Financial Management

Demystifying the facts

Whether you are a sole trader, A child minder, executive director, board member, chair or committee member of a not for profit or for profit childcare business, you are responsible for the Setting. You are responsible for making sure that there are reliable procedures in place to manage the setting. 

You are responsible for planning for the future of the setting. There is nothing like ‘we are only a charity and committee run and not a business so we are not supposed to make a profit’. Wrong! Every setting, company, voluntary group requires money to function and this money has to come from trading activities. In this case the trading activity is child care and every setting needs to make a profit to keep its service operational.

To be effective and efficient in discharging your responsibilities, you must have financial information that is correct and timely. You have to have confidence that the business’ accounts are properly prepared and are providing accurate management information.

If at all possible, we recommend that management review their financial information every month. If you have just started reviewing your settings’ finances regularly, it may take a few months to start noticing patterns or inconsistencies in the information.

Management should ultimately do more than just review the financial information. You should compare the current financial information to a budget or annual cash flow projection. You can also compare the current information to those from the previous years to look for trends, both positive and negative that can affect future performance.

Are profits stable, growing or decreasing over the last few years? Is our occupancy level increasing? How can we increase our market share?

Below is a summary of management information that every setting is expected to have in order to provide quality childcare service. 

Accounting

Many people think of accounting as something that only professional accountants need to deal with, but “accounting” from a practical standpoint, is the language we use to understand business. If we want to understand one another, we need to use a common language, and if we want to understand businesses, we need to understand the common language that makes up accounting

Financial accounting is simply a system of collecting the items that have to do with money in your business, then sorting them into an organised format that allows you to understand your financial situation and more successfully run your business.

In order to be in existence for the long-term, your business/setting should be

able to do two things:
· generate adequate financial resources to meet your financial obligations when they are due (generate adequate cash flow)
· be profitable in the long term (to develop enough reserves to meet future financial obligations such as replacing equipment, expanding, or carrying your setting through hard economic times).

Accounting helps you know if you are achieving these two goals. To enable the Accounting process to happen it is essential to have a business plan in place.

Business planning

Just as you try to use good childcare practice, so you should try to use good business practice - because whether or not you’re aiming to make a profit, make no mistake about it - you are running a small business here! 

Many settings first contact with the idea of a business plan comes when they need to prepare one as part of a Grant Funding Application for sustainability or expansion but it should not be so.

It is good practice to have a business plan, because it helps clarify your ideas about what you’re doing, how well you’re doing, and where you’re going. If you do not know where you are going, you will never get there!

It is highly unlikely anyone will give (or lend) money to you unless they think your Setting is basically competent at what it does, and has a realistic chance of achieving its objectives.

It is essential your plan is well-written and shows clearly that, not only can you do what you promise, but also that you’ve thought about what challenges might get in the way, and how you’ll deal with them. 

Any funding setting or bank will respect you, and give you more credibility, for actually identifying such issues, rather than being naïve and refusing to accept the possibility  that although your business might be okay for now, something might go wrong in the future.

A business plan is not just about planning, or bidding for grants –  it is a vital tool for monitoring how well the setting is doing. Every month you should check what actually happened against what you said would happen – and ask yourselves “what has changed, and why?” 

Four key financial documents

The critical sections of any business plan or grant application are the budget and cash flow projection of your business plan. They translate your business plan into accounting/monetary language. They show how much money you need – and where you expect and hope to get it from. What ‘success’ will look like – and how you’ll measure progress in getting there
Income statement and balance sheet

The above operating statements form the basis of the income statement and balance sheet, financial statements which show the financial position of the business at any particular point that the statements are produced

What is a budget?
A budget is a plan of how you are going to spend your money – either during a set period (termly, yearly), or on a specific project. 

Why is it a good idea to have a budget? 
It gives you a yardstick against which you can monitor the ‘actual’ spends once a trading period or project has started
It allows you to see whether a business activity or project is likely to be worthwhile in money terms. if your planned expenditure is going to be greater than your expected income, you’re on to a non-starter and need to have a re-think! 
If you’re planning a budget for the whole setting it may be easier to break it down into individual parts, or projects, of your activities. for example, if your setting runs two childcare settings, even if you’re going to pool their profits in the end, it’s vitally important you know whether each of them is individually profitable in its own right – otherwise how will you know whether ‘success’ at one is masking ‘problems’ at the other? 
And if you have an activity or project where the pattern of income and expenditure is seriously different to your normal activities – for example, an after school club that decides to run an “all day” holiday club – then you should consider giving it a separate budget, to make sure it won’t be losing money. 
When preparing a budget it’s important to consult with the people who are going to be responsible for working within it. if people are involved in setting a budget, it will be more realistic - and they are more likely to stick to it. 
Budget preparation process
Preparing an annual budget helps you to think about your business on a higher level. Managers are required to act on and react to running the business on, a day-to-day basis. Taking time to prepare a budget helps you to think about long-term issues, like economic outlooks, competition, and the overall costs of running the business with your management team. A budget is a translation of the whole business plan into financial terms.

