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Keeping a digital agency’s financial house in orderis no small
feat, from managing client budgets to steering the ebb and
flow of project-based revenue.

However, digital agencies can thrive with the right accounting
practicesin place - and the sooner you lay that foundation,
the better.

In this guide, we'll explore the fundamentals of accounting
for digital agencies, including managing fluctuating cash
flows, implementing stronger client billing processes,
ensuring tax compliance and much more.

You'll leave with some excellent tips and best practices to
apply toyouragency’s finances. But first, let’s take a step
back and explore the financial challenges digital agencies
often find themselves facing
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What are digital agencies,
and why are they unique?

Digital agencies come in numerous different shapes and sizes.
Some are boutiques specialisingin a particular niche or service
offering, while others are full-service agencies providing a thorough
suite of digital marketing solutions.

This caninclude a wide range of services, such as:

e Searchengine optimisation (SEO)
e Pay-per-click (PPC) advertising
e Branding

* PR

e Graphic design

e Socialmediamarketing

* Contentandstrategy

* Webdesignand development
e Emailmarketing

e Cybersecurity

e Andmore

Regardless of their size or focus, virtually all digital agencies share
one common trait: the typically project-based nature of theirwork.
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Unlike businesses that sell physical products or provide recurring
services, digitalagencies typically operate on a project basis.

While this couldinvolve some form of recurring services or
subscriptions, each clientengagementis focused on specific
deliverables and campaign goals. It couldinvolve launching a new
website, running a targeted PPC campaign, or creating a series of
branded content assets.

Thisagency modelintroduces several unique financial
considerations that bring nuances to the table in the form of
accounting, tax, etc.

Let’s take a closerlook at some of the key challenges running an
agencyis associated with:

Key accounting challenges for
digitalagencies

From handlingirregularincome streams to complying with rather
varied HMRC rules, agencies face financial challenges that can
quickly mount up and consume your time and resources.
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Challenge 1: Irregularrevenue streams

One of the first challenges digital agencies faceisirregular, project-
basedincome. Because agencies rely on winning and completing
projects, revenue can fluctuate greatly.

One month, you might be flush with cash afterwrapping up a big
project, while the next might be leaner as you work to land new
clients and kick off new engagements.

Without a steady, reliable income stream, agencies need to be extra
diligent about budgeting, forecasting, and maintaining a healthy
cashreserve to weatherany dry spells and ensure you can pay your
overheads.

Challenge 2: Upfront costs and resource investment

Anothercommon challenge is the need to sometimes invest
resources upfront before any revenue is generated.

Many digital agency projects require substantial labourinput and
sometimes third-party costs (think software subscriptions, stock
photos, etc.) before the client sees any results or ROL.

Forexample, let’'s say an SEO agency lands a new client who wants
toimprove their organic searchrankings.
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Before making progress, they might have to invest dozens of hours
researching the client’sindustry, analysing their current website,
identifying target keywords, and developing a strategy.

All of thiswork happens before the client sees any tangible results or
has muchincentive to start paying theirinvoices.

Careful financial planning and client management are essential to
ensure these early-stage costs don’t put the agencyinthered.

Challenge 3: Complex client billing and budgeting

Digitalagencies also face complex client billing and budgeting. With
clients oftenrequesting a varied menu of services and deliverables,
creating accurate and detailed invoices can be time-consuming.

You need areliable way to track employee and contractor hours
across different clients and campaigns, manage project budgets,
and generate clear, itemisedinvoices.

Without a clear system forrecording billable hours and expenses,
it's alltoo easy for things to slip through the cracks, leading to lost
revenue, orworse, disputes.

Challenge 4: Scope creep and change requests

Another pressing challenge in the agency worldis scope creep. This
involves a client requesting additional work or changes to a project
that go beyond the original scope of the work agreement.
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While small changes here and there might seem innocuous, they can
quickly add up, costing you both time and money.

To mitigate scope creep, you need clear processes for handling
change requests and communicating with clients about the
financialimplications of added work.

This mightinvolve creating aformal change request document,
requiring client sign-off on changes, or building a contingency
bufferinto yourbudgets.

Solutionsto digitalagency
accounting challenges

Now that we have a baseline understanding of the challenges
agenciesface, let’s explore some specific accounting strategies,
and best practices you can employ to combat them:

Solution 1: Planning forincome variation

Managing the cash flow of irregular project-basedincome canbe a
realheadache, especially foragencies handling large yet sporadic
projects. Here are some top tips for overcoming the pitfalls:
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e Buildarobust cashreserve: Aimto sock away enough cashto
cover atleast 2 to 3months’ worth of business expenses. This
cash cushion will help you keep the lights on while you work
tobringin new project revenue. Make it ahabit to sweep a
percentage of eachinvoice paymentinto yourreserve fund until
you hityour savings target.

