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Introduction

Good financial monitoring systems support successful financial management. This involves getting the information that can provide you with the most insight into your operations and financial position. In other words, getting the right ‘financial intelligence’.  Developing strong financial reporting practices can help achieve the following benefits: 
Greater success of enterprises through improved managerial decision making 

All businesses, including social enterprises, require accurate and timely financial and operational performance data to inform managerial decision-making about enterprise operations and growth. Good financial reporting practices will facilitate managerial decision-making related to business operations - such as product and market development, staffing, pricing, production, etc - that will lead to enhanced financial performance and mission-related impact.   

The Real Story – making the case for social enterprises 

A clear accounting of the costs and profitability of enterprises is critical to demonstrating the value of social enterprise in communities and to make a case for investment and support from government and private sector investors.  For example, it can be easier to fundraise when you can clearly describe the costs that relate to your social/environmental mission. 

This guide covers what you can do to develop the information you need to successfully manage and grow your social enterprise.  It is divided in two parts: 

1. Developing Core Financial Intelligence for any Business. 

2. Unique Financial Intelligence for Social Enterprise. Social enterprises are unique hybrid entities with financial management and reporting needs that are not adequately addressed by either non-profit or business accounting and financial reporting systems and practices.  To accurately assess the performance of your social enterprise, and to support effective decision making about business operations and growth, social enterprises need to develop a picture of their “true” financial performance.  
Part I: Core Financial Intelligence for any Business

Financial intelligence in business focuses around the daily recordkeeping of sales, purchases and other transactions, and around the preparation and interpretation of three key financial statements - the income statement (profit and loss statement), the balance sheet and a cash flow statement. Collectively these help you to assess past performance, identify risks to the financial position of the business, and to find opportunities to improve performance.   

This section describes key consideration in setting up good financial monitoring for any business including who should be involved, policies, daily record keeping, and the preparation of financial statements. 

People and Policies

The following people are critical to smooth financial monitoring:

A bookkeeper or other staff of the enterprise manages the daily recording of transactions, maintains a general ledger, maintains cash records, and other records that are specific to your business. 

An accountant can set up your books, help you develop your budget, or to review your procedures and records periodically. An accountant should be involved in closing the books and preparing statements for annual review for external (income tax) purposes, but could also be involved to prepare statements more frequently. 

Enterprise managers should be actively involved in the financial tracking and reporting of the enterprise, and should be able to review financial information frequently.

Often simple adjustments can be made that may make the data more helpful for management. If the accounting department for whatever reasons is unable to commit to the level of tracking that you desire (for example, tracking sales by specific products) then the social enterprise manager can track this information in a separate system, in an excel database initially or other database tools as transaction volumes increase. 

Next to having the right staffing, having clear policies is critical for successful financial management. The social enterprise should be able to run based on process not people. This includes having appropriate signing authorities (spending, timesheets, billings, contracts) in place and having a clear paperwork trail. 

Daily record keeping

As a business, you will record your day-to-day sales, purchases, and other transactions. This record keeping focuses around the general ledger which serves as the permanent history of all financial transactions. Supporting journals typically include sales and revenue transactions, cash transactions, accounts receivable, and accounts payable (the latter two are kept if the enterprise uses and extends credit). Different reports can be generated from this information (and can be generated relatively easily using accounting software programs). These include: 

Customer Reports e.g. Customer List, Aged Reports, Detailed Sales Report, Sales Transactions, Receipt Transactions

Vendor Reports: e.g. Vendor List, Aged Reports, Detailed Purchases Report, Purchase Transactions, Payment Transactions 

Inventory Reports: e.g. Inventory Valuation 

Payroll Reports: e.g. Employee List, Payroll Summary, Detailed Payroll Report, Payroll Transactions 

Financial Statements

Financial statements can be prepared within the enterprise based on information recorded above. The timing of these statements should reflect the operational needs of the enterprise - monthly is recommended (with potential for updates weekly or even daily). This differs from reporting in non-profit programs, in which financial statements are typically provided on a quarterly basis to executive management and the board. Frequent reporting on the financial activity of a business is important, because without it, trends, such as growing inventory, uncollected receivables, unrecognized bank accounts or falling sales, can become entrenched and dangerous. 

