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PREFACE

Managers of nonprofit organizations generally are ndleskin financial matters. Or, managers
are often preoccupied with its welfare objectives andngnhe operations efficiency and
operating cost controls. A series of appropriate questi@shonprofit financial managers must
address in connection with an organization’s financiatlt@m and activity include: 1. Do we
have a profit or a loss? 2. Do we have sufficiesemnees? 3. Are we liquid? 4. Do we have
strong internal controls? 5. Are we operating effidi? 6. Are we meeting our budget? 7.
Are our programs valid? 8. Are we competing succdg®fal Is our prioritizing of programs
and activities reasonable?

The course is an attempt to help answer these quedtianisermore, it attempts to
address recent management planning tools, such as tinge derecasting, aggregate
production planning, ABC analysis, and material requiremgaatming, to facilitate better
demand and resource management.

The course will be quite different from other coursesany ways:

1. Itis practical and reader friendly.

2. It is up-to-date and comprehensive, covering redw developments in finance

pertinent to the nonprofit sector.

There are many case studies, examples, and illusation

There is heavy emphasis on the use of financial sodtwar

It is directed toward the practitioner.

It applies to all nonprofit organizations including collegesspitals and health care,

libraries, charities, performing arts, religious instdos, community services,

professional societies, fraternities, private foundationuseums, and research and

scientific organizations.

7. It can be used by all people directly or indirectly ilwea with nonprofit entities
including general managers, accountants, controllersutexas financial managers,
CFOs, attorneys, fund-raisers, and politicians.
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CHAPTER 1
WHAT EVERY NONPROFIT MANAGER SHOULD KNOW
ABOUT ACCOUNTING AND FINANCE

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

List and describe the characteristics of nonprofit wigions.
Define the goals of financial management in nonpro@iaaization.
Clarify and classify the characteristics of for-prafind non-profit.
Explain the role of investors and contributors.

Compare and evaluate assets and liabilities/revenuesxpedses
Understand the need for more sound information systems.

Give examples of cost concepts.

Perform break-even and cost-volume-revenue analysis

NGO WNE

These days, managers in the not-for-profit sector sonnawdul lot like managers in the for-
profit sector. Faced with dwindling resources and greater mnthey talk about flattening
management, surveying customers, educating donors, and cr&aimgic alliances. They talk
about packaging, delivery, and cost-cutting. They talk atbongs like total quality management

(TQM).

Nonprofit organizations (NPOs) are among the moktantial and powerful institutions in
our free society. These organizations range in swe fmall local organizations to large national
and international ones. Their scope covers almastectivity imaginable -- health and welfare,
research, education, religion, and the like. It Bneged that there are more than one million
nonprofit organizations in the United States and thew pvoperty representing from 10 to 50
percent of the tax roll in many large cities. Thesrof nonprofit organizations in our economy has
become increasingly prominent over the last several dsc#dlot of money is involved. In the
last five years (2000 through 2005), according to the Urbaitutestthe ranks of registered
nonprofits have swelled from 1.2 million to 1.4 millioap 17 percent. Meanwhile, revenues
have soared from $1.4 trillion to $2.1 trillion, up 50 petcand assets have rocketed from $2.1
trillion to $4.1 trillion, up 95 percent. An increase imaee revenue and the ramping up of
family foundations account for much of the growth. Narfigs account for, about 10 percent of
the gross domestic product (GDP), according to the IRS.

CHARACTERISTICS OF NONPROFIT ORGANIZATIONS
Nonprofit organizations provide socially desirable servisbout the intention of realizing a
profit. They have no ownership shares that can bemdichded by individuals and any excess of
revenues over expenses or expenditures is used to ethlarggervice capability of the organization.
They are financed, at least patrtially, by taxes armatributions based on some measure of ability
to pay, and some or all of their services are digteith on the basis of need rather than effective
demand. Within this definition, governmental engituch as cities and counties, colleges and
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universities, most hospitals, health and welfare agenchurches, performing arts associations
such as symphony orchestras, and foundations are allofibmterprise units. Figure 1.1 shows
different categories of nonprofit organizations.

Public nonprofit organizations are created by formahroonity action for the purpose of
providing community services. They have the sanctiolaw allowing them to levy taxes as a
source of support and typically include such entiticfedsral, state, and municipal governing units.

Typically, these organizations are controlled by boarfddirectors composed of leading
citizens who volunteer their time. If an organizatisriarge or complex enough in operation to
require it, the board may delegate limited or broad atjmgy responsibility to a part-time or full-
time paid executive, who may be given any one of mateynaltive titles -- executive secretary,
administrator, manager, etc. Regardless of the siedydard will usually appoint one of its own
part-time volunteer members as treasurer, and in cagsts this person would be the second most
important person after the chairman of the board, Igiropcause its programs revolve around
finances.
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FIGURE 11

Categories of Nonprofit Organizations
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* Donor contributions are tax deductible. Other
1 Donor contributions are not tax deductible.

Source: Anthony, R. and D. Young, Management Control in Non-Profit Organizations. 5th ed. (Burr Ridge, IL: Richard D.
Irwin, Inc., 1994), p. 49.

How Do Nonprofits Differ from For-profits?
A nonprofit can run itself in a businesslike way, but ¢hezmain several critical distinctions
between the for-profit and the nonprofit worlds:

1. A nonprofit has no owner. There are no privateedi@ders, and the organization is
governed by a board of directors or trustees who mayegetve any individual benefit -- direct
or indirect -- from the organization. There can betramsfer of ownership. For this reason,
nonprofits are called nonstock corporations.

2. A nonprofit is set up to carry out a designated missio specific purposes, and its
Internal Revenue Service (IRS) classification confeecl tax-exempt status. Nonprofits are
chartered by the states, which may also grant exemfsbom property, sales, use, and income
taxes.

3. Nonprofits may generate profits (or “surplus”), bugytimay not distribute them. All
the assets of a nonprofit must be dedicated to its expomposes. You may give incentive

13



compensation based on productivity, but you may not give cagaptien based on the
profitability of the organization.

4. All nonprofits have mission statements, and th8 fBrbids such organizations to
engage in businesses unrelated to their original misdBusiness income unrelated to a
nonprofit’s mission, called unrelated business income (URbuld be taxable.

The following table summarizes the differences betvike two:

For-profits Nonprofits

a. Stockholder wealth maximization a. Stability

b. Profit maximization b. Mission responsibility
c. Managerial reward maximization c. Behavioral goals

d. Behavioral goals d. Social responsibility
e. Social responsibility

Success in nonprofits is primarily measured by nawvech service the organization provides
and by how well the service is done. Despite apparéeteices between nonprofit and for-profit
entities, there’s much that these two entities camIé@m each other to create more robust
organizations. Put it another way, to be successful, nfihmntities need to use a blended
approach, combining the best practices from both for{pmati nonprofit organizations.

Goals of Financial Management in Nonprofit Organizations
For-profit and nonprofit organizations often embraceimtifly different missions -- a fact that
can impact virtually every aspect of their operatiort3or-profits typically place the highest
priority on maximizing shareholder value. Nonprofits gafigr consider service to the
community to be their ultimate, overriding charter.

Because for-profit organizations are continually accdietto their shareholders, and
because they guard their assets, they tend to focusootitelm objectives that will have an
immediate impact on their balance sheets and incoatensénts. By pursuing a quarter-to-
guarter strategy, for-profits run the risk of losing sightheir long-term business visions.

Largely free of public scrutiny on a quarterly basis, nofifgrare more inclined to make
long- term investments that support their service-og@missions.

1. For-profits often excel in financial planning, informat systems, strategic planning,
and management practices.

2. Nonprofits are mission-driven, service-oriented andenfally integrated into the
communities they serve. Social responsibility is anpry concern.

Looking at how these organizations respond in timesigifalso reveals differences.
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In a crisis, for-profit companies tend to attack andesal problem as quickly as possible, doing
all they can to protect their assets. Nonprofits, bexéhesy often aren’t fiscally focused, tend to
rely on their cash reserves as their first line dédge when a crisis occurs.

From a management perspective, there’s a tendencygamomprofits to preserve
employee positions even when overstaffing might be appafére opposite is often true at for-
profits, where labor reductions are frequently made todtlgwas quick fixes for financial
problems.

To be well-positioned for long-term growth, nonprofit argations need to become
more fiscally focused, as those companies with thegést balance sheets are the most likely to
succeed in the years ahead.

Nonprofits also need to devote as much attention toemgstas they do service.
Sophisticated information and management systems areokaghieving efficiency and cost
effectiveness--both of which are mandatory charatiesig) today’s competitive marketplace.

For-profit companies must embrace service with the seiger they have given to
systems and financial stability. In a highly competiterevironment, the edge often goes to
those companies that are perceived as customer-driveroascientious corporate citizens.

Both nonprofit and for-profit organizations should craft alabhce between serving their
communities and refining their business systems and filago#s. Nonprofits, for instance,
still must compete with for-profits to secure financin@hey must also realize that without
adequate capital, and without access to their cagiy, will be unable to carry out, or expand,
their community service charters. For-profits mustogeize that strong commitment to
community service is as critical in today’s world asistrong balance sheet. For all practical
purposes, both entities should work toward goals thigtctedltruism as well as profitability.

Note: Resource providers of not-for-profit organizations havehas primary concerns the
services rendered by the organization and the continuintyadilthe organization to render
those services. These needs differ from the needesolurce providers for business entities,
whose primary concern is financial return.

What is Finance?
Finance is a form of applied economics. It covers atleasinvolve: (1) financial analysis and
planning, (2) investment decisions, (3) financing densi and (4) management of financial
resources. As discussed earlier, the goals of nonpeoétgjuite different from those of for-profit
organizations. Nonprofits are mission-driven, emphaseawice, and are community-directed.
Therefore, financial management for nonprofits mustibected toward achieving their major
mission or goal, that is, long-term stability.

Role of the Financial Manager

The financial manager of a nonprofit entity playsieaportant role in the organization’s goals,
policies, and financial success. The financial rgana responsibilities include:
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Determining the proper amount of funds to employ in thex@ge.e., designating the
size of the agency and its rate of growth.

Efficiently allocating funds to specific assets.

Obtaining low-cost capital.

Managing working capital such as cash, inventory and i&gles.

Controlling risk.

Reducing excessive costs.

Fundraising.

Conducting overall financial planning and budgeting.

ONOUTAWN

In a large agency, these financial responsibilities @arried out by the treasurer, the
controller, and the financial vice president (chiefriicial officer). The treasurer is responsible for
managing corporate assets and liabilities, planning na@des, budgeting capital, finding funds for
the agency, and managing the investment portfolio.ohe basically handles external financing
matters. The controller is basically concernechwniternal matters, namely, financial and cost
accounting, budgeting, and control functions. The Gr@nvice president, better known as the
Chief Financial Officer (CFO), supervises all phadefnancial activity and serves as the financial
adviser to the board of directors.

Financing for Nonprofits

Unlike for-profit firms, nonprofits are very limitesh having access to financial markets. This
appears to be changing thanks to the change in lawsngoyebond issuance. In general, the
financial markets are composed rmmbney marketand capital markets Money marketqcredit
markets) are the markets for short-term (less than eag gebt securities. Examples of money
market securities include bankers' acceptances, cmiaipaper, and negotiable certificates of
deposit issued by financial institutions. Capitalrkess are the markets in which long-term
securities issued by the government and corporatiensraded. Nonprofits may gain access to
bond financing. Other financing ideas available topnofits include: (1) pooled bond issue, (2)
private bond offerings, (3) pooled pension funds, a)dofivate foundation loan programs. The
financial manager of nonprofts needs to have an inmleasderstanding of financial markets and
various financing sources and ideas.

MORE ON FOR-PROFIT AND NONPROFIT CHARACTERISTICS

While there are some particular aspects that are unigogny respects, the budgeting concerns
and priorities of nonprofit organizations are also sintitathose of for-profit organizations. To
fully appreciate the entire budgeting process and the icatins of the choices that are made
by management, we will review some of the basic chamatits of various nonprofit
enterprises. Our discussion, however, will not betéichto only those aspects that make the
nonprofit organizations atypical in the business world will also review some of the
organizational characteristics that they share in comwvith for-profit organizations.

