direct expense is called the cost of goods sold or, more briefly the cost of sales.  

So, the profit calculation would be: 

Sales revenue - £4,000 

less 

Cost of goods sold - £3,000 

Gross profit - £1,000 

You'll notice that we did not deduct any expense when the company bought the goods in the first 

place, nor did we deduct the whole value of the stock. The rule is that for any accounting period it is 

only the assets consumed or used up by trading activities that are an expense in that accounting 

period. Here the assets (stock of goods) were 'used up' by being despatched to the customers.  

 

Overhead Expenses 

The indirect expenses involved in running a business can be visible outlays (paying wages for 

instance) or can be the acquisition of liabilities. Just by being in its premises, for example, a company 

generates a liability to pay rates and should record this as a short-term liability. 

 

• Income and Expenses: Income is made up of those things that, as a result of trading, will 

cause the net asset value to go up (all other things being equal).  

• Expenses are those things that cause the net asset value to go down (such as despatching 

goods to customers). We can now see why we include some financially significant 

transactions in our profit calculation and not others.  

 

The guiding rule is:  

• If the transaction will change the net worth of the organisation, then a profit or loss will be 

shown and that transaction will be included in the profit and loss account. For example, 

o receiving an interest payment on some short-term deposits (= profit) 

o marking down the value of fixed assets by making a depreciation charge (= loss) 

o discovering that some stock in the warehouse has been damaged and no longer has 

any realisable value (= loss). 

 

Many transactions however are self-balancing; they do not produce a change in net asset value and 

they do not earn a profit or loss. These are therefore not included in the profit and loss account.  

For example, 
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• taking delivery of goods with an accompanying invoice (increase in stock value equals 

increase in short term liabilities) 

• being paid by customers (cash up, debtors down) 

• receiving a valued order (no asset received, no liabilities incurred). 

 

Standard Format for Profit and Loss Accounts 

Although we consider the profit and loss account in more detail later, it's useful at this point to 

identify the key terms before we look at a worked example illustrating key accounting principles. 

• Turnover 

• Cost of Sales 

• Gross Profit 

• Distribution of Costs 

• Administration Expenses 

• Other Operating Income 

• Interest Receivable 

• Interest Payable and Similar Charges 

• Profit on Ordinary Activities Before Taxation 

• Tax on Profit on Ordinary Activities 

• Profit on Ordinary Activities After Taxation 

• Extraordinary Items 

• Profit for the Financial Year 

• Dividends 

• Profit Retained for the Year 

• Earnings per Ordinary Share. 

 

Some Definitions:  

• Sales (turnover): this is the total sales or operating revenue of the group and can be goods or 

services. Sales exclude VAT. 

• Cost of Sales: the cost may include manufacturing, wages and the depreciation of equipment 

as well as the value of the materials and services purchased. 

• Gross Profit: the difference between the turnover and cost of sales. 

• Other Costs: e.g. distribution, administration. 

• Other Income: e.g. rental from property owned by the company.  

• Operating Profit: Profit made when all expenses other than interest payable have been 

deducted. Sometimes called trading profit. 

• Interest Payable: Interest payable on loans. 

• Profit/Loss on ordinary activities before taxation: operating profit less interest payable. 

• Taxation: UK corporation tax and overseas taxes for companies operating abroad. 

• Extraordinary items: those items which derive from events or transactions outside the 

ordinary activities of the business and which are both material and expected not to recur 

frequently or regularly. This means that when you look at the profit and loss account you are 

able to distinguish between the sustainable performance from ordinary activities and 
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extraordinary activities. Items would include the cost of closing a factory or large-scale 

redundancies. 

• Profit/Loss attributable to shareholders: the amount that can be distributed to shareholders. 

• Dividends: distributable amount (after tax profit) to be distributed to shareholder. 

• Transfer to/(from) Reserves: profit remaining after deduction of above items. Also known as 

'retained' profit. 

• Earnings per Ordinary Share (EPS): the amount each ordinary share has earned during the 

year. 

 

 The Profit and Loss Account  

When an organisation calculates its profit, the process of calculation broadly breaks down into: 

• the manufacturing account (if it is a manufacturing company) 

• the trading account 

• the profit and loss account 

• the appropriation account. 

This four-way split relates to four different categories of activity an organisation may be engaged in: 

• making things 

• selling things 

• running the organisation 

• distributing the profit. 

 

Cost of manufactures 

The manufacturing account lists all those expenses incurred by a company which is making things 

instead of buying them ready made from some other company. These manufacturing expenses will 

include some overheads - but only those overheads directly related to manufacturing. We can 

therefore distinguish four categories of manufacturing expenses.  

• Direct materials: materials and components incorporated into the goods. 

• Direct labour: the wages and salaries of all those directly engaged in the production process. 

• Production overheads: this may include supervisory and production management salaries, 

maintenance staff, power, the rent, rates and repairs of the factory. 

• Depreciation of production machinery: strictly speaking, this is just another production 

overhead, but it's useful to distinguish it as a separate item of expense. 