* Getclients paying upfront: Structure your project agreements
toinclude anupfront deposit orretainerwhenever possible. This
could be apercentage of the total project fee or a fixed amount
based ontheinitial scope of work. Getting some paymentin
advance helps cover those early labour and third-party costs
andreduces therisk of cashflowissues downtheline.

e Stayontop of accountsreceivable: Don’t let unpaidinvoices
pile up. Set clear payment terms with clients fromthe get-go
and be proactive about following up on overdue bills. It may
feelawkward to pester clients about payment, but remember -
you've done the work and deserve to be paid promptly.

Solution 2: Build cashflow forecasts

Every agency owner should get used to building cashflow forecasts.
That means keeping up with your bookkeeping, monitoring key
financial metrics (like profit margins and cash burnrate), and regularly
forecasting yourincome and expenses.
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Rolling cashflow forecasting

One helpful exerciseis to create arolling 12-month cashflow
forecast. Thisinvolves estimating your expected monthlyincome
and expenses based on your current project pipeline and historical
financial data.

By mapping out your cashflow in advance, you canidentify any
potential gaps or shortfalls and take proactive steps to address them
(like ramping up your sales efforts or securing credit).

Expense tracking and control

Anotherkey aspect of effective cash flow managementis diligent
expense tracking and control. Whenincome is unpredictable, it’s all
too easy tolet spending get out of hand.

But by closely examining where your money is going and looking
for opportunities to cut costs, you can free up more cash to
reinvestinyourbusiness. Some expenses to keep a particularly
close eye oninclude:

e Salaries and contractorfees

e Officerentand utilities

e Software subscriptions and tools

e Marketing and advertising spend

e Traveland entertainment expenses

© 5 O



&
Mastering digital agency accounting

By regularly reviewing your expenses and seeking out areas where
you can trimthe fat, you can create aleaner, more resilient agency
that’s betterequipped to handle the ups and downs of project-
based work.

Solution 3: Establishing effective client
billing practices

Anotherkey piece of the financial puzzle for digital agenciesis
clientbilling. Haphazard orinefficient billing practices canlead to
confusion, frustration, and evenlost revenue. Here are some billing
best practicesto keep youragency’s finances shipshape:

¢ Clearly define project scope and pricing upfront: Before
you begin any client work, make sure you have a crystal clear
agreement outlining what services will be provided, what the key
deliverables are,and how muchit will all cost. If possible, break
down pricing by individual service or milestone. The more specific
you canbe, the lessroomthereis for misunderstandings.

¢ Choose theright pricingmodel: Agencies typically use one of
two pricing models: flat project fees orhourly billing. Each has
pros and cons. Flat fees provide clients with predictable costs,
but they canexpose anagency if a project takeslongerthan
expected. Hourly billing ensures you're compensated for all time
spent, butit canbe tough for clients to budget for. Choose the
model that makes the most sense foreach project and client.
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¢ Automate time tracking and billing: Manual time tracking and
invoice generation are recipes for errors and wasted time. Investin
cloud-based software that lets yourteam easily track theirhours
by project and client. Look for a solution that integrates with your
accounting system and automatically generatesinvoices based
onloggedbillable hours. The less manual data entry required, the
better.

Mastering the tax system

Taxes are afact of life forany business, and digital agencies are no
exception. However, given the project-based nature of agency
work and the frequent use of contractors, staying compliant canbe
particularly tricky. So here’s what you need to know:

- _ Understanding your tax obligations
* Incentivise early payments: One way to encourage clients to

pay theirinvoices promptly is to offera small discount for early Here are the basic tax processes you'llneed to build and manage
payments. Forexample, you might offera 2% discount for processes for:

invoices paid withintendays of receipt. Just be sure to clearly
communicate these terms onyourinvoices and build the discount
into your pricing.

* Asalimited company, youragency willbe subject to Corporation
Taxonits profits.

* You'llneedto fileaCompany Tax Return eachyear, typically due
nine months and one day afteryour company’s accounting
period ends.

e Userecurring billing forretainer clients: If you have clients
onamonthly retainer, consider setting up recurring billing to
automatically charge their credit card orbank account each
month. This can help ensure a steady stream of income and .

If youragency is VAT-registered (more onthatinamoment), you’ll
reduce the administrative burden of manual invoicing.

also needto account for VAT onyourincome and expenses.

Inall cases, clear commmunication and expectations around billinggo a o

You must operate payrolland make the appropriate PAYE and
longway in building strong, long-term client relationships.

National Insurance contributions if you have employees.
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Registering for VAT

If your agency’s VAT-taxable turnover exceeds the current
registration threshold of £90,000 peryear (from April 2024),
you'll need to register for and start charging VAT.

Onceregistered, you’llneed to:

e AddVATtoyourclientinvoices

e Fileregular VAT returns with HMRC (typically quarterly)

e Payany VAT owed to HMRC

e Reclaim VAT on eligible business expenses, which can help

offset some of the additional cost

It’simportant to note that once you're registered for VAT, you
must charge it on all yourinvoices.