Investors and Contributors
Investors and contributors support the organization of ttieice with financial resources that
can be used to meet the goals of the entity. One ah#jer differences between the investors in
a commercial enterprise and the contributors to a mdibhporganization, however, is the
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expectation of a profit. Investors assume the forpboisiness will maximizeheir profits and
improve their financial position, giving them a good return on their inwestt. The investors
build an equity based on the size of their investmendt tae profitability of the firm. The
stockholders' control over corporate activities idiy related to the number of ownership
shares that are held. In the nonprofit organization,efvew contributors do not own a share of
the entity. The operations of a nonprofit are cdlado by its constituency, which in
governmental units are citizens and in voluntarily-suppodeils are contributors. Each
constituent haone vote regardless of the amount he or she contributéketamrganization.
While the voice impact in the decision-making proces®tselated to resources contributed for
each contributor, the nonprofit is subject to exteynafiposed constraints of the community.

Contributors to a nonprofit organization do not expect tddban equity, but the
enterprise is expected to provide a quality product or seteiche public. A contributor to a
nonprofit wants to know whether the organization has sgmtresources it has received,
whether it has spent its resources as it has pronwsegther the services performed are of high
quality, and whether it has any resources left.

While contributors have no expectation of profits,ytde have an interest in the future
commitments of the organization. Conventional accognpractices in for-profit businesses
discourage the use of forecasts in financial statemént&stors, in fact, who relied on financial
statements that were forecasts to make an investmeistoaie would have a basis for litigation,
as the statements would be perceived as misleading. @Qments may become future liabilities
for the nonprofit organization and may seriously impaet budgeting process when resources
are being allocated.

Commitments made by the nonprofit organization are iedun a number of ways. For
example, a grant might establish new computer trainiogjtias at a school, but not provide for
the continued maintenance expense (e.g., repairs of equipmikthe program or for the
teachers' salaries for instruction. The nonprofitulddhen be required to allocate its resources
to continue the program, and often would have to retyseatedly to its supporters for new
contributions or services in order to continue its progr&om year to year.

In general, nonprofit commitments can be separated four areas: debt, program,
facilities, and investment. Accounting rules under &ally Accepted Accounting Principles
(GAAP) do not require that these kinds of obligationgdmognized as liabilities in a balance
sheet, however an annual statement should be preparethgetach area for the nonprofit
organization. The deliberate understatement of commignéot the nonprofit entity is
comparable to intentionally overstating income for amm@ncial business.

Contributors to nonprofits want to provide the resoutcethe organization so that a
service can be provided to the community. The organizatew view the making of a profit as
irrelevant, or even detrimental, if government regutetior grant provisions require them to
utilize their total revenue directly for services. Somonprofits, such as performing arts
organizations, may be able to use a year-end surplus toeatgrontribution income or
endowment funds, thus increasing their ability to createices.
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Assets and Liabilities/Revenues and Expenses
Nonprofit organizations require inflow/outflow statemetthat reveal the extent to which the
organization's service objectives have been met. Thkeuatng system for a nonprofit
organization should provide information in two areas: (@grational accountability and (2) the
resource obligation position of the entity. Also, beean®ost of these organizations operate
under externally imposed constraints, it is importaritatee financial statements that disclose the
extent to which these constraints have been met.

On the balance sheet, pledges from members of the coitynaue not recorded as an
asset until the funds are actually received. Memberstdpsabscription fees may also be
viewed as contributions if they do not give an economigefie other than a tax deduction.
Other contributions or donations to nonprofit organized may sometimes include non-cash
items, such as donated facilities and other fixed asdet®ted materials, volunteer labor, and
donated services. All of these are generally recordedsets at fair market value. If volunteer
labor is controlled in the same way as paid labor, kewat must be expended in the same way
as paid labor.

Revenues, or inflows, are the realization of resaurcapable of being expended in
meeting the service objectives of the agency. The expariggoviding the services should then
be matched against those revenues. Both revenues and iaxgsnshould be reported on a
modified accrual basis to provide statement users witblbgective measurement of resource
inflows and outflows. The statement of revenues apeémditures will disclose the sources from
which spendable resources have been realized and thanwaliigch they have been used. This
statement is known as "dollar-accountability” statemeather than “operational-accountability
statement,” as it would be called in for-profit businesterprises.

In dollar-accountability accounting systems, which ems@eathe inflows and outflows
of spendable resources, the inflows are revenues aroutfiews are expenditures. The basic
accounting equation is then stated as:

Assets + Expenditures = Liabilities + Fund BalancesveRues

The balance sheets of nonprofit organizations wilcldge only readily spendable
resources and claims against those resources. Casbcandibles are reflected on the asset side
of the statements, while payables constitute the nhiajoitity. The equity section of the balance
sheet includes an account called "fund balance," sincapital stock or other equity documents
are being sold or traded. The fund balance is equal toiffeeedce between the assets and
liabilities.

In reporting assets and liabilities, many nonprofitd awn the facilities and equipment
used in providing their services. Though a school distney own several buildings or schools
where its activities are conducted, are these ass@is® building may look like an asset,
however, because its existence implies substantiatefigxpenditures, it cannot be considered
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one. No commercial enterprise would include as an asgeiperty that ensured a negative cash
flow indefinitely into the future.

The nature of the nonprofit might require using fae#itto provide its services with no
expectation of recovering the full cost of those s&wifrom the people who receive them. Are
these facilities a liability? The cash outflow, ceshby the operation of a high school, is not
required to be reported as a liability. Moreover, chimeitdings and public office buildings are
examples of a large group of properties currently claskdis assets. When they appear on the
financial statements of the nonprofit business, howdhery produce a distorted picture of the
entity's financial situation. Instead of capitalizing al®gpreciating their facilities, the nonprofit
should expense their costs and report the facilitie®eenitments. Long-term assets, available
for operations, are shown in separate funds or acgraops. Additionally, because the primary
product (service) of the nonprofit cannot be inventorib@seé organizations rarely need to
budget for target inventory levels and units to be produced.

Besides the balance sheet, another financial statethan is used by nonprofit
organizations is called a statement of changes in furahtal It is comparable to the statement
of retained earnings and shows the increases and dexneathe fund balance resulting from
resource inflow and outflow activity for the period.

The actual relationship between the expenses a nonprggnization incurs and the
benefits it provides is difficult to measure. To ill@g, in a performing arts organization, the
measure might be the amount of ticket sales and cotitnis it is able to generate with its
programs. Unlike a government-sponsored health facilgybenefit to the community is not
easily calculated. Nevertheless, if the programs prediace not considered valuable enough to
the members of the community it serves, it will not gateeenough revenue to cover expenses
and it will have to cease operations.

Gifts, contributions, and endowments, can be dilifituestimate when planning for the
coming year's activities. An economic downturn or unfonresgecumstances may result in a
severe curtailment of funds that are urgently neededwer operating expenses.

Besides receiving contributions, there are some nonpribidat have other resources to
fall back on to prevent the collapse of the organizati6or example, radio station KCRW of
Santa Monica College is associated with the Natiéhdllic Radio (NPR) network, and thus
receives federal funding, as well as listener contidmsti If the federal funds are insufficient,
funds are also available from Santa Monica Colleg&ytizh the station is licensed. This is an
unusual nonprofit situation, and KCRW must keep records and tautiyetwo separate fiscal
years for accounting purposes.

Some small nonprofits do their record-keeping on a casls,bather than an accrual
basis, because they have little in the way of adsodme or payable. They may also expense the
purchase of a fixed asset, rather than capitalizingnd eecording depreciation. Larger
organizations, however, must use the accrual systgraciadly if they accept grants, and if they
wish to present financial statements that conform t&ABA
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Restricted and Unrestricted Funds
Another characteristic that distinguishes the nonprbbm the for-profit organization is
accounting for restricted and unrestricted funds. Manyprafit organizations are funded
exclusively by private contributions from community membefsmericans gave an estimated
$525 billion to charity in 2004. These gifts helped to savehange the lives of millions of
people throughout the United States and abroad. Howewese thifts are often given to
nonprofit organizations with various restrictions and banused only for specified purposes.
This means that financial statements for nonprofitrimsges must also be able to show how the
different resources, restricted and unrestricted, weseel. Equity sections on the balance sheet
are typically divided into reserved and unreserved segmesith the reserved portion
representing the amount of assets already contractaattymitted to be used for specified
purposes.

Some of the grants and private donations may be testrior given for specific
purposes, and the spending of these funds must be stacturated for. For example, restricted
funding may be given for building a performance hallfoorcreating a new staging of an opera.
Other large donations, or revenues from other unregtriciBome sources, may be usable for
general operating expenses or special projects as decidkd byganization's board of directors.
Some funds may be given to the nonprofit as an endotyimenhich case only the income from
the gift may be used, not the principal. Endowment incarag be the only truly predictable
revenue source that a nonprofit receives.

The accounting profession has developed four differemt, cccasionally conflicting,
industry accounting guides to address the unique nature ofotigratfits’ financial reporting
needs. (se@udits of Certain Nonprofit Organizations, Audits of Voluntary Health \Medfare
Organizations, Hospital Audit GuidandAudits of Colleges and Universitigsublished by the
American Institute of CPAs, New York, 1973-1974).

The distribution of overhead costs must be done céydietause the way in which the
financial reports show the matching of applicable overloestls to these funds can sometimes
handicap the nonprofit organization's ability to raisaritcontributions from charitable sources.

What is clearly apparent is that the information itheestors in for-profit organizations
need and expect is different from the information gbuators to nonprofit businesses want and
expect. These dissimilarities between the two typesrgénizations means that management
must seriously review their accounting, financial planning éaodgeting requirements and
consider these distinctions as they implement tHaimmng processes. The essential needs of
the nonprofit organization and its supporters must befisatis

Operations Control and Motivating Managers
Budgeting is more important in a nonprofit organization bseaof the control factor. In a
nonprofit agency, especially in one with fixed incomenagers must closely follow the budget
plan because the budget represents the programs and sevveeprovided for the year. In a
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for-profit organization, operations managers can, wiibamameters, be allowed to modify
certain manufacturing or service plans as conditiom@a during the year, if they can show
that the revision will increase profits. For examglegre can be a greater effort in marketing
promotions or advertising to increase sales if revenuesarmeeting forecasts. Or managers
can make product line changes or increase distributionetb increase sales.

In a nonprofit setting, however, there is little rodoincrease revenues if costs are
exceeding estimates. Therefore, a more careful asiof revenues and expenditures must be
made during the budgeting process for the nonprofit, and nmesebe greater control during the
year to make sure managers are not exceeding the estiotets for their programs. Usually,
expenditure cuts must be made to other programs or servigasler to close any gaps that
develop between revenues and expenditures during the fyeapeinses are below revenues by
more than the amount needed for reserves, the orgjaniza not delivering the services that the
funding agencies have a right to expect.

Conformance to the nonprofit budget is not only encouragealso controlled with the
appropriate audit and internal control procedures. Senionirastrators are well aware of the
natural tendency for managers to spend 100 percent of tidgety whether needed or not, for
fear that the program's budget will be decreased ingkeyear. Many nonprofit agencies are
finding ways to reward managers who provide the plannedcsstvbut do so below the
estimated cost. There is an urgent need in nonprafanizations to encourage and motivate
managers without stifling their creativity or initiative.

The measuring of output is a bit more complicated imthgprofit than in the for-profit
organization. The usual measures of revenues, gross margies incomes, are not relevant to
the nonprofit, so other measures must be developed. aherseveral types that can be used;
namely, results measures, process measures, and isdaakors. Theesults measurewill
show whether the organization is accomplishing its ¢bjes and theprocess indicatorswill
indicate the quantity of work. Tls®ocial indicatorsare not control measures per se, but may be
used for strategic planning during the budgeting planning process gBantity and quality
measures should be devised, even though measures of the aqiabervice are highly
subjective.

There are several areas in today's nonprofit contnatscan be improved upon. One of
the most important is that there must be a moreveadtiterest in the functioning of the
organization by its governing board, including legislativencottees. Additionally, senior
management levels need to be involved in operations amgglgonoperformance evaluations, in
systems improvements, and in the budgeting process. Tmese be suitable rewards and
motivations to encourage managers to provide services be@stv estimates, and output
measures must be included in program budgets. Reports onnpente must be structured to
be consistent with budgets, and there must be a reguddmation of operations with a more
thorough attention to programming. Finally, there mustbee attention to the selling prices for
services and the importance of using the "full" coseof¥ises.
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Nonprofit organization administrators must take seljotise demands for improved
management control. During the 1990s and the 2000s, nongrafiesbeen seeing significant
cutbacks in all phases of funding, at the federal, stadelocal levels. During this same period,
however, there have been increasing demands for serfrmm clients and other users. By
meeting the requirements for better control, managérgnsure the continued life and growth
of the organization.