All statements should provide a complete picture of the social enterprise's financial position including clearly distinguishing unique business expenses from combined program expenses (where the social enterprise is operated as a program within a non-profit organization), and tracking overhead costs.

Income Statement

The income statement (or profit and loss statement) is used to assess if the enterprise has made a profit or loss. There are many assumptions and options in the way income statements are prepared, and understanding these variables can allow you to interpret the margins correctly and maximize other insights.  Key variables in preparing incomes statements are highlighted below. 

Accounting Method 

There are two common accounting systems or methods for keeping track of an organization's financial situation: cash and accrual. Cash basis accounting recognizes transactions when the cash changes hands. Accrual basis accounting recognizes income when it is earned and expenses when they are incurred. Under the accrual method, a bill that must be paid by the organization is included as a liability and money that the organization is owed is listed as an asset on financial statements. Accrual basis accounting gives a more accurate financial picture than cash basis accounting.

Depreciation Assumptions

Depreciation is the process by which an asset's cost is allocated in over the duration of its useful life. Assumptions about the method and rate of depreciation, useful life of the asset, and scrap value of the asset, will affect the size of your profit margins. For instance, the longer the useful life of an asset and the greater the scrap value, the less its depreciation will be over its life. This will increase your reported earnings.  You should understand how depreciation assumptions affect your profit margin. 

Calculating a Costs of Sales and Gross Margin

Setting up your income statement so that you calculate a gross margin is valuable. Gross profit is a key number for businesses which shows you the basic profitability of your product or service. It is a measure of the revenues that are left over after the direct cost of your sales. (A gross margin is calculated as the total sales revenue – cost of sales expressed as a % of total sales revenue). 

It allows you to calculate your break-even point, or level of sales you need to achieve to actually start to make a profit. Cost of sales (also called cost of goods sold, or cost of services) represents the cost of purchasing merchandise for resale, materials for manufacture, and the labour to make your product. It also includes any other direct expense reflecting the cost of saleable items. In calculating a cost of sales, decisions need to be made about where costs are counted. Some decisions are straightforward, while in others there is more grey area, for instance supervisory labour. Are you are aware of these assumptions? Are they reasonable for your industry (for instance will it allow comparability in benchmarking)? 

Accounting Period

 For accounting purposes firms generally use a twelve month period, such as January 1 to December 31 or July 1 to June 30. The accounting year you select doesn't have to be a calendar year (January to December); a seasonal business, for example, might close its year after the end of the season. The selection should depend upon the nature of your business, your personal preference, and/or possible tax considerations.

Groupings and Level of Detail 

Is your income statement broken out in categories that are useful to you, and with sufficient detail? You may want to separate out certain expenses if they are a significant portion of the company's expenses. Also, tracking specific products or services can allow you to understand the profit margins of different products, and to understand the proportions of sales coming from different products or services (sales mix). 

Your Balance Sheet

The balance sheet is also called a statement of financial position. It is a financial 'snapshot' of your business at a given point in time which lists your assets and your liabilities, and their difference. By examining these three elements you are able to see where your business obtained its finance from and what that finance was used for. It also shows you how much your business is worth at any point in time. Like the income statement there are a number of decisions that may come into play in preparing the balance sheet. This includes: assumptions about depreciation, the method used to value inventory, treatment of intellectual property (whether and how investments made in developing a product are amortized over the life of the revenue stream it generates), and decisions about what to accrue (e.g. as a pre paid-asset; as a deferred contribution) and what to charge (as a cost or a revenue on the income statement) in any given period. While these issues may not apply to all enterprises, you should be familiar with any assumptions that have a significant impact on the financial picture shown in the balance sheet.

Your Cash Flow

Understanding your cash flow is important to successfully running a business, particularly because it reveals your ability to pay your bills. 

