Section 3
Financial Resources


Frequently Asked Questions Regarding Financing

Q: What is the difference between cash basis and accrual basis accounting?

A:  Cash-basis and accrual-basis accounting use different criteria for determining when to recognize and record revenue and expenses in your financial records.  On a cash-basis system, revenues are recognized when cash is received and deposited.  Expenses are recorded in the accounting period when bills are paid.  In accrual-basis accounting, income is realized in the accounting period in which it is earned (e.g., once contracted services are provided, grant provisions are met, etc.), regardless of when the cash from these fees and donations is received.  Expenses are recorded as they are owed (e.g. when supplies are ordered, the printer finishes your brochure, employees actually perform the work, etc.), instead of when they are paid.

Q:  What should the chart of accounts include?

A:  The chart of accounts, which is a list of each account the system tracks, should be designed to capture the financial information needing for tracking and financial decision-making.  Only information recorded with an account code from the chart of accounts will be recorded into the financial records, and from there into financial reports.

The chart is divided into five categories: assets, liabilities, net assets or fund balances, revenues, and expenses. 
· Assets - Assets are the tangible items an organization has as resources, including cash, accounts receivable, equipment and property.  
· Liabilities - Liabilities are obligations due to creditors, such as loans and accounts payable. 
· Net Assets (or Fund Balances) - Net assets, formerly referred to as the fund balance(s) reflect the financial worth of the organization.  They represent the balance remaining after obligations are subtracted from an organization's assets.

· Revenue – The total flow of funds into a company for goods sold or services provided in a given time period.

· Expenses – Charges or costs met incurred in running a business.

Q:  What is depreciation?
A: Nonprofits are required to record the purchase of long-lasting, substantial property and equipment (such as computers, vans, buildings, etc.) as assets in the financial records, and to charge a portion of the cost of those items to each year in which they have a useful life.  This process is called capitalizing and depreciating fixed assets. 
Q:  What is the board’s responsibility in investment?

A:  The board of directors of a nonprofit organization has a responsibility to safeguard the organization's assets, and to ensure that funds are used to further the organization's goals.  In addition, the board must ensure that donor designations are honored, and that cash and other investments are managed wisely.

Specifically, the board should review three areas related to investments:
· Cash Management - Cash management refers to ordinary transfers, usually of small amounts, between the checking account and other liquid accounts such as savings accounts.  For example, if an organization anticipates having excess cash for a few months, the organization may open an account that earns more interest and temporarily hold cash there.  

While these tasks are typically managed by staff, the board has a responsibility to oversee cash management and periodically review staff work.  In most boards, the finance committee meets periodically with finance staff to review cash management guidelines and practices.

· Endowment Funds - (now called permanently restricted net assets)
Endowment funds are created when donors designate contributions to a fund where the principal amount of the gift (the amount of the contribution) will not be spent, but will be maintained in perpetuity, for the purpose of producing income for the organization.  In a term endowment fund the donor has specified that, after a stipulated passage of time or after the occurrence of some event, the principal amount may be spent as well.  Most endowment funds specify the principal will be held in perpetuity, but earnings on the principal may be used for the organization's operating expenses.

The board's key responsibilities with endowment funds are to ensure the principal is maintained and that the endowment is invested wisely.  Assets held in the endowment fund (cash, stocks, bonds, land, etc.) should be managed prudently, according to guidelines which the organization has adopted for management of the funds.  When organizations need cash, either because of an ongoing deficit or short-term cash deficits, they are tempted to borrow from endowment funds. Any such loans from the endowment fund should be approved by a formal vote of the board and a repayment schedule should be established.  Because such loans put the principal of the endowment fund at risk, they should be discouraged.

It is the responsibility of the board to establish guidelines for the management of the endowment fund.  These guidelines are typically discussed by the finance committee, which makes recommendations on policy to the board.

· Maximizing Income Through Prudent Investment - Whether assets belong in an organization's general fund, its endowment fund, or other fund, these assets should be invested wisely.  Key decisions the board should make related to investments are:
· Should we hire a portfolio manager or investment advisor, or make our investment decisions?  Organizations with substantial assets often hire a portfolio manager.  Organizations with fewer dollars to invest usually rely on the expertise of a board member or the finance committee.

· Should we create an investments committee?
Organizations with little investment activity often choose to have their finance committees oversee investments.  Some organizations with substantial investments choose to create a second committee to oversee investments. One common arrangement is for the investments committee to be chaired by an experienced member of the finance committee, and to include both other board members as well as non-board members, with board members comprising a majority of the investment committee.  Having non-board members on the committee allows the organization to use the expertise and perspectives of individuals who may not have the time or other qualifications to be members of the board.

