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Introduction & scope

As part of a Renewable Energy Associaion supported and subsidized pilot study, Alpha Financials
Environmental (AFE) was commissioned by Enviro-Waste Management (EWM) to review its financial
processes in order to identify potential areas for improvement.

AFE is very appreciative of the openness and willingness to share information by EWM staff,
particularly Adam Blackford.

Main Findings
Overall profitability of the business

At 29%, growth in turnover in 2019/20 was impressive and even though the pre-tax operating
margin fell slightly to 8.6%, this exceeds the 7.3% UK industry average!. EWM’s reported margin
may however be overstated and does need treating with a degree of caution as explained later.

Due to the extreme seasonality of the business, it’s difficult to predict what the margin will be for
the current year (in 2019/20, the 1/3 of the year covering the winter months contained 20% of the
revenues and 26% of the costs). EWM is always seeking ways to reduce the impact of this
seasonality.

Limited financial reporting

External accountants produce quarterly financial accounts which show high level P&L movements
over time and a balance sheet. Internally, and monthly, a more useful P&L is produced which shows
the components of total revenues.

Reviewing these in a critical way, we would conclude the following points:

- As at the visit date of 2/11/20, the latest quarterly report was for 30/6/20 and the monthly
P&L was for August which is extremely slow?. Such excessive delays reduce the relevance
and usefulness of the financial reporting.

- The financial system Sage 50 is not particularly user-friendly and for non-finance staff it is
often impenetrable and not accessible. The reporting delays aren’t helped by the fact that
inputting site volume data and issuing the invoices, particularly during busy periods, takes
more than a week and despite its menial nature is undertaken by the Finance Director.

- As structured, these reports only specify profitability at the company level. Consequently,
they offer little to support management and operational decisions taken on products,
customers or sites. Such decisions appear to be made by management feel and intuition,
which need support from actual data or appropriate estimates to give more confidence.

- There’s also an absence of any forward-looking financial information or any meaningful
attempt to link financial with operational or physical data. One consequence of this is that

1 Bloomberg data for UK waste management companies (6.2% for all of Europe)
2 Some of AF’s customers insist on completed reports — which include forecast data not in the accounting
system within 5 business days of month-end
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delays in invoicing product may go unnoticed which is borne out by a recent example of a
client who had accumulated £42k worth of sales over 3 months without being billed.

- Finally, no regular and formal review of debtors or creditors takes place. At the last year-
end an average of 80 days of sales (or £625k) was uncollected and orders of magnitude over
any sensible payment terms. In the following quarter they increased by a further 50% to
£927k.

Stock, Work in Progress and Deferred Revenue

Despite the significant 30% growth in sales last year, stock levels in the last 2 financial years
remained fixed at £50k, reducing to £40k in July 2020. Not amending the stock and work in progress
data whilst fully recognising gate fee income when invoiced causes significant errors in reported
profitability. Recognising the gate fee income up front leads to a timing mismatch with the
associated and necessary composting processing costs incurred during the following 12 weeks. This
results in an overstatement of revenue and profits, particularly when the business is growing.

A more appropriate accounting treatment for the acquisition of such stock, in this case waste, would
be to feed it through to the balance sheet rather than direct to the P&L. As its an income rather
than a cost, this would give rise to a deferred revenue rather than stock cost.

Other

This unusual® financial characteristic of EWM’s major raw material input generates the largest
revenue stream rather than costing money. In addition to the stock point above, this characteristic
is important when considering what new reporting may help in supporting future decision making.
The consequence is that it requires the allocation of revenue rather than cost over EWM'’s final
products supplied to customers.

Potential improvements to consider

Whilst we recognise our limited knowledge of EWM, we hope that the site visit, detailed discussions
with all key staff and previous widespread experience with similar situations have allowed us to
suggest a few ideas which if properly implemented should improve EWM'’s performance.

Improved reporting
a) Profitability

The main purpose of identifying profitability below the company level is to improve understanding
of the differing contribution levels of the various products and services offered. This in turn will
allow more competitive pricing of bids and also direct management attention to those areas most in
need of attention.

3 But only in comparison with most other industries
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To provide more detailed and useful profitability analysis, we have considered calculating profits by
site, product or customer. Of these, profits by site looks the easiest since much of the necessary
data is available. We estimate that approximately 70% of the total costs can be allocated to specific
sites and could be regularly produced without too much difficulty. Whilst this cannot currently be
automated, much of it could be made that way if properly designed into an appropriate financial
system.