A wholesaler or a retailer would not be involved in manufacturing and would therefore not need to 

calculate any manufacturing costs. For a non-manufacturing company of that type the initial 

transaction is the purchase of ready-made goods for sale. 'Purchases' would be the equivalent of 

'Cost of Manufactures'. 

For service organisations the situation may be simpler still. A travel agent or similar organisation 

carries no stocks of goods. Practically all the expenses of the business are what we call 'overheads' 

(salaries, administration expenses, rent and rates, etc.). In these cases, 'gross profit' is the same as 

sales revenue - the first significant figure would be the net profit before interest and tax. 
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Cost of Sales 

If a business provides goods or services it is likely that it will use up resources. Goods may be taken 

off the shelf, materials may be brought in specially for a tailor-made product and so on. In the case 

of professional services, such as a firm of accountants, the time taken by an employee on an 

individual client's affairs may be charged directly to that account. The unallocated portion of staff 

time would remain as an overhead expense. 

 

Gross profit 

The function of the trading account and its calculation of 'cost of sales' is to arrive at the gross profit. 

This profit figure is the profit the business earns by trading, by being in the market place and by 

acquiring and selling goods and services.  

Let us take the case of a wholesaler who, on one particular product, sets his selling price by adding 

half as much again on to what he paid for it.  

So, we might get: 

Purchase price £10 / unit 

Gross profit £5 

Selling price £15 

  

Mark up 

Consequently we talk about 'a 50 per cent mark-up'. However, since a company is in the business of 

meeting a market demand it may be more relevant to look at things from that viewpoint. We may 

then ask: 'For every £1 of business, how much do we make to pay the company's overheads?' We 

might then express the same situation like this: 

 

Selling price  £15 / unit 

less cost of sales £10 

Gross profit  £5 

  

Gross profit or margin % 

This gross margin (or gross profit expressed as a percentage of sales revenue) is vitally important to 

the management of a business.  

Hence, we have a gross margin of 33.3% (5/15 x 100). You will notice, therefore, that for the same 

transaction, 'mark-up' and 'gross margin' are not the same, although arithmetically related. 

What you can charge for a product may well be determined by market conditions; the purchase or 

manufacturing costs may be determined by technical factors. Therefore, the gross margin or the 

gross profit per £1 of sales may not be something the business can control or alter. That leaves two 

strategies (or a combination of them):  
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• sell enough volume to obtain sufficient total gross profit to pay the company overheads and 

produce a profit 

• cut those overheads to match the total gross profit obtainable through efficient, cost-

conscious management. 

  

Management Records 

Shareholders need to know how profitable the business is, but the details are not important. In 

contrast, management needs to follow, in detail, the cost and profit implications of all the activities 

of the business.  

These include:  

• stock levels and values 

• the value of work in progress and how the equivalent costs were made up 

• the unit value of goods ready for sale, as compared with prices quoted to the customer. 

All this information can be gleaned from the accounting system where detailed figures are recorded 

by accounting staff. In a simplified form, the flow of financial data in a business can be represented 

as follows: 

 

Transactions and the Effect on Profit 

The profit calculation is broken down, initially, into the following steps. 

1. Cost of manufactures. If your business is a manufacturing one, the role of the factory is to 

supply your warehouse with goods ready for sale. The total expenses (materials, power, 

wages, depreciation of manufacturing machinery, factory overheads) will be called the cost 

of manufactures or factory-gate cost. One can think of this cost as the total of all those 

expenses which the business would not have incurred if it had got someone else to 

manufacture the products. For a non-manufacturing wholesaler or retailer, the equivalent 

expense is the amount spent on buying in goods for sale, i.e. the 'purchases' expense. 
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2. Gross profit. The next step is to deduct the 'cost of goods sold' from the total sales revenue 

to show the gross profit for the period. This is the profit earned by the business by trading 

and so this calculation appears in what is called the Trading Account. 

 

It is important to remember that the 'cost of goods sold' or 'cost of sales' is not the same as 

the cost of manufactures or of purchases. The expense involved is only the value of those 

goods or services supplied to the customers, not what was spent on purchases. If we are 

drawing off stocks from the warehouse 'cost of sales' will be greater than the purchasing or 

manufacturing expenses; if we are building up stocks it will be less. 

3. Net profit. From the gross profit we can now deduct all the incidental expenses of running 

the business - all very necessary, but not directly part of trading. You can think of these 

expenses as the 'overheads', all those bills that would still have to be paid even if for a short 

period the company stopped trading (no sales, no cost of sales, no gross profit). The result of 

this calculation is our 'net profit'. 

 

4. Profit after interest payable. This is the profit after the cost of financing the business (i.e. 

debt finance). 

 

5. Profit after tax. The profit after paying the tax for being governed by the state. 

 

6. Profit retained in the business. This is the amount left after the shareholders have been 

given their dividend, to grow the company. 

 

A word of warning 

'Net profit' is a very ambiguous term. We must always ask 'net of what?'. The possible net profit 

figures we can identify are: 

• profit before paying interest 

• profit after interest but before tax 

• profit retained in the business after paying dividends. 

You can see that there is a whittling down process taking place as successive expenses are deducted 

from the earnings of the business until the retained profit is arrived at. This final figure is the amount 

by which the net assets of the company increase. 