· Is our primary objective short-term earnings or long term equity growth?
An investment that provides higher returns may not grow as much in equity.  For example, a stock with relatively high dividend income may not increase significantly in its par value.  Conversely, a piece of real estate may not provide much rental income, but over time may increase greatly in value and could be sold at great profit.  Organizations with large portfolios will want a diverse portfolio that balances investment types; other organizations may choose different objectives as their program plans and cash needs change.
· What level of risk is acceptable to our organization?
In general, the higher the expected return on an investment, the higher risk of losing the principal.  Some organizations may feel comfortable only with investments that are virtually risk-free (despite low returns), such as savings accounts within FDIC-insured limits or U.S. Treasury bills and notes.  Such low-risk investments typically are expected to earn less than higher risk investments such as stocks or money market funds.  But if the company or the money market funds goes bankrupt, the organization may lose its investment entirely.
· Should we establish any non-financial guidelines for investments?
Some organizations specify a preference for stocks in locally owned companies; one drug/alcohol abuse organization specified that no investments be made in companies that manufacture alcoholic beverages. Socially responsible investing is an example of utilizing non-financial guidelines.
· How quickly must our investments be convertible to cash?
For example, do we want a certain percentage of funds liquid, that is, convertible to cash within, for example, five days?



Q: What is an internal accounting control system and how can we make ours effective?

A: Internal accounting control is a series of procedures designed to promote and protect sound management practices, both general and financial.  The first step in developing an effective internal accounting control system is to identify those areas where abuses or errors are likely to occur, including: cash receipts, cash disbursements, payroll, petty cash, grants, gifts and bequests, petty cash and fixed assets.  Additional internal controls are also required to ensure proper recording of donated materials, pledges and other revenues, accurate, timely financial reports and compliance with other government regulations.

Achieving these objectives requires your organization to clearly state procedures for handling each area, including a system of checks and balances in which no financial transaction is handled by only one person from beginning to end.  This principle, called segregation of duties, is central to an effective internal controls system.  Even in a small nonprofit, duties can be divided up between paid staff and volunteers to reduce the opportunity for error and wrongdoing.  For example, in a small organization, the director might approve payments and sign checks prepared by the bookkeeper or office manager.  The board treasurer might then review disbursements with accompanying documentation each month, prepare the bank reconciliation, and review canceled checks.

The board and executive director share the responsibility for setting a tone and standard of accountability and conscientiousness regarding the organization's assets and responsibilities.  The board, usually through the work of the finance committee, fulfills that responsibility in part by approving many aspects of the internal control accounting system.  Common areas requiring board attention include:

· Check issuance - The number of signatures on checks, dollar amounts which require board approval or board signature on the check, who authorizes payments and financial commitments, etc. 

· Deposits - How payments made in cash (for admissions, raffles, donations, etc.) will be handled, etc. 

· Transfers - If and when the general fund can borrow from restricted funds, etc.

· Approval of plans and commitments before they are implemented
· The annual budget and periodic comparisons of financial statements with budgeted amounts, leases, loan agreements and other major commitments.

· Personnel policies - Salary levels, vacation, overtime, compensatory time, benefits, grievance procedures, severance pay, evaluation and other personnel matters.

· The Accounting Procedures Manual - The policies and procedures for handling financial transactions are best recorded in an Accounting Procedures Manual, describing the administrative tasks and who is responsible for each.

· Maintaining Effective Controls - The executive director is commonly responsible for overseeing the day-to-day implementation of these policies and procedures. Due to the number of detailed requirements involved in receiving government funding, there should be one person in the organization (possibly the grant administrator) with the responsibility of understanding and monitoring those specific regulations and compliance factors.

The auditor's management letter is an important indicator of the adequacy of the internal accounting control structure and the degree to which it is maintained.  The management letter, which accompanies the audit and is typically addressed to the board as trustees for the organization, cites significant weaknesses in the system or its execution.  By reviewing the management letter with the executive director, asking for responses to each internal control lapse or recommendation, and comparing management letters from year to year, the board has a useful mechanism for monitoring its financial safeguards and adherence to financial policies.

Q:  How do we interpret our financial statements?