Budgetary System and Accounts
Annual budgets of estimated revenues and estimated expesddteeprepared for most
governmental funds. Approval of the budget by legislative ynitszides the legal authority to
spend for fund activities, within the limitation of theidget. (The estimated expenditures
authorized by the legislative body are callggbropriations) The approved budgets of such
funds are recorded inudgetary accounts the accounting system to provide control over fund
revenues and expenditure®roprietary Funds and Fiduciary Funds-and most Special
Assessment Fundand Capital Projects Fundsare not contingent on annual budgets and
legislative appropriations of resources. Thus, budgetd nee be integrated into their formal
accounting records. The type of budget prepared by nongowetamenprofit entities will
more closely resemble a budget prepared by a business metéhan a budget prepared by a
governmental unit, except when a state legislature oca touncil appropriates funds for an
entity (e.g., a public college or a hospital).

More Need for Sound Information Systems
One way nonprofit organizations can keep their costs dewo implement an information-
management system. The systems cut costs by reduciaghthent of time and effort employees
spend creating, updating and maintaining files. Howevempnadih organizations have the least
amount of money to spend on establishing the systemsingRdlse capital to purchase the
necessary hardware and software is not an easy taskjustifying that cost to a board of
directors is sometimes a hard sell. Nonprofits adirm need of financial-management systems,
database systems, and so on.

COST CONCEPTS AND TERMINOLOGY

It is important to understand actual costs. Nonprofits have a tendency koiwo
how much things cost. But maybe they have capacity that isn't being used.

In financial accounting, the term "cost" is definedaameasurement, in monetary terms, of the
amount of resources used for some purpose. In maraggraunting, the term "cost" is used in
many different ways. Cost is not a unidimensionalceph That is, there are different types of
costs used for different purposes. Some costs are uaefllrequired for surplus/deficit
determination. Some costs are useful for planning, bimdgeind cost control. Still others are
useful for making both short-term and long-term decisitmshis section, we will cover various
cost concepts useful for financial management and distindngsveen variable costs and fixed
costs.

22



Cost Classifications
Costs can be classified into various categories, dicgpto:
1. Their managerial functions
a. Materials
b. Labor
c. Contractual services
d. Overhead
2. Their ease of traceability
a. Direct costs
b. Indirect costs
3. Their behavior in accordance with changes in activity
a. Variable costs
b. Fixed costs
c. Mixed (semivariable) costs
4. Their relevance to planning, control and decisiokinga
a. Sunk costs
b. Incremental costs
c. Relevant costs
d. Out-of-pocket costs
e. Opportunity costs
f. Controllable and noncontrollable costs
g. Standard costs

We will discuss each of the cost categories in thergaer of this section.

Costs by Managerial Functions
Four basic cost components can be generally identifieainy program, project, operation, or
activity: (a) materials and supplies, (b) labor or pensb services such as wages, salaries, and
fringe benefits, (c) contractual services resultirmgrfroutsourcing, and (d) overhead. Overhead is
various other costs, such as insurance, rent, propgey, i@nd depreciation.

Direct Costs and Indirect Costs
Costs may be viewed as either direct or indirect ingevfithe extent to which they are traceable to
a particular object of costing such as a program or artteent. Direct costs can be directly
traceable to the costing object. For example, tlaysal the manager of a day-care center would
be a direct cost of that center. Overhead items arergly indirect costs since they are not directly
identifiable to any particular program. A fundraising campdhat benefits more than one activity
or program is an example of an indirect cost.

Variable Costs, Fixed Costs, and Mixed Costs
From a planning and control standpoint, perhaps the impsttant way to classify costs is by how
they behave in accordance with changes in some neea$uactivity--for example, number of
patient days or number of labor hours required to comptatee task. By behavior, costs can be
classified into the following three basic categories:
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Variable costs are costs that vary in total in dingaportion to changes in activity.
Examples are direct materials and direct labor. Fixetiscare costs that remain constant in total
regardless of changes in activity. Examples arearahinsurance.

Mixed (or semivariable) costs are costs that vary withnges in volume but, unlike
variable costs, do not vary in direct proportion. In otherds, these costs contain both a variable
component and a fixed component. Examples are tkel adra delivery truck, where a fixed rental
fee plus a variable charge based on mileage is madetiftnes costs, where the expense consists
of a fixed amount plus a variable charge based on consumpt

Costs by behavior will be examined further in a latepter. The breakdown of costs into
their variable components and their fixed componéntsmportant in many areas of flexible
budgeting, break-even analysis, and short-term deemaking.

Costs for Planning, Control, and Decision-Making
Sunk Costs
Sunk costs are the costs of resources that have abeadyncurred whose total will not be affected
by any decision made now or in the future. Sunk costesargidered irrelevant to future decisions
since they are past or historical costs.

EXAMPLE 1.1

Suppose you acquired an asset for $50,000, threg ggay which is now listed at a book value
of $20,000. The $20,000 book value is a sunk cost whichmtteaffect a future decision.

Incremental (or Differential) Costs

The incremental cost is the difference in costs betvieo or more alternatives. Incremental costs
are increases or decreases in total costs; or changpeadiiic elements of cost (e.g., direct labor
cost), that result from any variation in operations.

EXAMPLE 1.2
Consider the two alternatives A and B whose costasfollows:
Difference
A B (B-A)
Direct materials  $10,000 $10,000 $0
Direct labor 10,000 15,000 5,000

The incremental costs are simply B-A (or A - B) Bsven in the last column. The incremental costs
are relevant to future decisions, which will be talgpnn detail in Chapter 13.

Relevant Costs
Relevant costs are expected future costs that widlrddetween alternatives. This concept is a key
to short- and long-term decisions and discussed in dktilin the course.

EXAMPLE 1.3
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The incremental cost is said to be relevanhéoftiture decision. The sunk cost is considered
irrelevant.

Out-Of-Pocket Costs

Out-of-pocket costs, also known as outlay costs, are tasteejuire expenditures of cash or other
resources. Non-cash charges such as depreciationnaontization are not out-of-pocket costs.
Out-of-pocket costs are usually relevant to a particdeisan.

EXAMPLE 1.4
A capital investment project requires $120,000 shaatlays. The $120,000 is an out-of-pocket
cost.

Opportunity Costs

An opportunity cost is the net benefit forgone by r@ectan alternative. There is always an
opportunity cost involved in making a choice decisiors # cost incurred relative to the alternative
given up.

EXAMPLE 1.5
Suppose a childcare center has a choice of usimgpacity to provide 100 units of services or
renting the facility out for $20,000. The opportunityteafusing the capacity is $20,000.

Controllable and Noncontrollable Costs

A cost is said to be controllable when the amount o€dise is assigned to the head of a department
and the level of the cost is significantly under the agan's influence. Noncontrollable costs are
those costs not subject to influence at a given level ohgexial supervision.

EXAMPLE 1.6

The supervisor of an emergency room in a hospital mighcse significant control over
the costs of supplies, maintenance, and nursing. ©atkier hand, fixed costs such as depreciation
of medical equipment and insurance, or the cost of doctors wmilde controllable by the
supervisor, since he/she would have no power to authdr&eurchase of the equipment and
insurance, or hire doctors.

Standard Costs

Standard costs are the costs established in advarsgrve as goals, norms or yardsticks to be
achieved and, after the fact, to determine how wekdhgoals were met. They are based on the
guantities and prices of the various inputs (e.gectlimaterials, labor, and overhead) needed to
output efficiently. Standard costs are better known“@sdgeted costs” set for nonprofit
organizations. The differences between standard cosisaatual costs are referred to as
“variances.” If actual costs exceed standard costs,ighin unfavorable variance. In the opposite
case, the variance is favorable. Any unfavorable vegianust be determined and evaluated. Is the
variance controllable or uncontrollable? If controllabdno is responsible and why did it occur?
Immediate corrective action may be needed. On ther didnd, we could learn from a favorable
variance and improve performance in other areas ks we
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More on Fixed and Variable Costs
Most of the costs for NPOs are fixed. The majoritgxpenses are for the salaries and benefits
of their employees, whose contracts represent lalitiato the organization. After program
activities are budgeted for the year, staffing evaluatamesdone to determine whether enough
employee talent is available or whether recruitmédfairts need to be budgeted for more staff
and volunteers. Staffing budgets are prepared and then a resonpaf the expected service
levels to current staffing is done to ascertain whetu#icgent staff is available. Based on this
review, decisions to increase the number of employetsrecruit additional volunteers are then
implemented.

There are many ways to calculate or estimate cestag are simple and others can be
quite complex. In budgeting for government defense ccistrdirect costs are estimated using a
cost analysis on the price previously paid for an iteat is adjusted for quantity, reduction or
increase in technical scope, economic adjustmentsarhead, direct labor rates, and inflation
and currency fluctuations between nations of the worldnother method is parametric
modeling, which utilizes the technical characteristics adnyn programs to determine a
probability cost range to prepare budgets for many prograesemily in development where
specific performance history is unavailable.

Indirect costs are used by both profit and nonprofit megdions to offset some of the
central administrative costs provided by the parent agéocyarious activities. Although
estimating indirect costs often involves complex dakions, the parent agency provides vital
services to each program, including basic resources for mtlening the program itself, and
indirect allowances must be made to fund the parent agenayll as its programs.

The parent agency may handle such things as persoratédrsn provide legal and
auditing services, data processing, accounting services,Mtst nonprofit supporters expect
that all indirect costs will be specified and subjectdsgible audit, that only allowable costs will
be represented and that the subtotal of these costsowvéxceed a fixed percentage level. Some
watchdog groups insist that nonprofit organizations shoulddspe more than 40 percent of
their funds on administration and fund-raising. Anotheathod for budgeting indirect costs
requires specifying and costing out every element the ageawsts to include in its indirect cost
request.

Break-even and Cost-Volume-Revenue Analysis
Break-even and Cost-volume-profit (CVP) analysis islingited to profit firms. CVP analysis in
a NPO is more appropriately calledst-volume-revenue (CVR) analysi©ie CVR model not
only calculates the break-even service level, butladdos answer a variety of "what-if" decision
questions. This is covered in Chapter 3.
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CHAPTER 2
ACCOUNTING BASICS FOR NONPROFITS

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

Construct a guide for chart of accounts.

Develop a statement of financial position (balance sheet)

Differentiate between accrual vs. cash basis.

Explain the concept of a statement of activities.

Explain and describe the current unrestricted fund (geherd) operating fund).
Elaborate on the processes of budget recording and aabdiit

Discuss and give examples of accounting by specific noihprginizations.

NoohkwhE

The surrogate owner of the nonprofit organization (NB@pciety. The NPO provides services
and programs to its members or the public-at-large witlsontern for profits. Success is
measured in terms of the quality of services and acsvirevided, and whether objectives are
being accomplished.

An NPO requires up-to-date, reliable, and meaningful finhdeia to evaluate operating
position and financial status. Financial informationutidoe recorded, reviewed, summarized,
and reported. The books of account and records must batcimternal controls must exist to
protect assets.

SFAS 116,Accounting for Contributions Received and Contributions Mad&blishes
standards of accounting and reporting for contributionsapftlies to all organizations that
receive or make contributions. SFAS 1Ehancial Statements of Not-for-Profit Organizatipns
addresses not-for-profit organizations, establishes gst@sdar their general-purpose external
statements and designates the statement of financidioppshe statement of activities, the
statement of cash flows and the accompanying notes aseterset of financial statements.
The financial statements must focus on the organiza®man integrated whole. Presenting
information by fund is no longer required. However, MR@Il continue fund accounting for
internal purposes.

SFAS 93 Recognition of Depreciation by Not-for-Profit Organizatiprexjuires all
NPOs to recognize depreciation in the financial statenamdo disclose the depreciation
expense, the balances of major classes of depreciaels asnd the accumulated depreciation at
the balance sheet date, and a description of the dejweaigethod used.

External reports issued by NPOs should conform to gewpeaamitepted accounting
principles (GAAP). NPOs must prepare for outsiders fbllowing financial statements:
Statement of Financial Position (Balance Sheet)e8tant of Activities (similar to an Income
Statement prepared by commercial businesses), and then&tatef Cash Flows.
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Information about the existence of donor-imposed restnstmust be reported. FASB
117 sets forth three classes (previously called funds)tohssets (fund balance): unrestricted,
temporarily restricted, and permanently restricted. &tnted net assets are resources that can
be used for any purpose. They aotdonor-restricted. Board-designated assets are clasaffie
unrestricted since the restrictions are self-imposedcandbe lifted at any time. Temporarily
restricted net assets are resources with a donoraiiguulthat the resources can be used for a
specific purpose. The restriction or condition canie either by the passage of time or by
actions of the organization. Permanently restrictechssets are resources with donor-imposed
restrictions that stipulate the resources be maietapermanently but allows the entity to use all
or part of the income obtained from the donated as3éts.donors' restrictions are permanent in
nature meaning they can never be met or never expimancial reporting should show how
different resources, restricted and unrestricted, weeel.