The budgeting process also allows you to:
· think about whether the costs that you are incurring really help you to accomplish your setting’s mission and vision. Are you using your money to help you accomplish your most important tasks?

· realise you have expenses that don’t seem apparent at first glance – such as costs related to personnel, like matching taxes, unemployment taxes, and other benefits. The process helps you to better understand your setting’s total financial picture.

If you are a non-profit setting, developing a budget may be one of the most important tasks a board of directors can participate in. Developing a budget helps assure that you are planning to spend your money in the best possible way to accomplish your mission – and it sets up a system of measurement that the board can refer to every time they meet. 

The board can compare the actual results of operating the setting with what they had planned the operating results would be. When they have this information, they can be wise financial stewards for their setting and better carry out their responsibilities

How do you prepare your budget? How do I start? 
Set out your objectives – what is the budget for? (Of course, if you do have a business plan, it will have covered this very point!) 

List all expected sources of Income e.g. 
Fees - grants - donations - bank interest - membership – sales – and so on. 

List all the categories of expenditure 
Typically, you and your management team (and board members, if non-profit) will want to review the results of your last year’s operations to really understand what happened during the last fiscal year.

Were you able to accomplish what you wanted to accomplish? Did your setting meet your mission, vision, and setting goals, or were you working day-to-day just to pay bills?

Were you able to operate at a profit, or did you experience a loss as a result of your operations

Forecasting your budget
Revenue/income
Estimate how much revenue you anticipate you will bring in during the upcoming year based on last year’s figures.

If your setting is not a start-up, this can be accomplished fairly easily by looking at last year’s financial reports and determining how much you think the upcoming year will differ in each category from the previous year and make adjustments accordingly.

If you don’t have last year’s information to look at, you can still estimate your revenue fairly easily by thinking about it in a common-sense manner. How many children do you realistically expect to be enrolled in your setting each month over the course of the next year?

Refer to the next article on estimating and calculating your occupancy levels.
Expenses

Next, estimate the expenses you realistically expect to incur as a result of serving those children and families in your care 

Again, this can be accomplished fairly easily by looking at the actual cost of doing business from the prior year and making adjustments as necessary.

Zero-based budgeting

If you do not have any previous accounts or you are a start up your budget will start from zero. Start at zero, and build your budget on things you really need to do to accomplish your mission. This method is called zero-based budgeting, and has the advantage of eliminating some items in the budget that truly aren’t needed.

Important points to consider

It is always good to look at each item on your budget to determine if you really need to spend money on each category.

Make them as accurate as possible; check what the actual figures should be. Don’t guess what will you spend on salaries, utilities etc – look at what you’ve paid previously – or what other people are paying for similar posts. Ignore pence in the outcomes, work in round pounds. 

Don’t forget to include other staff costs such as Employer’s National Insurance, Employer’s Pension Contributions, training and travel expenses, recruitment advertising etc. 

Importantly do not forget to include staff relief and costs for additional staff for when you will be having SEJARS, meetings with outside agencies including EECU staff and temporary staff to cover staff training.

Include an allowance for inflation each year – this will affect the costs of employing staff (not least because of changes to the National Minimum Wage) as well as many other items of expenditure. It’s unrealistic to expect to pay the same year-on-year – and your staff may not stick around if you try! 

Develop a realistic budget based on your plans. A form you may wish to use is the cash flow and budget template on our website.

Make certain you include everything! A budget should contain all the costs of running your Setting – from rent to rates and from the cost of supplies to utility bills. Don’t forget to allow for ‘one-offs’ like accountancy charges, Ofsted Registration fees, replacement equipment etc. 
When you think your budget is complete, sit back and review it carefully. Does the overall picture seem to reflect your experience of the way the business has run over the last few years?

If not, what is different, and why? Does it ‘feel’ right to you? 

Send your draft to your Business Support Officer for a second opinion? It’s common at this stage to find that some areas have been omitted or even over-budgeted and this ‘reality check’ is a good way of finding such errors
Budgets seek to give an overall picture of the levels of trading income and expenditure expected over the year. They don’t seek to reflect the actual “timing” of money that flows into and out of your business. This is provided by the cash flow.
What is a cash flow report
Cash flows aim to ensure that your business will have enough money in the bank to cover the costs of all the goods and services it may need throughout the year, as and when the payments fall due. As well as reflecting the actual timing of money moving in and out of the setting (usually on a month-by-month basis), cash flows also begin with the money available at the start of the year, and end-up with a figure for the money that should remain left at the end of the year. 