A cash flow statement shows how money is generated and used during a specific period (quarter, year, etc.). This includes both cash and 'cash equivalents’ which are things that can be converted into known amounts of cash without notice. A cash flow statement can be a useful indicator of health of the enterprise. For instance it shows how much cash is tied up in inventory and receivables, and can help you ensure funds are available for the day to day activities of a business, such as paying wages, bills and suppliers. 

Cash flow can be described by showing receipts from customers and payments to suppliers, employees, government, and so on (‘Direct method’). It can also be derived indirectly by starting with an income statement (net profit or loss) and reversing out non-cash items. The second approach is easier. In addition to showing how cash is generated, the cash flow statement also shows use of funds (in operations, investing, financing). 

How to use Financial Statements 

The information in your financial statements can be much more meaningful if they related to your budget projections, historical trends, and to other firms (benchmarking).  The following questions may help you to analyze financial statements. 

· What was the financial performance over the past year? 

· In what ways and for what reasons was performance different from the budget? Can you explain the variances? 

· What financial implications must be taken into account when planning for the upcoming year? 

· Are there any unfavourable trends and tendencies in your business's operations? If you sell more than one major product, analyze the relative contribution by each product line or service; the relative burden of expenses by each product or service; 

What is the condition of your business with that of other similar businesses? (Free benchmarking data for small business is available at ‘Performance Plus’ at: www.sme.ic.gc.ca; data can also be purchased through the Risk Management Association (formally known as Robert Morris Associates), and Dun and Bradstreet).  

Part II: Unique Issues in Social Enterprises

Financial Goals

A standard business has profitability as its key financial goal. A social enterprise may have profitability as its goal, or it may not. For instance, your goal may be to be financially sustainable so that your sales revenue covers both your standard business costs and the extra costs you incur to pursue your social mission. In this case your goal is to have no funding support, either from a non-profit parent organization, or from outside investors. A third goal could be to operate with some outside funding over the long term. As a social enterprise, it is important to be clear about your financial goal, and to interpret your financial statements accordingly. In summary, these goals could be: 

· Self-Sufficiency: Business revenues will cover expenses (both social and business).

· Profitability: Business revenues will exceed expenses (both social and business). A profit target could be defined.

· Contribution: Business revenues will cover business costs and contribute to social costs. A target could be defined for this (“social costs” are additional costs, above and beyond regular business costs, that are incurred to meet the mission of the enterprise.)

Your financial goals should be realistic and can change as you develop. 

Grouping and Level of Detail: 

As a social enterprise, you may want to see different details and categories on an income statement, compared to a standard business. For instance, if you are a social enterprise that employs people with barriers to employment, you may want to track these employee costs separately. There are also different ways that non-sales revenues (such as grants) can be portrayed. For instance, to more easily interpret the financial situation of the enterprise, it can be useful to distinguish recurring revenue (those that occur every year in the same proportions) from those that are non-recurring. 

Tracking In-kind Costs 

In order to understand the viability of your business, you need to have a clear picture of all of your costs. This includes: 

· seeing costs that are absorbed by the overall non-profit organization, if you are part of one;

· understanding the value of the 'free' labour and materials that go into producing the product (e.g. volunteers, donations of materials). 

The Developing a True Cost Picture Tool in the Demonstrating Value Toolkit can help you to identify these two costs. 

Distinguishing Social Costs

Being able to manage the enterprise for both a social/environmental objective and a financial objective is challenging.  Differentiating costs that specifically relate to the social/environmental objective can help you manage both of these bottom lines.    It can help you:

· Identify how much additional revenue you may need to cover your social/environmental objectives, and which you may need to fundraise. 

· More easily assess and compare the financial performance of the enterprise to competitors. 

You can do this by estimating your “social costs” - or additional costs, above and beyond regular business costs that are incurred to meet the mission of the enterprise. Standard cost accounting for social enterprises lumps all costs together, business related or otherwise. 

The Developing a True Cost Picture Worksheet Tool in the Demonstrating Value tools and resources section can help you to distinguish your social costs. http://www.demonstratingvalue.org/resources
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