Internal reports for management decision-making purposgdma a format managers
believe is most useful. For example, reports magrbeared on a functional basis. Functional
reporting is an effective means to communicate becaus®&lRi@ identifies its programs and
determines the income and costs of such. A singlsaciion may be classified in more than
one way including by program, responsibility unit, sourcel @bject of expenditure. Financial
information should be timely for control and to maketojlate decisions. Budget and actual
amounts may be compared for variance determination angsanal

A manual should be retained including: (1) information reiggrdinancial statement
presentation, timing, and distribution; (2) check-signing pedic(3) expense incurrence policy;
(4) revenue collection policy; (5) insurance; (6) travelgoland (7) internal controls.

CHART OF ACCOUNTS
The chart of accounts depends on the size of the NROydlume of activities, nature of
services, financial structure, and competency of staffhe €Thart of accounts allows for
expanding or deleting, to satisfy the NPO's requiremehik vinaving uniformity in recording
and reporting financial information.

STATEMENT OF FINANCIAL POSITION (BALANCE SHEET)

FASB 117 requires that the Statement of Financial PosBalance Sheet) present assets
according to their nearness to cash and sequencing otikesbdccording to the nearness of their
maturity. Alternatively, NPOs can provide a classifitalance Sheet which, shows assets and
liabilities as current and noncurrent. FASB 117 recomméiadig a total column for assets,
liabilities, and net assets (fund balance). The tdtahge in net assets for all classes comprising
of unrestricted, temporarily restricted (will ultimatetxpire over time or be satisfied by the
NPO), and permanently restricted (will not expire efidfilled) should be presented.

The Balance Sheet should present the total of unrtestriands and the balance of major
restricted funds. The unrestricted funds may be showsubcategorizes. Some NPOs detalil
restricted funds into separate funds by major donor. Teanpoand permanently restricted net
assets result from donor-dictated restrictions. Terandyp restricted net assets may be for
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unspent gifts limited to specific operating purposes, futlgeges, and unspent funds only to be
used to buy equipment. Permanently restricted netsasggy be for a permanent endowment or
where a perpetual restriction exists.

The previous practice of presenting financial statemientenly certain funds has been
eliminated. Fund accounting will continue to be used farmal reporting only. FASB 117
allows flexibility in reporting. Organizations can conté to present financial position by fund
(e.g., operating, plant) as long as the net asset$aamfied as either unrestricted or restricted.

ASSETS
Assets support the NPO's activities and will ultimatedyconsumed by them. Some specific
assets are now discussed.

Cash A very important asset because it indicates ifughomoney exists to pay bills
when due.

Pledges Receivable (netPromises by outsiders to make donations that haveeawst
received yet. Under FASB 116, nonprofits recognize untiondi pledges as assets when made
even though the actual cash is still not received.

Grants Receivable (net)Similar to pledges except grants are received framdations,
companies, and government agencies.

Inventories. The accumulation of raw materials, supplies, eted s deliver services.

Prepaid ExpensesThe prepayment of expenditures having future benefit asignepaid
insurance.

Investments Debt and equity securities that generate incometenQfendowments
consist of securities.

NPOs may report investments at cost or market valagestment securities donated to
the NPO should be recorded at their fair market valtieeadlate received.

Unrestricted or restricted realized gains or losses lenodanvestments are presented in
the Statement of Activities. However, unrestrictealized gains or losses are presented in the
unrestricted fund class, while restricted realized gainesses are shown in the restricted fund
class. Further, capital gains or losses on endowmeastiments are classified as unrestricted
even though the endowment is donor-restricted.

FASB 117 requires unrealized losses on noncurrent invesgtneriie presented in the
Statement of Activities after the "excess of reveouer expenses" line but before the "change in
net assets" line.

Unrestricted investment income (interest and divideads)presented in the current un-

restricted fund of the Statement of Activities. Ietimvestment income is restricted (e.g.,
endowment fund) it should be presented in the restriotad
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Fixed Assets.Under generally accepted accounting principles (GAAP)tamdceive an
unqualified audit opinion, NPOs should record fixed asset®sttand depreciate them (FASB
93). If a small purchase is involved (e.g., $100), pradiycaday support immediate write-off.

Donated fixed assets may be reported as either unredtriot temporarily restricted
income when the asset is received. If the gift iate@ as temporarily restricted, the restriction
expires proportionately over the useful life of theeass The expiration is treated as a
reclassification from the temporarily restricted t@ thnrestricted class of net assets. Land,
which is not subject to depreciation, continues in gaporarily restricted class indefinitely
until sold.

LIABILITIES
Liabilities are amounts owed to others in money or futemr@ices. Some liabilities are now
discussed.

Accounts PayableAmounts owed to suppliers.

Accrued Expenses PayablBills owed that will have to be paid (e.qg., utilities).

Grants Payable.Applicable to granting agencies for amounts promised butetqiaid.

Unearned RevenueRevenue received in advance before being earned sudvasa
membership fees for three years.

Mortgages Payable Mortgage on real property such as on a day care center
Restrictions may be placed on borrowed funds.

NET ASSETS (FUND BALANCE)
Net assets (fund balance) equals total assets lesdidbthties. Net assets is the net worth of
the NPO. Positive net assets (credit balance)nstaaccumulation of surpluses. Negative net
assets (debit balance) is net accumulated deficit.

An appropriation is shown in the net assets (fund ba)asection of the Balance Sheet as
shown below:

Net Assets

Designated by the Board for Project X
Undesignated, available for current purposes
Total

As amounts are expended for Project X, they are reca@sledpenses in the Statement of
Activities. The amount expended, of course, reduces thepgted amount.

A simplified balance sheet for an NPO is shown in Ekl2H.
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EXHIBIT 2.1
SIMPLIFIED BALANCE SHEET

Assets

Cash 500,000
Accounts Receivable 200,000
Securities 150,000
Land, Building, and Equipment 350,000
Total assets 1,200,000
Liabilities

Accounts Payable 200,000
Notes Payable 50,000
Long-term Debt 100,000
Total Liabilities 350,000
Net Assets

Unrestricted 400,000
Temporarily Restricted 350,000
Permanently Restricted 100,000
Total Net Assets 850,000
Total Liabilities and Net Assets 1,200,000

A detailed illustrative balance sheet is shown in Exiai#.
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EXHIBIT 2.2
BALANCE SHEET

Unrestricted
General Investment Temporarily Permanently
Fund Fund Restricted Restricted Total

Assets

Current assets:

Cash $ 100,000 $ 2,000 $ 21,000 $ 17,000 $ 140,000

Marketable securities, at cost 300,000 400,000 1,100,000 1,800,000

(market value $2,000,000)

Contract receivables $ 40,000 40,000

Inventories of supplies 20,000 20.000
Total current assets $ 160,000 $302,000 $421,000 $1,117,000 $2,000,000
Fixed assets:

Fixed assets at cost $1,500,000 $1,500,000

Less: Accumulated depreciation (1.000,000) (1.000.000)

Net fixed assets $ 500,000 $ 500.000
Total assets $ 660,000 $302,000 $421,000 $1,117,000 $2,500,000
Liabilities and Net Assets
Accounts payable $ 70,000 $ 70,000
Unearned grants revenue $ 50.000 $ 50.000
Total liabilities $ 120,000 $ 120.000
Net assets:

Restricted $421,000 $1,117,000 $1,538,000

Unrestricted $ 540,000 $302,000 $ 842,000
Total $2,380.000
Total liabilities and net assets $ 660,000 $302,000 $421,000 $1,117,000 $2,500,000

ACCRUAL VS. CASH BASIS
There are three bases for NPOs to keep their recacdsual basis, cash basis, and modified
accrual basis. Most small NPOs use the cash basisdett medium and larger NPOs use the
accrual basis. NPOs use the modified accrual basis.

The accrual method recognizes operating and nonoperatimgact@®ns not only when
cash is impacted but also when the NPO is involved irivieg or extending credit. The
accrual basis expenditure represents the using up of falamsources for the purchase of
goods, services, or other financial resources. An expemsgitates the consuming of goods or
services for operating purposes. The accrual basis isaoilgineeded for fair presentation of
the financial statements.

The cash basis is often used by NPOs (1) when no sigriifittierence exists between
the cash and accrual bases, or (2) when NPOs spend yedin what they receive as revenue
from all sources (there is no significant unpaid billsiocollected income).

The cash basis is simple. It recognizes and records dyprating and nonoperating
revenue and expense transactions only when cash ise@a®ipaid.
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Under the modified accrual accounting basis, revenue agneéeed when available and
measurable. Expenditures are recognized in the periddbiléy is incurred (accrued) except
for:

- Use of encumbrances.

- Interest on general long-term debt, which is recognieeh due.

- Inventories of materials and supplies are considerpeneitures either when bought or
used.

Under the modified accrual basis unpaid bills are accruediimdllected income is on
the cash basis.

STATEMENT OF ACTIVITIES
The Statement of Activities is analogous to the Inc@B@tetement for a commercial business.
The Statement of Activities may also correctly bdechbther names including "Statement of
Revenue, Expenses, and Changes in Net Assets" and "StatefrChanges in Net Assets.” It
shows all the NPQO's financial activity over the year.

The "bottom line" of the Statement of Activities itbhange in net assets. It may be
positive or negative. This is the changealh types of net assets (unrestricted, temporarily
restricted, and permanently restricted). The changetiassets is the final change after all items
of revenue, expense, gains/losses, and reclassifisdimre been shown. This measure includes
such items as restricted contributions to the permamelivement or plant fund contributions,
which do not reflect operations.

An illustrative columnar Statement of Activities (Staient of Revenue, Expenses, and
Changes in Net Assets) is presented in Exhibit 2.3.

For internal management reports or restricted donor pusposenue and expenses may
be shown by individual funds for greater detail. Alsderinal reports may present revenue and
expenses by program, service, activity, and function.

Cost allocation is important so that program costs Haen fairly determined. An
example is personnel costs for workers performing dotes number of programs.

EXHIBIT 2.3
STATEMENT OF ACTIVITIES
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Unrestricted Temporarily Restricted Permanently Restricted Total
Income:
Contributions $ 42,500 $12,000 $ 12,500 $ 67,000
Contracts 55,000 55,000
Investment income from endowments 10,000 10,000
Gains on sale of investments 20,000 3,000 23,000
Other 6.500 6.500
Total $134,000 $12,000 $ 15,500 $161,500
Net assets released from restrictions 11.500 (11.500)
Total income $145.500 $ 500 $ 15,500 $161,500
Expenses:
Administration $ 81,500 $ 81,500
Program services 21,500 $ 21,500
Fund raising 6,000 6,000
Total expenses $109.000 $109,000
Excess of income over expenses $ 36,500 $ 500 $ 15,500 $ 52,500
Net assets, beginning of year 28,500 5,000 125,000 158,500
Net assets, end of year $ 65,000 $ 5,500 $140,500 $211,000
REVENUE

Revenue must be spent consistent with regulationstatioms, or restrictions. Revenue is
segregated as to restricted and unrestricted. Revenualascdues and membership fees,
admission fees, donations and contributions, grantsirad fees, conference registrations,
advertising, sales of publications and merchandise, spa@al fees, royalties, and investment
income.

Membership and subscription fees received in advance areredefand should be
allocated over the years the services will be provideid@me. Life membership and initiation
fees are prepaid dues and are deferred and allocated evgedls services are provided as
income. In a large NPO, the initiation fee may be med based on the average life
expectancy of members. If the initiation fee is moprepayment, it should be immediately
recognized as income.

Revenue from a sponsored event is recorded as earned {meh@erformance occurs).
Revenue must exceed the costs related to the eveartrt@ @rofit. The audience must be able to
cover the costs (e.g., fund raising, marketing, insuraecg, and production).

EXPENSES
FASB 117 requires the reporting of expenses in the untestrdass of net assets, irrespective
of the financing source. Expenses cannot be shown irethgorarily or permanently restricted
classes. NPOs must report expenses by functional ceeg@program, fund-raising,
management). Voluntary health and welfare entitiest mis present expenses by natural
categories (e.g., rent, wages, insurance, travel).

Membership development costs are expensed. Straight-linectlton is usually used.
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Fund-raising costs include a fair allocation of overhekRdnd-raising costs are recorded
as expense as incurred. However, such costs are deffethedrelated donor contribution is
treated as deferred income and the donor has stiputaethe donation may be used to pay the
fund raising costs to obtain the gift.

