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Records, investigates simple financial records, recordkeeping procedures and 
legal requirements for records. Part B, Manage Finances: Financial Reports, 
then examines preparing and analysing simple financial reports including income 
statements, cash flow statements and balance sheets. A business’s tax obligations are 
also addressed. Finally, Part C, Develop Financial Plans, examines profit planning, 
capital expenditure, budgeting, cash flow management and financing decisions. 
There is also a glossary at the end of the book of key recordkeeping and financial 
terms.

Each chapter has exercises within the text, a list of key terms, and a multiple-choice 
quiz. There are also assessment activities at the end of key chapters. The answers to 
the quizzes can be found at the end of the book.

After reading this book, you should be able to record, report on and plan financial 
performance to successfully run a small business.
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About the author

Ian Birt is an accountant and registered tax agent, with degrees in accounting and 
law. He has worked extensively in small business, at every level, and for an accounting 
firm specialising in small business clients – giving him extensive experience and broad 
background knowledge. He has been self-employed for many years, advising a wide 
range of small businesses. 

This practical handbook is based on his many years experience as a business consultant, 
accountant, tax agent, trainer and author of business textbooks. Over this period, Ian 
has also advised many people starting out on their own, or already in self-employment, 
providing various kinds of services.

Ian has written several successful books covering all aspects of small business 
management. 
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it the right way, getting expert help when needed, and keeping it simple. He has also 
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A financial transaction generally refers to any business dealing which directly results in 
an immediate or deferred flow of cash either into or out of the business – for example, 
cash or credit sales, cash or credit purchases.

Table 1.1 shows the main categories of financial transactions and their effect on the cash 
flow of the business . 

table 1.1 Financial transaction categories

transaction type transaction description Cash flow effect

Sales Income earned by the operation from 
the sale of its goods or services

Cash inflows

Expenses Purchases of goods or services used in 
the operation to generate its income

Cash outflows

Asset acquisitions Outlays for long-term physical (or 
fixed) assets used in the operation

Cash outflows

Asset disposals Disposals of long-term physical (or 
fixed) assets used in the operation

Cash inflows

Borrowings Money borrowed from external 
sources for use in the operation

Cash inflows

Loan repayments Repayments of loans Cash outflows

Capital 
contributions

Money contributed by business 
owners into their business

Cash inflows

Owner drawings Money taken by business owners from 
their business

Cash outflows

types of Financial Records

The types of financial records you will require depend on the nature of your business 
activity. Financial records can be separated into three broad types:

	 source documents

	 cash journal books

	 other financial records.
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Source documents

Source documents provide evidence that a financial transaction has occurred and are 
normally issued at the time of the transaction – examples are invoices, receipts, cheque 
butts, deposit slips. 

Source documents are investigated in Chapter 2. 

Cash journal books

Written journal books, or cashbooks, summarise chronologically (in date-order) the 
financial transactions of the business from its source documents. The main cashbooks 
are the cash receipts journal and cash payments journal.

Journal books are examined in Chapter 3.

other financial records

Other financial records may be required to control specific functions of your operation. 
These records also help explain the financial transactions of your business. These 
records include sales registers, wages books, job records, fixed asset records, stock 
records, debtor records and creditor records. 

These records are outlined in Chapter 4.

the Financial Recording System

Many small businesses adopt a single-entry cash recording system to record their 
financial transactions. This is the simplest financial recording system and involves the 
least amount of administrative time. The single-entry cash recording system is the one 
followed in this book. 

An overview of the components of a simple cash recording system is shown in Figure 1.3. 
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the business began. Owner’s drawings are deducted separately.

For companies, this section is headed ‘Shareholders’ equity’ and shows:

	 Shareholders’ capital (issued share capital)

	 Net profit retained

	 less Dividends paid.

	 Total owner’s equity. Total owner’s equity is calculated as the sum of capital 
plus net profit retained, less any drawings. Total owner’s equity is the same as 
the amount of net assets calculated.

For companies, total shareholders’ (that is, owners’) equity is calculated as the 
sum of shareholders’ capital plus net profit retained, less any dividends paid.

Note, it is common to deduct ‘drawings’ from cumulative ‘net profit retained’ at the start 
of the period when preparing a balance sheet for each new year. This is done so that 
yearly drawings can be seen in each balance sheet. This is illustrated in the following 
example.

example 8.1

In year one, net profit is $60,000; drawings are $25,000.