 

Appropriation account 

We now have to decide what happened to the profit earned by the successful operation of the 

business. This calculation appears in the 'appropriation account' and is the fourth step in the 

breakdown of the overall profit calculation. In practice this 'appropriation' (of profit) calculation is 

usually lumped together in with the rest of the profit and loss account. 

 

Accounting standards 
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The preparation of accounts involves the exercise of a considerable amount of professional 

judgement. Assumptions and decisions have to be made and these can have a significant impact on 

how the figures are reported. 

Accountants preparing accounts must follow accounting conventions and principles, and must also 

prepare accounts in accordance with the Companies Act (1985) and all previous statutes. These 

accounting conventions and standards are agreed within Europe, then each government enacts 

them - puts them into legislation. 

Company reports should state the accounting policies they have used to produce the figures. 

Accountants can also refer to Financial Reporting Standards (FRSs) and Statements of Standard 

Accounting Practice (SSAPs). 

In the US there are also GAAP (Generally Accepted Accounting Principles). 

Efforts have been made to harmonise accounting practice within the European Community as a 

result of various directives. The major changes have come with the Fourth Directive which 

harmonised the basic structure and layout of the accounts, which must give a 'true and fair' picture 

of the companies' assets, liabilities, financial position and profit or loss. 

 

Public sector considerations 

Cash versus Accrual Accounting 

Historically, UK government reporting has been based on physical cash movements only, reflecting 

cash limits and the need for short term fiscal control. Cash accounting does not attempt to measure 

efficiency or effectiveness at all. We are now at the stage where: 

• central UK government still works on a cash basis 

• local UK government applies variously-modified forms of accrual accounting 

• the private sector, for all but the smallest organisations, uses full accrual accounting. 

To remind you of the difference, if a company buys goods it will only charge the cost to the profit 

and loss account when those goods are sold or used in the manufacturing process. Under cash 

accounting rules the cost would be charged as soon as the cash is transferred. Many public-sector 

systems are still based on the cash approach but enhance the results at year-end only into either 

'Income and converted payments' or 'Converted receipts and payments'. This means that accrued 

income or expenditure is only accounted for once a year, on a block basis, diminishing the control 

possibilities from the ongoing reporting system. 

 

Profit and Loss Account in the Public Sector 

The basic principles of the manufacturing, trading and profit and loss accounts may well be relevant 

to the public sector. For example, they will be particularly relevant if internal departments are 

planning to compete against private sector operators as services are privatised, etc. However, the 

appropriation account is not relevant, as taxpayers will not generally thank you for receiving more 

income than you needed to spend! The idea of the appropriation account is to record the return to 
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shareholders, tax liabilities and reinvestment in the business, none of which apply to the public 

sector. 

 

The split between direct expenses and overheads is identical, as is variable and fixed costs. Many 

local authorities operate fund accounts, whereby they maintain separate profit and loss accounts (or 

revenue accounts) for particular types of service. This equates to departmental reporting in the 

private sector. 

 

Depreciation and the Balance Sheet 

Traditionally, UK government reporting did not make use of the balance sheet approach, again due 

to the preoccupation with cash accounting. Now, more and more public-sector bodies produce 

balance sheets, but asset depreciation is often not calculated, making the balance sheet a very 

different report from those in the private sector. Because of the various forms taken by local 

government bodies over the years few have accurate, up-to-date records of fixed assets. This makes 

even the actual calculation of depreciation almost impossible. 

 

Often public-sector assets are financed by specific loans. The asset remains in the balance sheet at 

its cost, with any capital repayments on the loan deducted from it - the report thus shows the 

'Capital Outlay' less 'Capital Discharged'. In the private sector the method of funding the asset 

purchase would not affect its balance sheet valuation. However, depreciation equating to the cost 

would be written off against profit over the asset's useful working life. The lack of a depreciation 

charge in the public sector also produces non-comparable results if one organisation is using leased 

property for example, whereas another owns the asset. The private sector would always compute a 

depreciation charge to compare to the lease charges in this example, and would also revalue any 

major assets, particularly property, at regular intervals. 

 

Summary 

Two of the most useful sources of financial information are an organisation's balance sheet and 

profit and loss account. In this module we look at what each contains and how to analyse each one 

to gain valuable insight into an organisation's financial position. 

Every limited company must file reports with Companies' House, detailing the Directors Report, the 

Balance Sheet, the Profit and Loss Account, together with a Statement of Funds. 

Balance Sheet A balance sheet is a snapshot of what the company owns and owes as at the close of 

business on a particular day, which is nearly always the last day of an accounting period. Figures for 

some of the fixed assets such as land and buildings may be historic, since unless they have been 

revalued they will be at the original cost plus any significant expenditure on alterations. 

The balance sheets of large public companies have a series of explanatory notes which provide 

further valuable information. 
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Profit A profit is the increase in the net assets of a company. It is calculated by comparing the 

balance sheet at the end and of an accounting period with a balance sheet at the beginning of that 

period, after making due allowance for capital paid in or dividends paid out. 

Profit and loss account The profit and loss account shows income and expenditure for a trading 

period. 
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