A:  Readers of financial statements can learn a great deal about the health of a nonprofit organization by examining the numerical information presented.  For different organizations, different numbers will have different meanings. For example, imagine an organization that shows an operating deficit for the year of $20,000.  Is that a red flag?  In a small organization with few reserves, such a deficit may indeed indicate serious over-spending or failure to generate revenue.  In a large organization, $20,000 may represent less than one percent of revenue and may not be significant.  Yet another organization may be purposefully spending down cash reserves on an important program and this "deficit" may represent that decision.  For still another organization, a loss of $20,000 may not be a concern by itself, but because it represents the third consecutive year of deficits, does cause concern.

Ratios, too, have different meanings in different situations.  Just as a fast food chain and an airline are in different businesses with different financial indicators, a specific ratio will mean something different in different types of nonprofits. There are different red flags for arts organizations than there are for human service organizations, and different red flags for organizations that rely on donations than for organizations that rely on individual fee payments.

In several cases, ratio analysis is used to evaluate the organization's financial health.  Ratios are a tool for comparing numbers representing different aspects of an organization's financial status.  The value of the tool is in identifying which numbers to compare, and determining what the comparison might indicate. 
Financial Indicators from the Statement of Activities (Income Statement)


Surplus or deficit

If income is greater than expenses within a given period, the organization has generated a surplus.  If expenses are greater than revenue, the organization experiences a deficit for the period.  There is no rule that says organizations should have surpluses, deficits, or break even.  Typically nonprofits budget to break even; however, an organization may deliberately decide to spend down their cash reserves (expandable net assets) for a specific purpose such as starting a new program.  Doing so results in an operating deficit, but one which is planned.  Similarly, if a nonprofit has determined that it needs a cash reserve for specific future purposes (cash flow, investing in a new program guarding against future declines in funding, etc.), the Statement of Activity should reflect an operating surplus.  An "unplanned" surplus, deficit, or even a break even position should be analyzed to determine its causes and to plan for the implications.
Budget to Actual for Revenue and Expense

Perhaps the most commonly used financial indicator is a comparison of budgeted revenue to actual revenue, and budgeted expense to actual expense. These comparisons are made on both a monthly and a year-to-date basis. Significant variations from budget should be investigated to see whether new projections should be made based on actual experience, and/or whether managerial intervention is appropriate.


Functional Expense Ratios

When completing Federal Form 900, nonprofits must report expenses functionally, broken down into the categories of Program, Management and General Activities, and Fundraising.  Agencies that evaluate nonprofit performance often assess if most of the organization's funds are being used for programmatic purposes.  However, different sources recommend differing practices and policies for allocating expenses among the functional expense categories.  As a result, it is important to develop consistent guidelines within your own organization to determine which of your expenses go to program support and which to management and general activities or fundraising.

Financial Indicators from the Statement of Position (Balance Sheet)

Short term liabilities coverage ratio (quick ratio)

Will there be enough cash to pay bills in the immediate or near future?  Add together all assets that can be used to pay bills over a specific period of time, such as one month or three months and compare this with the bills that must be paid within that same period of time.
(Cash + Unrestricted Investment + Accounts Receivable) / (Accounts Payable + Accruals)

If high, there may be too much in cash; some could be earning more if invested.  If low, you may be in danger of a cash flow crisis, not enough cash to pay pressing bills.
Current Ratio

Will cash flow be adequate to pay bills over the next year?
(Current Assets) / (Current Liabilities) 
If high, same as above. Caution: Even if the current ratio is adequately calculated for the year, there may be periods within the year where there is an inadequate cash to pay bills.
Deferred Revenue or Net Temporarily Restricted Assets

Deferred revenue traditionally refers to cash which has been received for some restricted condition which has not yet been met.  Under the new Statement of Financial Accounting Standards No.116 issued by the Financial Accounting Standards Board (FASB), most of these funds will be held not as deferred revenue, but as an addition to temporarily restricted net assets. 
(Temporarily Restricted Net Assets) / (Cash + Savings)

If deferred revenue or temporarily restricted net assets exceeds cash and savings, you may be spending restricted cash for purposes other than those which the funding organization intended, or using monies designated for future purposes (such as magazine subscription fulfillment) to meet current expenses. 

Financial Indicators Using Information from More Than One Financial Statement


Fund Balance Ratio or Unrestricted Net Assets Ratio

The fund balance ratio, now called the unrestricted net assets ratio, measures the amount of unrestricted, available equity to the organization's annual operating expense.
(Expendable Unrestricted Net Assets) / (Annual Expenses) 

If low, the organization has little unrestricted equity available to meet temporary cash shortages, an emergency, or deficit situation in the future.  This may be the case even in organizations with significant unrestricted net assets, if the major portion of equity is tied up in fixed assets.