In year two, net profit is $70,000; drawings are $25,000.

The Owner’s Equity section of the Balance Sheet at the end of each year can be presented 
as follows:

Year one Year two

Net profit retained $60,000 $130,000

less Drawings $25,000 $50,000

total owner’s equity $35,000 $80,000

Alternatively, it can be presented in the following way:

Year one Year two

Net profit retained $60,000 $105,000

less Drawings $25,000 $25,000

total owner’s equity $35,000 $80,000
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exercises

1. What financial information is found in a balance sheet?

2. Explain the difference between a current asset and a non-current asset. Give 
one example of each.

3. Explain the difference between a current liability and a non-current liability. 
Give one example of each.

4. How are net assets calculated in the balance sheet?

Preparing balance Sheets

A balance sheet is a statement showing the assets and liabilities of the business at a point 
in time. The statement is a snapshot of the business’s financial position at the end of 
each financial period. For example, an annual balance sheet for the year ended 30 June 
201X will show the financial position of the business as at 30 June 201X.

In a single-entry cash recording system, a balance sheet is prepared from various 
financial records at the specified date. Financial details on these records are transferred 
to the relevant sections of a fixed-format balance sheet.

Figure 8.2 describes a simple annual balance sheet format and the record sources used 
in its preparation.

Figure 8.2 Record sources for balance sheet

My business

bALANCe Sheet AS At 30 JuNe 201X

Item $ explanation of record source
ASSETS

Current assets

 Cash at bank ……... Cashbook balance at end of period (see Ch. 3)

 Stock-on-hand (@ cost) ……... Total stock value on stock count sheets at end of 
period
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The ARR of the industrial oven is:

 $7,800 
 × 100 = 13%

 
$60,000

The ARR of the cold-storage freezer is:

 $5,600 
 × 100 = 14%

 
$40,000

The preferable investment is the cold-storage freezer because it has the higher ARR.

The main disadvantage of the ARR method is that it does not take account of the 
changing value of money over time. Another disadvantage is that it is based on profit 
rather than the cash flows expected to be generated by investments.

Payback period method

The payback period method is a simple and widely used evaluation technique. It requires 
an estimation of the likely cash flow effects of using the proposed long term asset during 
its period of use.

The payback period is the number of years it will take to pay back the original asset 
outlay from the extra net cash flows expected to be produced by using the asset. 
Any acquisition decision is based on what is considered to be an acceptable payback 
period. The shorter the payback period, the more acceptable the asset. If alternative 
assets are being considered, the one with the shortest payback period is considered to 
be the best.

To work out the payback period for a proposed long term asset, you need to know its 
initial cost as well as the cash flows that will result from its use. The initial cost of an 
asset includes:

	 the purchase cost of the asset,

	 the cost of transporting the asset to your business, and

	 the cost of installing the asset ready for use.
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The cash flow effects of using a non-current asset could include:

	 cash inflows from increased sales,

	 cash inflows from savings in operating expenses,

	 cash inflows from the sale of the asset at the end of its useful life, and

	 cash outflows for extra operating expenses (for example, loan repayments, 
repairs and maintenance).

example 12.4

Helen operates a small toolmaking business. She is considering purchasing a lathe for 
$3,800 (including delivery), which costs $150 to install. She estimates the useful life of the 
lathe to be five years.

Helen calculates the likely net cash flow effects of using the lathe as follows:

Cash inflows less Cash outflows = Net cash flows

Initial outlay $3,950 ($3,950)

Year 1 $2,500 $1,300 +$1,200

Year 2 $2,500 $500 +$2,000

Year 3 $3,000 $500 +$2,500

Year 4 $2,500 $500 +$2,000

Year 5 $2,000 $500 +$1,500

Payback period: 3 years

Based on these cash flow estimates, it would take three years to pay back the original asset 
cost of $3,950. The proposal should be accepted if a payback period of three years or less 
is considered acceptable.