Cost control requires program identification and cfasgion. It is easier to control
variable costs than fixed costs because variable castd& changed whereas fixed costs are
constant. It is easier to control direct costs timtirect costs because their source is more
identifiable. It is easiest to control direct variabtests because you know exactly what program
or service is responsible and you can adjust the cobBte most difficult cost to control is
indirect fixed costs.

STATEMENT OF CASH FLOWS
FASB 117 requires the preparation of the Statement df Elasvs by all business enterprises as
well as NPOs. It shows where the NPO received anditssedsh. Cash flows are reported in
three sections: operating cash flows, investing cashsfland financing cash flows (including
receipt on nonexpendable contributions). Restricted fiask are also indicated.

The Statement shows the NPOQO's ability to generate ft@sis, and its ability to pay
obligations. Cash flows from financing activities will inde donor-restricted gifts (e.qg.,
restricted to buy equipment or establish a permanentwendat) of a long-term nature. Also
included in the financing activity category is interest ainaddnd income restricted for long-
term purposes. Such items are not included in operating fss. Significant noncash
investing and financing transactions are disclosed in a esngpitary schedule accompanying
the Statement.

Note: Financial reporting by an NPO must provide information aloouicash investing and
financing activities that affect recognized assets anditiakil This information is excluded

from the body of the statement to avoid undue complexit detraction from the objective of
providing information about cash flows. Instead, iteparted in related disclosures. Examples of
such noncash transactions include obtaining assets byiagdiahilities, exchanging a noncash
asset or liability for another, or a substantial nohaafi such as equipment.

The statement may be prepared under either the direntlioect methods. The direct
method is preferred by the FASB in which NPOs report flagfs from operating activities by
major classes of receipts and payments and the resméih@mount. Less preferable, but
acceptable, is the indirect method. Here, the NPO epwt cash flows from operating
activities indirectly, by adjusting change in net assgtsed in place of net income for a
commercial business) to net cash flow from operatinyiies. This method is commonly used
by NPOs because it is simpler to prepare.

An illustrative Statement of Cash Flows follows.

EXHIBIT 2.4

STATEMENT OF CASH FLOWS
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(Indirect Method)
Cash flows from operating activities:

Change in net assets $100,000
Adjustments to reconcile change in net assets toastt used

by operating activities:

Depreciation 10,000
Increase in pledges receivable (30,000)
Decrease in inventories 20,000
Increase in accounts payable 15,000
Decrease in grants payable (5,000)
Contributions restricted for long-term investment (2,000)
Net unrealized and realized gains on long-term

Investments (1,000)

Net cash received from operating activities $107,000
Cash flows from investing activities:

Purchase of equipment ($40,000)
Proceeds from sale of investments 35,000
Net cash flows used by investing activities ($.5,000)
Cash flows from financing activities:

Proceeds from restricted contributions to be invested in

endowments and equipment $50,000
Long-term loan proceeds 22,000
Payments on long-term debt (12,000)

Net cash received from financing activities $60,000
Net increase in cash and cash equivalents* $162,000
Cash and cash equivalents (beginning of year) 80,000
Cash and cash equivalents (end of year) $242,000
Noncash investing and financing activities:

Gifts of furniture $16,000

* A cash equivalent is a short-term, highly liquid investingith an initial

maturity of three months or less.

Supplementargash flow data may also be presented. For exangsgf,inflows may be
classified as to (1) estimated or actual, (2) restrictednoestricted, (3) source (e.g., grant,
contribution, loan) and (4) operating or nonoperatingshCQautflows may be classified as to (1)
object of expenditure, (2) program or activity, (3) estedabr actual (4) operating or non-
operating (5) responsibility center, and (6) restrictedrwestricted.

DISCLOSURES
NPOs should provide disclosures to make the financiadretatts meaningful and informative.
These include unrestricted and restricted revenue by roajegory or source, amount of gifts,
and expenses by type. Related party transactions shodiddiesed such as when the manager
of the NPO also personally owns real estate rentdtetdlPO.

36



SUPPLEMENTARY STATEMENTS
Supplementary (optional) statements include:

- Statement of Changes in Fund Balance.
- Statement of Functional Expenses (required by voluritaajth and welfare agencies).

It details expenses by program or support area.

RESTRICTED RESOURCES
Restricted resources may be accounted for either in olnn special accounts or restricted
funds. A fund is an accounting entity (it may also begal entity) with its own self-balancing
set of accounts, including its own ledgers, journals, ebpecial accounts would be used if
restricted resources were of no major importance HerNPO. Funds would be used if the
restricted resources were important, normal, and regufinancing sources.

Under FASB 116 restricted resources are considered usedamhexpense is incurred
that satisfies the donor's restriction, unless theeese is for a reason directly related to another
specific outside revenue source.

GRANTS
Grants may have mandates as well as matching requiremé&ot example, foundation grants
are usually restricted. Some NPOs receive grants fromah parties for a specific project or
activity (e.g., research).

FASB 116 requires that an unconditional pledge must beedrately recorded as
revenue, not deferred revenue. In the case of an daregtgrant, advance payments must be
recognized as revenue immediately when received. Reigtbaerg grants are recognized as
revenue, as reimbursements are due.

Restricted grants should be treated as deferred revenilighentestrictions have been
satisfied, at which time they are recognized as incoifgpically, this occurs when expenses
have been incurred.

In an endowment grant, the principal received must besiadeto generate current
income to fund a specified activity. An example is amdtaved chair" at a college where the
grant's principal can never be used but forever investety t@e interest earned is used to pay
the "endowed chair.”

CONTRIBUTIONS
FASB 116 provides for the recognition of unrestricted or iotett contributions at fair value
regardless of form (e.g., cash, gifts-in-kind, secujitéesrevenue or gains when received with
the concurrent recognition of assets or decrease hilities depending on the nature of the
benefit received. Unrestricted contributions shouldroduded in the unrestricted class of net
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assets while restricted contributions should be includedertemporarily restricted class of net

assets. Current restricted contributions can be useditty sairrent expenses even though they
are restricted as to use for some specific purpose oe specified time period. Note that

restricted contributions are not deferred until the i&gin is met. Footnote disclosure is

required of the nature of the restriction and amougbaftribution. Contributions should also be

recorded in the appropriate fund.

Unrestricted contributions should be presented in thestriod class of net assets in a
Statement of Activities. Contributions preferably dddoe segregated from service fee income
in the following manner:

Service fees $260,000
Less: Expenses 210,000
Excess of service fees over expenses $ 50,000
Contributions 80,000
Excess of income over expenses $130,000

Donor-restricted endowment fund contributions are reeeghas revenue when received
in either temporarily or permanently restricted classatfassets depending on its term.

Donated materials should be recorded at fair markatval

Volunteer contributed services are recorded both as p@neg and as revenue at fair
market value ikitherof the following criteria exists:

- The services enhance nonfinancial assets.
- The services are of specialized skill and would norntlyaid for if not donated.

If none of the criteria is met, only footnote disclosucesild be made. Contributed
services are presented separately as unrestricted inecothe Statement of Activities. Such
services should also be allocated to the appropriate pnomractivity.

FASB 116 allows for alternative accounting policies forestricted contributions of
long-lived assets. Contributions of plant and equipmeith wo donor restrictions can be
accounted for in two ways:

- The entire gift may be treated as unrestrictedme®en the year received.

- A time restriction may be implied that expires otlee asset's estimated service life. The
gift would be initially recorded as temporarily restrette@venue and in each year of the asset's
useful life the NPO would reclassify, from temporanistricted net assets to unrestricted net
assets, the amount of depreciation for the yearitHarepolicy, depreciation is recorded.

If facilities are donated, it should be valued at noertban what the facilities are worth
if rented. Such value should be recorded as both incomh@s an expense. If the donation is
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reduced rent, only the excess amount the NPO would norpalypver the reduced rent should
be recorded.

A "split-interest" gift is an irrevocable trust or slan arrangement in which the gift is
split between the donor and the NPO (e.g., charity).

PLEDGES
A pledge may or may not be legally enforceable. Accgrdan FASB 116, an unconditional
pledge should be recorded as an asset at fair value tiwvagammomise to give is made if the NPO
expects to collect upon it. Prior experience helpmaking this determination. Pledges due
beyond one year must be discounted to their present ualng an appropriate interest rate.
This interest rate is often the NPO's borrowing ratéheraverage return rate the NPO earns on
its investments. The accretion in value of the distediipledge receivable should be recorded
each year as contribution income.

A pledge received is a legal obligation of the donor i§iini writing, the NPO spends
money relying on receipt of the funds, or the NPO woultfes economic hardship if the
promised funds are not received. However, as a prhotater, the NPO will rarely sue the
potential donor for the promise because it is bad publicigotso and may hurt future donations
from others.

A donor may make a pledge contingent on a matching plbggenother. The match
need not be equal; it may be a percentage. A condijide@dge should not be accrued until the
condition is satisfied. Unrecorded conditional pledgfesuld be footnoted.

An allowance should be recognized for anticipated unddilecpledges based on past
experience and in light of the current economic comati If a donor is delinquent on an
installment of the promised pledge, an allowance musedbablished for the entire pledged
amount not just the delinquent installment.

A conditional pledge is different from a restrictiohtmw the funds may be used. The
donor may stipulate that he will not provide the giftassl some happening occurs. This is
conditional. On the other hand, a restriction meaesfunds donated may only be used for a
specified purpose.

FASB 116 considers all pledges (short-term and long-teimg restricted until
collected. As such, time-restricted pledges are presémthe temporarily restricted class of net
assets in the balance sheet. When collected, pledgesealassified to the unrestricted
classification of net assets in the balance sheet.

FASB 116 requires that donors use the same guidelinesdogmition of the expense of
making a gift as recipients do for the income. It israed at the time of the unconditional
pledge.

BARGAIN PURCHASES OF GOODS OR SERVICES
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An NPO may be allowed to buy goods or services at a ldkger usual price. In this case,
FASB 117 provides that the seller is basically givinglibger a gift for the difference between
the going market value and price charged. For examptbadty buys an item for $800 that
sells for $1000. The purchase should be recorded at $800 with $2i recognized as a
contribution.

BEQUESTS
A bequest is a special type of pledge. It is conditimmaan uncertain future occurrence that
must take place to be payable. Bequests cannot be recoraietb phie donor's death because an
individual can always change his will and give the NPQ@.(eharity) nothing.

The bequest should not be treated as a gift until tla¢eelsas been probated by the court
so the amount is known. If an NPO is definitely imfed it will receive a bequest of a specific
amount (e.g., $200,000), it can record it as an asset. €dotlbr hand, if the NPO is informed
that it will receive 20 percent of the estate, the tbeahg unknown, it cannot record the asset
yet, but footnote disclosure should be made.

FUND ACCOUNTING
A fund is any part of the NPO for which separate acangniecords are maintained. A fund
meets specified purposes. It may be unrestricted oictestr

Fund accounting segregates assets, liabilities, netsafsaetd balance), revenue, and
expenses into several separate entities (classes or).fundach fund is a self-balancing
accounting unit. Each fund may be listed along with d tatiamn for all funds. Different types
of NPOs may practice their own versions of fund acaagnt

Amounts are categorized based on donor or governing bestrittions to comply with
legal requirements and to show management stewardshipe 8BOs break funds down even
further by major donor. An example is the endowmend fiurther subdivided by donor.

Funds may be expendable or nonexpendable. Expendablemaydkave all moneys
spent. Unexpendable funds usually can only spend the ineamed but not the principal. An
example is an endowment. Endowment income may batuisted or restricted.

The major types of funds are described below.

CURRENT UNRESTRICTED FUND (GENERAL FUND, OPERATING FUND)
The funds are used for the general primary operating aeshaind services of the NPO. There
are no restricted resources and all funds may be usetheaboard desires to accomplish
objectives. All transactions are recorded in this funlss another fund is applicable. The fund
includes all unrestricted contributions, gifts, and otileome. The amount in the fund is
reported in the unrestricted class of net assets.
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Each fund may be reported in a separate statementllugimative Statement of Income,
Expenses, and Changes in Net Assets for a current tictesfund is shown in Exhibit 2.5.

EXHIBIT 2.5
CURRENT UNRESTRICTED FUND
STATEMENT OF INCOME, EXPENSES, AND CHANGES IN NET A SSETS

Income
Contributions $100,000
Service fees 200,000
Investment income 30,000
Other income 70,000
Total income $400,000
Expenses
Administration $ 90,000
Program services 110,000
Fund raising 50,000
Total expenses 250,000
Excess of income over expenses $150,000
Net assets (beginning of year) 60,000
Less: Transfer to Plant Fund (40,000)
Net assets (end of year) $170,000

CURRENT RESTRICTED FUND
The funds are donor-restricted as to use for specifieggogas in performing normal activities.
This amount is reported in the temporarily restrictedsctaf net assets.