Staying on top of tax deadlines

Here are some key dates to keep in mind foryour taxes:

e Corporationtax: Due 9 months and one day afteryourcompany’s
year-end, along withyour Company Tax Return.

e VAT: Returns and payments are typically due quarterly, one month
and seven days afterthe end of each quarter (e.g. for the quarter
ending March 31, the deadline would be May 7).
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e PAYEandNICs: Payments are due monthly by the 22nd of the
following month (orthe 19thif paying by post),

e Selfassessment: If you’re acompany director, you’llalso need
tofile apersonal self assessment tax return each year, due by
January 3.

Navigating IR35 for contractors

Many digital agenciesrely on freelancers and contractors to provide
specialised services orbolster theirin-house team.

The setupis usually simple for freelancers who operate ona short-
term orad-hoc basis and aren’t fully dependent onyour work for their
living. However, for full-time orlong-term contractors, off-payroll
workingrules, known as|R35, can create administrative headaches.
HMRC canbe strictaboutIR35, so you have to take it seriously.

Inanutshell, IR35is a set of tax rules designed to combat “disguised
employment” - that is, when a contractorworks inaway that’'s more
akinto a full-time employee but doesn’t pay the sameincome taxand
National Insurance contributions as aregularemployee would.

UnderIR35, agencies are responsible for:

¢ Determining the employment status of contractors they work
with (i.e. whether they fall “inside” or “outside” of IR35)
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¢ Deducting the appropriate taxes and NICs from their pay if
they’re deemedto beinside IR35

¢ Payingthese deductionsto HMRC

¢ Providing a “status determination statement” to contractors
explaining theirIR35 status

Misclassifying a contractor canlead to hefty penalties. Tread
carefully and seek expert advice if you’re unsure about a particular
contractor’s status.

Working with an accountant for
taxcompliance

Proper tax compliance is complex, soit’'s no wonder that many
digital agencies work with an accountant or tax advisor to ensure
compliance. Accounting foragencies, including accounting for PPC
agencies and accounting for creative agencies, takes the stress out
of compliance so you can focus on growing your business.

A qualified accountant can provide invaluable guidance, from VAT
registration and IR35 to tax planning and financial forecasting.

If you’re looking for a digital agency accountant, finding one with
experience working with digital agencies like yoursis essential.
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Look forone who specialisesin creative industries and has a track
record of helping agencies tackle theirunique challenges, like the
team at Cottons.

Alongside afull suite of accounting services, we're able to help
youidentify areas for cost savings, create realistic budgets and
forecasts and develop along-termfinancial plan to support your
business goals.

The case for outsourcing your
agency’saccounting processes

At this point, you might be thinking: “This all sounds great, but who
has the time to manage all these financial tasks on top of actually
running anagency?”

Andyou’d be absolutely right. That's where outsourcing your
accounting functions can give you and your agency time tolive,
breathe and grow.

Outsourcing accountingis becomingincreasingly popularamong
agencies of all stripes and sizes, and forgoodreason. Here are just a
few of the benefits:
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More time to focus onyour business: As an agency owner,
your time is your most precious resource. Every hour you spend
wrangling invoices or trying to make sense of abalance sheet
is an houryou're not spending on billable client work, business
development, or strategic planning. By handing off your
accounting tasks to a trusted external partner, you can free up
your time to focus on the activities that really move the needle
foryouragency.

Access to specialised expertise: Unless you have a background
inaccounting yourself, chances are you don’'t have the same
depth of financial knowledge as a trained accountant. And
that’s okay! By outsourcing, you can tap into the expertise of
professionals who eat, sleep, and breathe this stuff. They can
provide valuable guidance on everything from tax planning

to cashflow forecasting, helping you make smarter financial
decisions foryouragency.

Scalability and cost savings: Hiring a full-time, in-house
accountant can be expensive, especially for smalleragencies.
With outsourcing, you can access top-notch accounting talent
without the overhead of a full-time salary and benefits. Plus, you
can easily scale your accounting support up ordown as your
agency’s needs change. Whetheryoujust need a few hours of
bookkeeping help each month or more comprehensive CFO-
level support, outsourcing gives you the flexibility to pay for only
what you need.
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Of course, outsourcing your accounting decisionis a decision that
shouldn’t be made lightly.

It’'simportant to do your due diligence and find a partneryou can trust
-onewho understands the unique needs of digitalagencies and has
aproventrackrecord of helping businesses like yours succeed.

At Cottons, we pride ourselves on being the go-to accounting
partnerfordigital agencies.

With years of experience working with agencies of all sizes, we
deeply understand your unique financial challenges and are
committed to helping you overcome them.

Ourteam of specialist accountants willwork closely withyou to
develop abespoke financial strategy that supports youragency’s
long-term growth and success.

From bookkeeping and tax compliance to financial planning
and strategic advice, we offer a full suite of accounting services
designed specifically for digital agencies.

Contact the team at Cottons today to learn more about our
dedicated digital agency accounting services.
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