Suppose, further, that Helen is considering, as an alternative, purchasing a grinder for her 
business. The grinder costs $4,400 plus a delivery charge of $100. She estimates the useful 
life of the grinder to be four years.
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Helen calculates the likely net cash flow effects of using the grinder as follows:

Cash inflows less Cash outflows = Net cash flows

Initial outlay $4,500 ($4,500)

Year 1 $3,600 $1,200 +$2,400

Year 2 $3,600 $1,200 +$2,400

Year 3 $3,800 $1,200 +$2,600

Year 4 $3,500 $1,500 +$2,000

Payback period: 2 years

Based on these estimates, the payback period for the grinder is two years. Of the two 
alternatives, the grinder is preferred because its estimated payback period (two years) is 
shorter than the estimated payback period for the lathe (three years).

Although the payback method is a relatively simple evaluation technique, it does 
have shortcomings. The payback method favours assets that generate large net cash 
flow surpluses in their early period of use. Assets which generate higher net cash flow 
surpluses over their total period of use will be rejected if their surpluses are lower in 
the early part of the period. Another shortcoming is that the payback method does not 
consider any differences in timing of expected cash flows when comparing alternative 
asset proposals. 

Net present value (NPV) method

The NPV method is a relatively complex evaluation method. Like the payback period 
method, it requires the estimation of the likely cash flow effects of using the proposed 
long term asset during its period of use. The NPV method, however, overcomes the 
short comings of the payback method by taking into account the timing of the expected 
net cash flows.

The NPV method measures the excess of net cash flows expected (after allowing for 
timing differences of cash flows) to recover the initial asset outlay. To take account of 
the timing of the expected net cash flows, the estimated net cash flows for each year of 
asset use are converted to their equivalents at a common time base at the start of the 
asset’s useful life. This converted value is the present value of the annual net cash flow.
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	 purchases budget

	 cost of production budget

	 cost of goods sold budget

	 operating expenses budget.

The type of operating budgets to use will depend on the type of business activity - that is, 
whether manufacturing, trading or service providing. Very small businesses, however, 
do not generally require operating budgets.

Capital budgets

Capital budgets summarise proposed acquisitions and disposals of fixed (long-term) 
assets used in the operation. Proposed capital expenditure was examined in Chapter 12. 
Estimates in capital budgets are used to complete financial statement budgets.

Financial statement budgets

Financial statement budgets are the main financial plans of the business. They are 
composite budgets that summarise the estimates in the operating and capital budgets of 
the operation. They are presented in the same fixed formats as financial statements for 
past results (see Part B). This enables direct comparisons to be made.

The main financial statement budgets are:

	 budgeted income statement (or profit plan) 

	 budgeted cash flow statement

	 budgeted balance sheet.

Static budgets

Static budgets show estimates at one level of assumed business activity.
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example 13.1

A static sales budget is illustrated as follows:

Sales budget

July $

Sales 14,000

TOTAL $14,000
 

Flexible budgets

Flexible budgets show expected results at various levels of assumed business activity.

example 13.2

A flexible sales budget is illustrated as follows:

Sales budget

July – Worst 
expected ($)

July – Best 
expected ($)

Sales 14,000 16,000

TOTAL $14,000 $16,000

Flexible budgets save time, as new budgets do not have to be prepared if business activity 
changes. 

Short-term budgets

Short-term budgets are prepared for periods of up to one year ahead. Budgets can be 
prepared on a weekly, monthly, quarterly or yearly basis.
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Long-term budgets

Long-term budgets are prepared for periods exceeding one year and up to five years 
ahead. For example, a three-year operational business plan will include annual budgets 
over the three-year period of the plan.

exercises

1. What is an operating budget?

2. What are flexible budgets? Why are they prepared?

3. Distinguish between short-term and long-term budgets. 

budget-building Process

Budgets are interrelated. Figure 13.1 shows the annual budget-building process for yearly 
budgets. Relevant operating budgets are prepared in the order shown, starting with the 
sales budget, and ending with the operating expenses budget. Any capital budgets are 
also prepared. Relevant estimates in operating budgets and capital budgets are used to 
prepare financial statement budgets. Financial statement budgets are prepared in the 
order shown, beginning with the budgeted income statement. The budgeted balance 
sheet should always be the last budget prepared, because it shows the anticipated 
financial position at the end of the budget period. 

The types of budgets to use will depend on the particular business activity. The relevant 
budgets to prepare for each kind of business activity are as follows: 

Manufacturing businesses 

	 Sales budget ($)

	 Production budget (units)

	 Purchases budget (units)

	 Cost of production budget ($)

	 Cost of goods sold budget ($)
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