ENDOWMENT FUND
A permanent (perpetual) endowmeatuires that the principal remain intact but inteesshed
may or may not be spent for a specific or general purpbhis¢ assets of the fund are reported in

the permanently restricted class of net assets. Toesmns of the endowment must be
footnoted.

A term endowmenallows for the principal to be spent after the passdgene (e.g.,
after 10 years) or occurrence of a specific event, (#g.college becomes ranked in the "top 20"
in the U.S.). Net assets are reported in the teanfprestricted class of net assets.

A guasi-endowmens where the board, rather than the donor, hasssd anrestricted
amounts to be used as an endowment.

The asset accounts of the endowment fund include casimapent investments, real
estate, and interfund receivables. Any mortgage on thestde should be shown separately as
a liability.
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lllustrative entries in the endowment fund follow:

1. Investments
Cash - Unrestricted
For purchase of investment
2. Cash - Unrestricted
Endowment Fund Principal - Income Unrestricted (for )L.dsgestments
For sale of investment at loss

FIXED ASSET (PLANT) FUND
The fund includes fixed assets (net of accumulated depoggiaised to house the NPO's
activities. It includes liabilities associated with fhe&chase and upkeep of the fixed assets such
as accounts payable and mortgage payable. Amounts must bside to pay debt service
(principal and interest). The fund includes revenueiveddrom third parties specifying it is to
be used for plant additions.

The fund includes assets to be improved, renewed, replacedy plant expansion.
Before actually used to buy or construct fixed assbesFixed Asset Fund may include cash,
investments, and pledges receivable.

RECLASSIFICATIONS (TRANSFERS)
Reclassifications are often made between net assetssffu One type of reclassification is the
release of temporary restrictions because of the elapsene or satisfaction of a restricted
purpose. Another type of reclassification may be lerdsing of unrestricted resources to meet
matching requirements of a grant. Reclassificationslawe/n after the "Excess of Revenue over
Expenses" caption in the Statement of Activities.

ENCUMBRANCES
Encumbrance accounting is designed not to spend moresothien the amount appropriated. It
reflects contractual obligations. In an encumbranbe, dntity becomes obligated to pay for
goods and services. This occurs when a contract is siguedhase order made, or when
personnel work. The entry is to debit Encumbrancescaedit Reserve for Encumbrances.
When the item is received, this entry is reversed. Boipgres are charged and Cash credited.

BUDGET RECORDING AND ACCOUNTABILITY
Budgets are adopted and recorded in the accounts of theadybpliund. Recording both the
budget and actual transactions helps assign responsibilByudgets usually cover both
unrestricted resource inflows anticipated to be availabterestricted resource inflows expected
to become available on an unrestricted basis.

The entry to record the adoption of a budget is:

Estimated Revenues XX
Fund Balance XX
Appropriations XX
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Estimated Revenues is the authorization to raise funtige Appropriations are the
setting aside of part of fund balance for designated idjpeourposes such as for future
expenditures. An appropriation is not an expenditureanoobligation incurred. It is solely an
internal authorization to spend. It is not reporteg dsbility. Fund Balance is similar to an
equity account.

Estimated Revenues and Appropriations budget lines arezédrby specific sources of
revenue and expenditure categories.

The entry to record the closing of the budget is:

Revenues XX

Fund Balance XX
Appropriations XX
Estimated Revenues XX
Expenditures XX
Encumbrances XX

Budgetary and actual accounts affect fund balance.

Budgetary information may or may not be incorporated iht financial statements
depending upon the circumstances.

AUDITING
An internal audit examines the strengths and weakne$sbe nonprofit entity. Questions to be
answered include: Is the staff competent? Is the NROntdogically up-to-date? Are
procedures sound? Can the organization change quicklangicly developments?

Donor constraints include dollar ceilings on program supgorins of funding, length
and timing of funding, application forms and formats, progperformance tracking, and like-
item cost.

An external audit by a CPA looks at the opportunitied Hmeats critical to the NPO.
The audit assures that the financial statements anerade and fiduciary responsibilities are
being carried out. The audit tests the accounting systetermines the adequacy of internals
checks and balances, compliance with proper accountinggeimcconfirms account balances,
and evaluates documentation.

An unqualified audit opinion states that the NPO's findrst&ements present fairly the
balance sheet and operating results. Such an opinmudsl in fund raising, borrowing, and
obtaining grants.

INTERNAL CONTROLS

43



Internal controls are needed to protect the NPO'ssaaset assure proper recordkeeping. Such
controls include:

- Segregation of duties. One person should not be inralawt all the major accounting
responsibilities. For example, the person having custbagsets should be different from the
one handling the recordkeeping. The one preparing a bankcriation should be different
from the one keeping the cash books.

- Checks received should be restrictively endorsed upoiptece

- Checks should be deposited the same day they areaeceiv

- Invoices should be approved before payment.

- Only original invoices should be paid to avoid duplication

- Mark invoice "paid" when check is prepared.

- Checks should have accompanying documentation.

- Have two signatures for large checks.

- Safeguarding of assets (e.g., proper security).

- Document internal control policies and procedures.

- Supporting documentation should exist for transactionls aaadeeds for buildings and loan
agreements for debt incurrence.

- Authorized levels of staffing and budgeting should exist.

- Policies should be communicated throughout the entity.

NONPROFITS TRANSPARENCY

In the wake of embarrassing revelations, high-profigmdals, and Sarbanes-Oxley,
nonprofit CFOs are striving for greater transparency andumtability. For example, a major
scandal surfaced in 2002, when the United Way of the Nat@ayatal Area (UWNCA) came
under investigation. Its former CEO, Oral Suer, stole $497 @00 the charity, Like its for-
profit kin, Nonprofit America is being pressured to be nameountable to its constituents.
Donors, taxpayers, regulators, and legislators are dentpgreater transparency from
nonprofits, in both finances and operations. Moreoveanpdoincreasingly want to know how
much value their contributions are creating.

Adding to the pressure is the Sarbanes-Oxley Act of 200Bodth most Sarbox rules
apply only to publicly-held for-profit firms, the spirit tiie law clearly applies to all enterprises.
Nonprofit directors drawn from the corporate world ao& asking why the law's reforms
shouldn't apply to nonprofits as well. In the futurenmofits will need to convince an
increasingly skeptical public that they have the rigteayps and policies in place to ensure that
all donations will be spent wisely.

ACCOUNTING BY SPECIFIC NONPROFIT ORGANIZATIONS
VOLUNTARY HEALTH AND WELFARE
Voluntary health and welfare entities have as th@incipal revenue source voluntary
contributions from the public to be spent for general ocipgurposes.

Accrual accounting is followed. Revenue is recognizech@sued in the financial
statements when the provider has met the contractuas.ter Patient service revenue is
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recognized when services are provided not when the paidigcharged. Such revenue may be
based on per occasion, per case, or per diem. Prerauenue is recognized when coverage is
provided to an enrollee in a prepaid health care programalldwance should be provided for
the expected difference between the prevailing rate dmered services and the amounts
received from third parties. This net revenue differemcaeported in the Statement of
Activities. Other operating revenue is indirectly rethtto patient services (e.g., gift shop,
cafeteria, tuition from education, parking fees, resegrants). Nonoperating gains and losses
are incidental transactions to operations such as investmeome, unrestricted income from
endowment funds, general contributions, and rental iecom

Voluntary health and welfare organizations must repdormation about expenses by
both functional classification (major classes of pamgiservices and supporting services) and
natural classification (salaries, rent, interest, dejption, etc.) in a matrix format in a separate
statement of functional expenses. Other not-for-poyfianizations (NPOs) are not required to
provide information about expenses by natural classificatio

A Statement of Functional Expenses is required. Salare allocated to programs based
on time reports. Rent, utilities, and maintenanceaioeated based on floor space. Fund raising
expenses include direct costs and indirect costs (alldcaterhead). It is recognized as
incurred. Another expense accrued should be bad debts@md ak a separate item.
Depreciation expense should also be recorded. Expectpdactade claims should be accrued.

Receivables from patients involve a patient record imctudiate of admission and
discharge, balance due, charges, credits, itemizatiorseofices rendered, and medical
information. The balance due will either be paid it lfy the patient but in most cases will be
paid mostly by the third party insurance company. The billinggore and amount received
varies with the insurance carrier (e.g., Medicare, khadi Blue Cross/Blue Shield, and HIP).
Thus, it is advisable for there to be a subsidiary ledgempétient receivables depending on
source of payment such as Private Insurance Carri¢us, ®&oss/Blue Shied, Medicare, and
Medicaid.

The entry to bill a patient is:

Inpatient Receivables XX
Revenue from Patient Services XX

The entry to record a reduction in rate due to a conthstipulation follows:

Contractual Adjustments XX
Inpatient Receivables - GHI XX

Footnote disclosure should be made for charity care.

COLLEGE OR UNIVERSITY
Fund accounting is used by colleges and universities. Acacaalinting is followed.
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Funds used by colleges include:

- Current funds- funds available for the primary educational operatiohthe institution.
Such funds may be unrestricted (e.g., tuition, studesd)for restricted. Current restricted funds
must be used for donor-designated purposes and are inclutiezl temporarily restricted class
of net assets. Restricted funds usually come from, gjfants, and contracts.

- Endowment fundspreviously discussed in the "Fund Accounting” section.

- Plant funds- Funds to build, restore, or buy physical propertiehsas a new building for
classrooms. Included in this category are unexpended, reaadaeplacement, retirement of
debt, and investment in plant.

- Loan funds- moneys loaned to students, faculty, and staff. Repaymf principal and
interest are returned to the fund and again made availéhilerest earned on the loan funds is
used to pay expenses associated with the loans includindelbss.

- Agency or custodian fundsfunds held by the college but not legally owned by it.is |
acting as an agent for others to collect, maintain dystor disburse assets. An example is
student organization fees held by the institution.

- Annuity and life income fundsprincipal andnot current income earned is given to the
college. The donor keeps the income for a stated timedpelt is funds received from gifts or
bequests providing life income to a beneficiary (ies)neome from living trusts or annuities.
An annuity fundis when the college must pay a specified amountifeAncomefund is when
the college will only pay the income earned by the assiethe fund.

Colleges can record investments at cost or market valueost is used, market value
must be footnoted. Fixed assets must be depreciated.

Tuition received in advance is credited to Unearned Rexeixpenses should be shown
by function, program, or activity.

Control accounts in the general ledger are supported bydgarysiaccounts in the
subsidiary ledger showing detail information so as toebettanage and control the college's
activities and to comply with laws, regulations, giftsd grants.

LIBRARY
If library books are recorded as assets, they should peeclated. Books decline in value
because they become out-of-date. A 3 to 10 year lifhtnide appropriate. An exception is a
rare collection, which retains or increases in valdewever, this rare book collection should be
retained at cost not written up.

RELIGIOUS INSTITUTION
Most religious institutions (e.g., church, synagogue) reporthe cash or modified cash basis.
Support is in the form of contributions directly frometimembership. Fixed assets and
depreciation are recorded.

PERFORMING ARTS
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The major source of revenue is ticket sales. Tioketnue should be recorded as earned when
the performance occurs. Advance ticket sales arerddfeevenue and recognized as revenue
when the show occurs. Revenue from "season ticket"sahd subscriptions should be prorated

over the performances subscribed to. Contributionse@egved to support the organization.

Production costs should be deferred until the performaaiastplace at which time the
costs are matched against the revenue obtained frondle sHowever, if a loss is expected
from the future performance, the loss should be recogimzetbdiately based on conservatism.
Thus, the only costs to be deferred are those experterrecovered from the future revenue.

Costumes and stage scenery should be recorded as asisetpridduction will be given
next season(s). It should be charged to a fixed asdetegmeciated. If the production is just for
this season, which is usually the case, the costumestagel scenery should be expensed in the
current year.

A typical financial statement presentation follows:

Ticket sales $600,000
Less: Expenses
Production costs $300,000
Administration and general 100,000
Total expenses 400,000
Income from operations $200,000
Contribution income, net of fund-raising
costs of $30,000 120,000
Excess for the year 320,000

The accounting period should preferably be the end of dsoee

COMMUNITY SERVICE
A community service organization presents as revenue sefess, grants, membership dues,
contributions, dividends and interest. Expenses are reploytprogram and supporting services
(e.g., general management, fund raising, and membership dexziop

PROFESSIONAL SOCIETY OR ASSOCIATION
A professional society has separate sections, groudscalr units operating within specified
geographical regions or within particular disciplines.egenlimits operate autonomously but are
legally part of the main organization.