A monthly cash flow report breaks down your budget into day-to-day operations for the actual cash you receive. It tracks when cash is actually/physically received by you, and when cash actually leaves your bank account. For example, if fees for a child in your care receive is paid in vouchers, you may care for that child in June, but not receive the payment until July or even later.

Unlike a budget, which looks at the bigger picture of whether you make money or lose money over the long term, preparing a monthly cash flow helps you to project if you will be short of money in a specific month or months, so you can plan for those shortages. 

If you know, for example, that you are typically short of money every September, you can plan for that by setting aside some of your profit from May to cover those future expenses.

Cash flow planning helps you to determine if you will actually be able to write a cheque to pay bills when they are due, instead of reacting from crisis to crisis.

You can also plan to use your pounds in ways that are most effective, for example, by targeting your advertising pounds for the times of the year you are likely to gain the most benefit from – like the beginning of the school year or the new calendar year

If the unfortunate occurs, Like it always does in the autumn term and you don’t have a reserve to carry you through the shortfall that lasts until your payment from EECU is received, then you can plan ahead of time to arrange for an advance from a bank/financial institution, or move up the fundraising events that you are planning or postpone some purchases you wanted to make.

It is essential to understand that budgets and cash flows are very different things. There is an old saying in business: “Turnover is Vanity – Profit is Sanity – but CASH IS KING!” 
The essential difference between budgets and cash flows
This is best demonstrated by an example. 

The EYE Grant

The EYE Grant is paid by the EECU termly, anytime between a month or two after the submission of headcount forms. This payment is in arrears for the first two months and possibly in advance for the last month. PAYE and NI are usually also paid to the tax man quarterly, every six months or every year depending on your agreement with Revenue and Customs but staff salaries have to be paid every month.

A month by month budget would usually show the income as spread over 12 months and the expenses as spread over the 12 months as well.

However, that’s far from what would happen in actual cash terms. The Grant covering September, October and November and December comes in one single lump sum payment - received quite possibly end of October - even though the salary payment has to go out in September and October.
Most settings almost always forget that they do not have any income in August as they will be closed and yet salaries still need to be paid for that month. This has given settings a real problem in paying the staff costs and meeting other running expenses. If this exercise is repeated across a number of budget areas, the resultant cash flow variations make a significant difference to the amount of cash (often called ‘working capital’) that settings need to keep the business’s finances in a healthy condition. 

Important Points to Consider

Make sure the cash flow reflects when the money will actually arrive (for example, if you invoice parents monthly at the end of the month, then September’s fees will not be in your bank account until/during October even if they pay promptly), and when it will leave your account to pay your bills.

It is nearly always easier to construct your budget first and then build your cash flow from that; once you know how much you need to raise or spend, and then you can think about when it’s likely to arrive or leave. 

What if scenarios - different assumptions 
Once you have completed your forecast, the next step is preferably to look at and comment on a couple of assumptions. Where would it leave you if they happened, and what would you do? This testing of the assumptions can be time-consuming and quite stressful but it will really help you to assess and understand the risks for your Setting – and to plan for what you’ll need to do if they have to be addressed. 

This is best done by playing around with your spreadsheet. Remember to save this as a different document so that you have all situations captured.

Worst case scenario
Re-work your expected figures to show what the effects would be if occupancy was 20% less than you expected or if you failed to get a grant you applied for or any other fundraising income you expected. 

This is known as your worst case scenario and also if your fee income is probably  down by 20%,  you might also after a reasonable interval expect to make some staff redundant or reduce staff hours, so your expenditure on staff costs might also reduce (not necessarily by 20% though!). But some costs like rent would always remain fixed irrespective of child or staff numbers. 

Best case scenario
Then do the opposite – what would happen if you were even more successful than you expected to be? This is the best case scenario and you might think it would see all your problems solved, but actually success can bring a whole different set of challenges – you may find you need to recruit more staff sooner; buy more equipment; bring-forward an extension to the premises.

And finally

Work-out how you can cover any gaps in your funding.

Cash and profit are not the same thing. The business may have made a ‘profit’ or ‘surplus’ on paper once the childcare has been sold, but only actual cash on hand or in the bank will pay next week’s wages! 

This is why non-payment and bad debts become so damaging to struggling settings.

Income statement

An income statement is the financial statement that keeps track of the money coming into your business (revenue) and the money going out of your business (expenses).

The difference between the money coming into your business and the money going out of your business to support the business’s activities is called net income. The ultimate goal of any business is to produce a positive net income (or profit) over the long-term.