Calculating profit by product or by customer would likely prove more difficult but by no means
impossible. We would recommend attempting them as one-off projects initially and not produced
monthly. Itis also likely that product profitability should be calculated first as this would then
naturally feed into profit by customer.

Finally, the accounting for stock, particularly the gate waste, should be reviewed to ensure that a
simple but effective system eliminates the major timing mis-matches between costs and revenues
which is currently distorting the P&L results.

b) Other types of reporting

Virtually all financial systems produce aged debtor and creditor reports with the press of a button,
so these should be produced for each monthly review and should be run nearer the meeting date
rather than the preceding month end to ensure that the latest data is examined.

Despite the inevitable uncertainty of future gate fees, the business could benefit from some simple
forward-looking information particularly cash forecasting. By modelling predictable overheads and
known debtors and creditors, a simple 3 month cashflow forecast can highlight potential problems
earlier than at present.

It might also be useful to show mass balances of all volumes in and out (including estimates of
evaporation) since this will be required for some of the profitability reports, helps put the financial
performance in perspective and should assist in identifying changing stock levels or unbilled income.

In any event, EWM should aim to produce all its regular financial reports within 2 weeks of each
month end (at the latest) and in advance of the monthly review meetings.

Better cash management

In addition to more regular debtor (and creditor) reporting, EWM should develop a simple debtor
management process which would incorporate principles such as:

- All customers contacted when 1 day late (perhaps earlier for problem payers)
- There should then be a formal, follow up process of escalation and further calls and emails
until payment is secured.
- Invoices should specify penalty terms for late payments (and new contracts too)
In recent years, the government has introduced and improved late payment legislation designed to
assist SMEs in dealing with larger private and public sector organisations to combat this widespread
problem. EWM should be using this to its advantage.
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Incentives & efficiency

The management team is currently examining ways to better integrate the weighing system with the
finance system, which will clearly reduce manual effort and improve accuracy. Whilst a specific fully
automated interface remains ideal, any system which can produce a spreadsheet of the key data
would allow automated input into most modern accounting systems and be a pretty good second
best option significantly better than the status quo.

We would also recommend structuring bonuses to reflect not just profitability but also delivery of
initiatives which help develop the business in positive ways. For example, this could include
guantitative measures such as reducing debtor days averaged over the year to a specific target or
more qualitative and subjective targets such as developing new insights into performance etc.

More accessible financial system

In our view, an important principle is that the whole management team should have direct access to
key financial information without the need for specialist financial staff to produce it.

Cost effective, cloud based accounting systems such as Xero should be considered as a replacement
for the current system. It also should be structured in such a way as to assist both with the
maximum automation of the new profitability reports and improved efficiency. Many inexpensive
add-on apps now exist which can be reviewed to help with this.

Conclusions

EWM has demonstrated an ability to deliver good profits combined with significant and impressive
growth. Despite this, we believe a number of performance improvement opportunities exist.

Utilising appropriate financial and accounting skills, the following actions can be undertaken:

- Implementation of an appropriate revenue recognition and stock system to ensure a more
accurate calculation of profit.

- Restructuring of the finance system to allow more detailed profitability analysis by site,
product and client and better access for non-finance staff resulting in improved performance
management and competitiveness.

- As part of this process, reporting will occur days, rather than months, after each period end.

- Introduction of a formal debtor and creditor management system to improve cashflow.

- Whilst all of the above could be achieved within the existing accounting system, further
efficiencies could be achieved by moving to a more appropriate cloud-based system.

- A broadening of management incentives beyond meeting short term profit targets so as to
reward behaviours which develop the business in other longer-term ways.

Please do not hesitate to contact us if you wish to discuss any of these findings in more detail or if
you require further assistance in any aspects of implementing the proposed changes.
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Kind regards, on behalf of the Alpha-Financials Environmental team,

Anne Laleman Director E.LIJ |5 )
Office: +44 (0)118 934 9487

Mobile: +44 (0)7909 530 440
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http://www.linkedin.com/company/3006548?trk=vsrp_companies_res_name&trkInfo=VSRPsearchId:2935754531394805736167,VSRPtargetId:3006548,VSRPcmpt:primary
https://twitter.com/af_enviro