Days Receivables

The days receivables ratio measures the average number of days it takes to collect on a sale or service performed for a fee.  This ratio is useful to organizations which earn significant portions of their revenue from fees charged to clients or from product sales. 

(Accounts Payable x 365 days) / divide by purchases

If high, payments taking longer than 30 or 60 days are inconsiderate and may result in friction with community vendors.  In addition, the organization may be incurring additional costs as a result of late or deferred payments (e.g., late fees, interest expense, etc.).  A very long days payables ratio or a sudden increase in days payable may indicate an inability to pay bills.

Ultimately, the most important performance measure of a nonprofit is not to be found in financial statements at all. To determine "success," a nonprofit must measure progress against its goals.  For example, perhaps an organization has set as a goal providing 200 terminally ill patients with hospice care over twelve months. Determining how many patients were served and at what cost is not difficult.  But these calculations show how efficient the staff has been - not how effective the group has been at providing compassionate, professional care for these patients. It is important to remember that financial indicators are powerful tools for nonprofit managers, when used in pursuit of meaningful goals. 


Federally funded community health centers must provide access to services without regard for a person’s ability to pay.  While health centers must focus on maximizing revenue from third party payors, it must also ensure fees for uninsured and underinsured patients are affordable.  The schedule of discounts, or sliding fee scale, determines how much a patient pays for services based on his or her income and family size.  By law, the sliding fee schedule must not include subsidies for patients earning at or above 200 percent of the federal poverty level (FPL).  While patients must be charged the same amounts for the same services, patients at or below 100 percent FPL are only be responsible for the health center’s ‘nominal’ fee.

Sliding fee scale programs typically offer reduced prices on office visits and all services provided in the clinic to individuals and families who qualify.  Services rendered outside of the clinical are not typically covered by the discount.  Sliding fee programs are based on family size and income, and incremental discounts typically reduce the bill by 20%, 40%, 60% or more.  Patients receiving insurance and Medicare are also eligible for the sliding fee program.  Annual verification of income is required for the discounts.  The sliding fee scale is typically calculated as follows:
     

	Community Health Center Sliding Fee Schedule, 2009

	Family Size
	You pay 0

if your income is between:
	You pay 20%

if your income is between:
	You pay 40%

if your income is between:
	You pay 60%

if your income is between:
	You pay 80%

if your income is between:
	You pay 100%

if your income is: 

	1
	$0
	$10,830
	$10,831
	$13,538
	$13,539
	$16,245
	$16,246
	$18,953
	$18,954
	$21,660
	≥ $21,661

	2
	$0
	$14,570
	$14,571
	$18,213
	$18,214
	$21,855
	$21,856
	$25,498
	$25,499
	$29,140
	≥ $29,141

	3
	$0
	$18,310
	$18,311
	$22,888
	$22,889
	$27,465
	$27,466
	$32,043
	$32,044
	$36,620
	≥ $36,621

	4
	$0
	$22,050
	$22,051
	$27,563
	$27,564
	$33,075
	$33,076
	$38,588
	$38,589
	$44,101
	≥ $44,102

	5
	$0
	$25,790
	$25,791
	$32,238
	$32,239
	$38,685
	$38,686
	$45,133
	$45,134
	$51,580
	≥ $51,581

	6
	$0
	$29,530
	$29,531
	$36,913
	$36,914
	$44,295
	$44,296
	$51,678
	$51,679
	$59,060
	≥ $59,061

	7
	$0
	$33,270
	$33,271
	$41,588
	$41,589
	$49,905
	$49,906
	$58,223
	$58,224
	$66,540
	≥ $66,541

	8
	$0
	$37,010
	$37,011
	$46,263
	$46,264
	$55,515
	$55,516
	$64,768
	$64,769
	$74,020
	≥ $74,021

	9
	$0
	$40,750
	$40,751
	$50,938
	$50,939
	$61,125
	$61,126
	$71,313
	$71,314
	$81,500
	≥ $81,501

	10
	$0
	$44,490
	$44,491
	$55,613
	$55,614
	$66,735
	$66,736
	$77,858
	$77,859
	$88,980
	≥ $88,981
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� All FAQ responses adapted from the Alliance for Nonprofit Management, http://www.allianceonline.org/FAQ/financial_management


� Adapted from Union County Health Foundation, 2009
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