FRATERNITY
A fraternity collects dues, recruits members, socializesl caters to the needs of the college
student. Revenue includes membership fees, donationsgedlgoport funds, endowment
income, and investment income. Expenses include food, mesurance, property taxes,
stationary, postage, utilities, social events and tntenent, repairs and maintenance, salaries
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(e.g., chef), uncollectible membership fees (bad debts)] faising expenses, newsletters,
uniforms, registration fees for conferences, traeifiament fees, and supplies.

PRIVATE FOUNDATION
A private foundation is mostly supported through endowmesdnme. They usually do not
solicit funds from the general public.

Many foundations give awards payable in installments ovarnaber of years. Often,
future payments are contingent on satisfactory perfocendeing achieved or compliance with
contractual arrangements.

Grants should be recorded as expenses and liabilities nebipients are entitled to them.
This is typically at the time the grant is awarded.ar®s payable in future years, subject to
routine performance requirements by the grantee andeqatring later appraisal and approval
for continuance, should be recorded as expenses andtikabivthen the grants are first made.
However, if a foundation has not made a final determinatio future payments, they should not
be recorded.

MUSEUM
Museums typically damot record their collections as assets. The cost oribated value of the
works should be reported in the financial statementsootnbtes. Except for collections,
museums should record fixed assets and depreciation.

Contributions of such items as art works and historrealsures need not be capitalized
and recognized as revenues if they are added to colledtminare (1) subject to a policy that
requires the proceeds of sale of collection itemsetaded to acquire other collection items; (2)
protected, kept unencumbered, cared for, and preservedd)ameld for public exhibition,
education, or research for public service purposes ratheffittencial gain (SFAS 116).

RESEARCH AND SCIENTIFIC

Contract revenue is recorded when the contract temassatisfied. This is usually when
expenses incurred can be charged to the contract. Uctestigrant revenue is recorded
proportionately over the period the grant stipulates dfant is received in advance, it should be
credited to Deferred Grant Revenue in the balance .shdethe grant is paid in arrears, a
Receivable account should be established when revenumgsrbeognized since grant payment
iIs due. Future grants should not be recorded. If thetagrahowever, makes the grant
unconditional and legally enforceable, and only the passdgéme is the condition, a
Receivable and Deferred Grant Revenue may be recorded.
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CHAPTER 3
COST-VOLUME-REVENUE ANALYSIS: ARE WE BREAKING EVEN?

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

Understand the concepts answered by Cost-Volume-Revenur®) @wlysis.
Differentiate among the types of fixed costs programd apecific or common
programs.

Discuss CVR analysis with variable revenue only.

Demonstrate and explain break-even analysis.

Develop a graphical approach and a spreadsheet format

Implement a program for mix analysis.

Identify the available management options.

N =

No Ok

By definition, the goal of a nonprofit entity it to earn a profit. The NPQO’s objective is to
render as much suitable service as possible with &sHitthan and physical services, as needed.
Ideally, the performance in a nonprofit organizationoidbteak even. This means that, by and
large and on a short-term basis, revenues should equsl cifsyou generate a surplus, a
possibility is that you may not receive the same améont the funding agency as last year. On
the other hand, if you produce a deficit, you may run insmlvency, a danger for survival.
Chances are that you may not be able to borrow mooay tihe bank, as not-for-profit entities
often can, because of your weak financial stance. Ong thiclear; over the long run, nonprofit
entities cannot survive without reserves and cannot aystasistent deficits.

Cost-volume-revenue (CVR) analysis, together witlst deehavior information, helps
nonprofit managers perform many useful analyses. CVR/ssaleals with how revenue and
costs change with a change in the service level. Mpeeifically, it looks at the effects on
revenues of changes in such factors as variable costd,dosts, prices, service level, and mix
of services offered. By studying the relationships oftgoservice volume, and revenue,
nonprofit management is better able to cope with maayrhg decisions.

Break-even analysis, a branch of CVR analysis, detess the break-even service level.
The break-even point--the financial crossover point ehevenues exactly match costs--does
not show up in financial reports, but nonprofit finana@énagers find it an extremely useful
measurement in a variety of ways. It reveals whiclymms are self-supporting and which are
subsidized.
QUESTIONS ANSWERED BY CVR ANALYSIS
CVR analysis tries to answer the following questions:

(a) What service level is (or what units of service) aequired to break even?
(b) How would changes in price, variable costs, fixedszand service volume affect a
surplus?
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(c) How do changes in program levels and mix affect agtgesgaplus/deficit?
(d) What alternative break-even strategies are avaitabl

Analysis of Revenues
Revenues for nonprofit entities are typically classifinto the following categories:

Grants from governments.

Grants from private sources.

Cost reimbursements and sales.

Membership fees.

Public contributions received directly or indirectly.

Legacies and memorials.

Other revenues such as investment income (&erest, dividends).

For managerial purposes, however, each type of revengeuped into its fixed and
variable parts. Fixed revenues are those that remaimnged regardless of the level of service,
such as gifts, grants, and contracts. In collegegXample, donations, gifts, and grants have no
relationship to enrollment. Variable revenues are the ¢imat vary in proportion to the volume
of activity. Examples are cost reimbursements and meshipefees. In colleges, tuition and fees
are variable in relation to the number of studentfefint nonprofit entities may have different
sources of revenue: variable revenue only, fixed revenue @nly combination of both. In this
chapter, we will cover all three cases in treatingikreven and CVR questions.

Analysis of Cost Behavior
For external reporting purposes, costs are classified dyagerial function such as payroll,
occupancy, and office, and also by programs and supportingceernA model functional
classification is IRS Form 990 Part Il - StatemenfEwfictional Expensean excerpt from which
Is shown below.

IRS Form 990
Line No. Functional expense category

26 Salaries and wages
27 Pension plan contributions
28 Other employee benefits
29 Payroll taxes
30 Professional fundraising fees
31 Accounting fees
32 Legal fees
33 Supplies
34 Telephone
35 Postage and shipping
36 Occupancy
37 Equipment rental and maintenance
38 Printing and publications
39 Travel
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40 Conferences, conventions, meetings

41 Interest
42 Depreciation, depletion, etc.
43 Other expenses (itemize)

For managerial purposes (such as planning, control, andaeamsking), further
classification of costs is desirable. One such dlaasion is by behavior. Depending on how a
cost will react or respond to changes in the level to¥iag costs may be viewed as variable or
fixed. This classification is made within a specified rangeactivity, called the relevant range.
The relevant range is the volume zone within whichli#leavior of variable costs, fixed costs,
and prices can be predicted with reasonable accuracy.

Typical activity measures are summarized below.

Nonprofit Types Units of Service

Hospital or health care Bed-days, patient contact hours,
patient-days, service hours

Educational Number of enrollments, class size,
full-time equivalents (FTE) hours

Social clubs Number of members served

Variable Costs
Variable costs vary in total with changes in volumdesel of activity. Examples of variable
costs include supplies, printing and publications, telepremepostage and shipping.

Fixed Costs
Fixed costs do not change in total regardless of the wtmtevel of activity. Examples include
salaries, accounting and consulting fees, and depreciation.

The following table shows the fixed-variable breakdowfRS8 Form 990 functional
expenses.

IRS
Form
990 Expense Category
Line No.
FIXED COSTS
26 Salaries and wages
27 Pension plan
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28 Other benefits

29 Payroll taxes

30 Fund-raising fees

31 Accounting fees

32 Legal Fees

36 Occupancy

37 Equipment rental/maintenance
41 Interest

42 Depreciation

43 Other

VARIABLE COSTS

33 Supplies

34 Telephone

35 Postage and shipping
38 Printing and publications
39 Travel

40 Conferences, meetings
43 Other

Types of Fixed Costs - Program-Specific or Common
Fixed costs of nonprofit entities are subdivided into twaigso Direct or program-specific fixed
costs are those that can be directly identified witlividual programs. These costs are avoidable
or escapable if the program is dropped. Examples includeldwees of the staff whose services
can be used only in a given program, and depreciation gbragat used exclusively for the
program. Common fixed costs would continue even if aivighgial program were discontinued.

CVR ANALYSIS WITH VARIABLE REVENUE ONLY
For accurate CVR analysis, a distinction must be nh&ti@een costs as either variable or fixed.
In order to compute the break-even point and perform vaGMB analyses, note the following
important concepts.

CONTRIBUTION MARGIN (CM).  The contribution margin is the excess of revenue(R)
over the variable costs (VC) of the service. Ithis amount of money available to cover fixed
costs (FC) and to generate surplus. Symbolically, OGR4 ¥C.

UNIT CM. The unit CM is the excess of the unit price (P) dkerunit variable cost (V).
Symbolically, unit CM =P - V.

CM RATIO . The CM ratio is the contribution margin as a petage of revenue, i.e.,
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Note that the CM ratio is 1 minus the variable cost ratieor example, if variable costs are 40
percent of revenue, then the variable cost ratio getfent and the CM ratio is 60 percent.

EXAMPLE 3.1

To illustrate the various concepts of CM, assume tleg Altos Community Hospital has

average revenue of $250 per patient day. Variable cosgbarper patient day. Total fixed costs
per year are $650,000. Expected number of patient days is 4,00(Qrdjected statement of
revenue and expenditures follows:

Total Per Unit Percentage
Revenue (4,000 days) $1,000,000 $250 100%
Less: Variable costs 200,000 50 20
Contribution margin $ 800,000 $200 80%
Less: Fixed costs _ 65000
Net income $ 150,000

From the data listed above, CM, unit CM, and the CMrasire computed as:

CM =R - VC = $1,000,000 - $200,000 = $800,000
Unit CM =P -V = $250 - $50 = $200

CM $ 800,000 $ 200,000
CM ratio = - D e =1- e
R $1,000,000 $1,000,000
=0.8=80%
Unit CM $200
or = - = - = 0.8 = 80%
P $250

BREAK-EVEN ANALYSIS
The break-even point represents the level of revenuesthats the total of the variable and the
fixed costs for a given volume of output service at a @dér capacity use rate. Generally, the
lower the break-even point, the higher the surplus aedet$s the operating risk, other things
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being equal. The break-even point also provides nonprofit memagih insights into
surplus/deficit planning. To develop the formula for theakreven units of service, use the
following variables:

R = Total revenue

P = Price or average revenue per unit
U = Units of service

VC = Total variable costs

V = Unit variable costs

FC = Total fixed costs

To break-even means: Total revenue - total costs =0
R-VC-FC=0orPU-VU-FC=0

To solve, factor Uouttoget (P-V)U-FC =0

Rearrange as (P - V)U = FC and divide by (P - V) taisoU.

In words,

Fixed costs
Break-even point in units = ——memmeeeem -
Unit CM
If you want break-even point in dollars, use
Fixed costs
Break-even point in dollars =~ —--mmeeeee- -
CM ratio

EXAMPLE 3.2
Using the same data as given in Example 3.1, where thit $250 - $50 = $200 and CM ratio
= 80%, we get:

Break-even point in units = $650,000/$200 = 3,250 patient days
Break-even point in dollars = $650,000/0.8 = $812,500

Or, alternatively,
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3,250 patient days x $250 = $812,500. The hospital needs 3,250 paye i tacak
even.

Graphical Approach in a Spreadsheet Format
The graphical approach to obtaining the break-even point edbas the so-calledreak-even
(B-E) chartas shown in Figure 3.1. Sales revenue, variable costdjx@d costs are plotted on
the vertical axis while volume, x, is plotted on tleibontal axis. The break-even point is the
point where the total revenue line intersects the tmisl line. The chart can effectively report
surplus potentials over a wide range of activity and theeedan be used as a tool for discussion
and presentation.

The surplus-volume (S-V) chads shown in Figure 3.2, focuses on how surplus
varies with changes in volume. Surplus is plottedrenvertical axis, while units of output are
shown on the horizontal axis. The S-V chart provides iekgecondensed comparison of how
alternatives on pricing, variable costs, or fixed coséy affect surplus (or deficit) as volume
changes. The S-V chart can be easily constructea the B-E chart. Note that the slope of the
chart is the unit CM.