The spreadsheets on our website and your computerised financial software will allow you to produce an income statement for a day, week, month, quarter, year, or any particular period of time. People typically produce income statement reports at least once a month to see if they made money or lost money during that month.

Termly statements can also be very helpful, because they break down a full year, and can help you to see which term of the year makes money or which term of the year loses you money.

How can an income statement help you to manage your business? 

Here are some examples:

If you keep track of the revenue and expenses of different programs (such as babies, toddlers, three to five years, breakfast, after school or lunch), you can see where you make money and where you don’t.

If you find that babies brings more revenue (income) into your business but also costs you more to run (in expenses) due to higher staffing expense because of higher staff to child ratios as well as other licensing requirements, you now have the information to help you decide whether using your space for babies makes good business sense.

Keep in mind that financial statements don’t tell the whole story – for example, you may find that if you don’t have a babies room, families may move their older children out of your care because they don’t want their children in two or three different settings. But at least you will have good financial information you need to help you make a wise business decision.

Income statements also allow you to see which expenses are out of line (either too high or too low) by comparing specific categories over the course of time. For example, when you make individual decisions to purchase supplies, they all seem to make sense. However, when you see the total amount of money that you’ve spent for supplies over the course of a month, it can add up very quickly and you might find that you need to make the management decision to determine if supplies are being used wisely, wasted, or even stolen, and adjust your operations accordingly.

By regularly producing income statements, you can also compare how much you spent on specific categories last year versus this year – for example last April versus this April. If a specific category seems out of line, you may decide you need to do some further checking or make management decisions to keep costs in line by adjusting your operations.

Income statements also allow you to see if your income is going up or down over time. If you see that your net income is down this May, but your expenses are higher this May than they were last May, you may decide to do some further checking to see if you can reduce your costs (i.e. staffing or other expenses) to make sure that your net income remains positive.

And, if you see that your net income is negative (you experienced a net loss of money over the time period), you realise right away that you can’t continue to operate the same way over time or you will run out of money, so you can make adjustments to correct the problem sooner instead of later.

An income statement won’t tell you the whole story about your financial status

For example, an income statement will tell you how much income you received during the month for providing child care services, but if customers don’t pay you in cash or you will be receiving money from the Child Care Assistance Program (CCAP), it doesn’t tell you how much cash you actually have in the bank and how much customers still owe you.

Balance sheet

A balance sheet keeps an ongoing record of what your business owns, owes, and what is left over for the owner or setting.
The balance sheet will tell you how much money you have in the bank (listed in cash) and how much your customers owe (listed in accounts receivable).

It is the financial statement that keeps an ongoing record of what your business:
· owns (things that have value, like money in current and savings accounts, playground equipment, computers, desks, etc.) These items are called assets.

· owes (things that other people have rights to in your business, like bills you owe, payroll taxes collected from employees but not yet paid, loans on your building or equipment, etc.) These items are called liabilities.

The difference between the amount of things you own and what you owe is called equity, or net assets .If you are a for-profit business, this category is typically called “owner’s equity”, “capital”, or “net worth”. If you are a non-profit setting, the

amount is typically called “net assets”, or perhaps “fund balance”. This is because for-profit business owner(s) actually “own” that equity. In a non-profit setting, this leftover amount is the net assets of the setting, and don’t belong to individuals but are asset locked.
How can a balance sheet help you to manage your business?
A balance sheet can help you make managerial decisions in a variety of ways. When categorized correctly, it can tell you, among other things:

· how much money you have in various accounts at any particular point in time

· how much money people owe you at any particular time

· how much debt you owe at any particular time

· how much of your debt is current (payable within one year), and how much debt is long-term.
A balance sheet is also what many lenders use to determine if you are credit-worthy by performing financial analysis of the statement. This analysis is called ratio analysis and can help show lenders or others:

· how long it takes you to collect money owed to you
· if you have enough cash on hand to pay your bills
· if you have the ability to pay your short-term liabilities
· how many days it takes you to pay your suppliers.
And many other things, such as whether you have made money or lost money over the history of your company’s existence by showing the accumulation of net income in the owner’s equity or net assets portion of your balance sheet.

If you have more liabilities than assets you will be in negative equity and you are termed insolvent.
Advantages of good financial information
Because financial information is used both inside and outside the setting, it is important that accounting records are kept consistently in all settings.
Keeping good financial records helps you or your accountant file your tax returns in a more efficient manner.

Keeping good financial records helps you plan for the future – and are an excellent management tool to help guide you in making decisions that affect the future of your

setting.

Keeping good financial records help you sleep at night because you don’t have to wonder if you are making money or will have enough money to pay your bills from

month to month (adequate cash flow).

10