Determination of Target Surplus Volume
Besides determining the break-even point, CVR analysierméates the volume to attain a
particular level of surplus. The formula is:

Fixedcostsplustarget surplus

Target surplus level= _
Unit CM

EXAMPLE 3.3
Using the same data as given in Example 3.1, assunm@sbéal wishes to accumulate a surplus
of $250,000 per year. Then, the target surplus service levédiweu

$650,000 + $250,000 $900,000
----------------------- = = 4,50Qpatient days
$250 - $50 $200
FIGURE 3.1

BREAK-EVEN CHART
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Margin of Safety
The margin of safety is a measure of difference betwthe actual level of service and the
break-even service level. It is the amount by which regenay drop before deficits begin, and
IS expressed as a percentage of expected service level:

Expected level - Break-even level
Margin of safety = s
Expected level

The margin of safety is used as a measure of operagkgTihe larger the ratio, the
safer the situation since there is less risk of reactia break-even point.

EXAMPLE 3.4
Assume that Los Altos Hospital projects 4,000 patient datysa break-even level of 3,250. The
projected margin of safety is:

4,000 — 3,250
--------------------------- = 18.75%
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EXAMPLE 3.5
A nonprofit college offers a program in management dgecutives. The program has been
experiencing financial difficulties. Operating data for thest recent year are shown below.

Tuition revenue (40 participants @$7,000) $280,000
Less variable expenses (@%$4,000) 160,000
Contribution margin $120,000
Less fixed expenses 150,000
Operating deficit $(30,000)

The break-even point is $150,000/($7,000 - $4,000) = 50 participants.

EXAMPLE 3.6

In Example 3.5, the dean of the school is convinced hatlass size can be increased to more
economical levels without lowering the quality. He iegared to spend $15,000 per year in
additional promotional and other support expenses. If thaeigase, the new break-even point
is 55 participants ($165,000/($7,000 - $4,000).

To generate a surplus of $30,000, the school must get 60 gramtei[$150,000 +
$30,000)/$3,000].

Some Applications of CVR Analysis and What-If Analysis
The concepts of contribution margin and the contributincome statement have many
applications in surplus/deficit planning and short-term detisiaking. Many "what-if"
scenarios can be evaluated using them as planning toolsiadigpetilizing a spreadsheet
program such as Microsoft Excel. Some applicationsllastrated below using the same data as
in Example 3.1.

EXAMPLE 3.7

Recall from Example 3.1 that Los Altos Hospital has @ht =$250 - $50 = $200, CM ratio =
80%, and fixed costs of $650,000. Assume that the hospital texpeeenues to go up by
$250,000 for the next period. How much will surplus increase?

Using the CM concepts, we can quickly compute the impfet change in the service
level on surplus or deficit. The formula for compgtihe impact is:

Change in surplus = Dollar change in revenue X CM ratio

Thus:

Increase in surplus = $250,000 X 80% = $200,000
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Therefore, the income will go up by $200,000, assuming there éhange in fixed costs.
If we are given a change in service units (e.g., patlags) instead of dollars, then the formula
becomes:

Change in surplus = Change in units X Unit CM

EXAMPLE 3.8

Assume that the hospital expects patient days to go up by 530 How much will surplus
increase? From Example 3.1, the hospital's unit CM is $2@8in, assuming there is no change
in fixed costs, the surplus will increase by $100,000, as couhjfatiew.

500 additional patient days x $200 CM per day = $100,000

EXAMPLE 3.9

Referring back to Example 3.5, another alternative undesidemation is to hold the present
program without any change in the regular campus facilitggad of in rented outside facilities
that are better located. If adopted, this proposalreillice fixed costs by $60,000. The variable
costs will decrease by $100 per participant. Is the mowarnwpus facilities advisable if it leads
to a decline in the number of participants by 5?

Tuition revenue (40 participants @$7,000) $280,000
Less variable expenses (@%$4,000) 160,000
Contribution margin $120,000
Less fixed expenses 150,000
Operating deficit $(30,000)

The answer is yes, since the move will turn into alesr

CVR Analysis with Variable and Fixed Revenues
Many nonprofit organizations derive two types of revenuedfiand variable. In this situation,
the formulas developed previously need to be modified. dllewing example illustrates this.

EXAMPLE 3.10

ACM, Inc., a mental rehabilitation provider, has a $1,200,0080p-sum annual budget
appropriation to help rehabilitate mentally ill clienfhe agency charges each client $600 a
month for board and care. All the appropriations mustspent. The variable costs for
rehabilitation activity averages $700 per patient per mortte. agency's annual fixed costs are
$800,000. The agency manager wishes to know how many cliente canved.

Let U = units of service = number of clients to beredr

We set up: Total revenue - Total expenses = 0
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Lump sum appropriation+ R -VC - FC =0
Lump sum appropriation + PU-VU-FC =0
$1,200,000 + $7,200 U - $8,400 U - $800,000 =0
($7,200 - $8,400)U = $800,000 - $1,200,000
-$1,200 U = -$400,000
=U$400,000/$1,200
U = 333 clients

Alternatively, you may use the following formula:

Fixed costs - Fixed revenue
Break-even point inunits =~ =meemememeee e
Unit CM

Thus,

$800,000 - $1,200,000

Break-even number of patients
-$1,200
= $400,000/$1,200 = 333 clients

We will investigate the following two "what-if" scenasio

EXAMPLE 3.11

In Example 3.10, suppose the manager of the agency isroedcthat the total budget for the
coming year will be cut by 10 percent to $1,080,000. All othergthremain unchanged. The
manager wants to know how this budget cut affects the yeadts service level. Using the
formula yields:

$800,000 - $1,080,000

Break-even number of clients

-$1,200
U = -$280,000/-$1,200
U = 233 clients

EXAMPLE 12

In Example 3.10, the manager does not reduce the numbkerdt served despite a budget cut
of 10 percent. All other things remain unchanged. Howhmmore does he or she have to
charge clients for board and care? We let V = boarctarelcharge per year and set up:

$1,200,000 + $7,200 U - $8,400 U - $800,000 =0
($7,200 - $8,400)U = $800,000 - $1,200,000
-$1,200 U = -$400,000
U = $400,000/$1,200
U = 333 clients
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$1,080,000 + 333V - $8,400 (333) - $800,000 =0
333V = $2,797,200 + $800,000 - $1,080,000
333V =$2,517,200
V =$2,517,200/333 clients
V = $7,559

Thus, the monthly board and care charge must be increma$630 (7,559/12 months).

Use of Spreadsheet Software
“What-If’ scenarios can be easily analyzed using pomgeeadsheet software such as Microsoft
Excel, Lotus 1-2-3, or Quattro. For example, in Excel find this command under Tools Bar.

CVR Analysis with Fixed Revenue Only
Some nonprofit entities may have only one source wémee, typically a government budget
appropriation. In this case, the break-even formulatmes:

Fixed revenue - Fixed costs
Break-even point in unitS = | -meememmem o
Unit variable cost

EXAMPLE 3.13

A social service agency has a government budget approprit#b0,000. The agency’s main
mission is to assist handicapped people who are unabketoor hold jobs. On the average, the
agency supplements each individual's income by $6,000 anntiallyagency’s fixed costs are
$150,000. The agency CEO wishes to know how many people coslerbed in a given year.
The break-even point can be computed as follows:

$750,000 - $150,000
.......................... =100

EXAMPLE 3.14

In Example 3.13, assume that the CEO is concernedhéabtal budget for the year will be
reduced by 10 percent to a new amount of 90%($750,000) = $675,000. THeraakaeven
point is:

$675,000 - $150,000
-------------------------- = 88 (rounded)

The CEO has the options of cutting the budget in omaare of three ways: (1) cut the
service level, as computed above, (2) reduce the variablethe supplement per person, and (3)
seek to cut down on the total fixed costs.

60



PROGRAM MIX ANALYSIS

Previously, our main concern was to determine program{gpéceak-even volume. But as we
are aware, most nonprofit companies are involved inisemtice, multiprogram activities. One
major concern is how to plan aggregate break-even volsmelus, and deficits. Break-even
analysis and cost-volume-revenue analysis requirdi@adali computations and assumptions
when an organization offers more than one program. liprogram organizations, program
mix is an important factor in calculating an ovetakak-even point. Different rates and different
variable costs result in different unit CMs. As a reshieak-even points and Cost-Volume-
Revenue relationships vary with the relative proportiohshe programs offered, called the
programmix

When the product is defined as a package, the multiprogrdnfepras converted into a
single-program problem. The first step is to determinentiaber of packages that need to be
served to break even. The following example illustratesiiprogram, multiservice situation.

EXAMPLE 3.15

The Cypress Counseling Services is a nonprofit agency rigféwo programs: psychological
counseling (PC) and alcohol addiction control (AAC). Hgency charges individual clients an
average of $10 per hour of counseling provided under the PC progheniocal Chamber of

Commerce reimburses the company at the rate of $20 peohdinect service provided under
the AAC. The nonprofit agency believes that this billvayiable rate is low enough to be
affordable for most clients and also high enough to deiests’ commitment to the program
objectives. Costs of administering the two prograresgaren below.

PC AAC
Variable costs $4.6 $11.5
Direct fixed costs $120,000 $180,000

There are other fixed costs that are common to tbepregrams, including general and
administrative and fund raising, of $255,100 per year. Thegeyg surplus for the coming year,
segmented by programs, follows:

PC AAC Total

Revenue $ 500,000 $ 800,000 $1,300,000
Program mix in hours (50,000) (40,000)

Less: VC (230,000) (460,000)  (690,000)
Contribution margin $ 270,000 $340,000 $610,000
Less: Direct FC (120,000) (180,000)  (300,000)
Program margin $ 150,000 $ 160,000 $ 310,000
Less: Common FC (255,100)
Surplus $ 54,900

First, based on program-specific data on the ratesyahiable costs, and the program
mix, we can compute the package (aggregate) value as $ollow
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Program P V.  UnitCM Mix* Package CM
PC $10° $4.6 $5.4 5 $27
AAC 20 115 8.5 4 34
Package total $61

*The mix ratio is 5:4 (50,000 hours for PC and 40,000 hours faC)AA

We know that the total fixed costs for the agency $865,100. Thus, the package
(aggregate) break-even point is:

$555,100
----------- = 9,100 packages
$61
The agency must provide 45,500 hours of PC (5 x 9,100) and 36,4000h&&€ (4 x
9,100) to avoid a deficit. To prove,

PC AAC Total
Revenue $ 455,000(a) $ 728,000 (b) $1,183,000
Program mix in hours (45,500) (36,400)
Less: VC (209,300) (c) (418,600)| (d) (627,900)
Contribution margin $ 245,700 $ 309,400 $ 555,100
Less: Direct FC (120,000) (180,000) (300,000)
Program margin $ 125,700 $ 129,400 $ 255,100
Less: Common FC (255,100)
Surplus $0
(a) 45,500 x $10 (c) 45,500 x $4.60
(b) 36,400 x $20 (d) 36,400 x $11.50

MANAGEMENT OPTIONS
Cost-volume-revenue analysis is useful as a frameefefance, as a vehicle for expressing
overall managerial performance, and as a planning device reiak-even techniques and
"what-if* scenarios. In many practical situations, agement will have to resort to a
combination of approaches to reverse a deficit, including:

1. Selected changes in volume of activity.

2. Planned savings in fixed costs at all levels.
3. Some savings in variable costs.

4. Additional fund drives or grant seeking.

5. Upward adjustments in pricing.

6. Cost reimbursement contracts.

All these approaches will have to be mixed to form ailiga planning package. Many
nonprofit managements fail to develop such analytical appesato the economics of their
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operations. Further, the accounting system is not degdigp provide information to investigate
cost-volume-revenue relations.
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CHAPTER 4
FINANCIAL ANALYSIS AND METRICS: AVOIDING BANKRUPTCY

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

Explain and give examples of trend analysis.

Conduct an analysis of the balance sheet.

Prepare an appraisal for solvency, capital structucefuamd balance.
Evaluate the statement of activities.

Spot potential bankruptcy conditions and avoid financiablems.

ogrwnhE

The primary objectives of the chapter are twofold.tFifee chapter focuses on ways NPOs can
assess the progress and health of their businessdggstytou through step-by-step procedures in
performing financial statement analysis. The proceduresvetbe following:

» Appraise the balance sheet for financial position asdiflity.

* Analyze the Statement of Activities for operating parfance.

e Evaluate the Statement of Cash Flows for cash pasitio

* Refer to footnote information.

e Evaluate the auditor's opinion.

* Review internal documents related to financial health.

* Review budgets to determine if plans are practical anfiifore directions.

The chapter discusses some key financial ratios thatitical for assessing the financial
health of NPOs. Second, the chapter introduces somernecial metrics for NPOs. Also, as a
giver or donor, you need know how to distinguish amon@#aii the same field. You want
address questions, such as:

How do you figure out who does the most with the cbations and who spends
inordinate sums, however well intentioned, on raishegrhoney and excessive overhead?
Several indexes would be helpful to answer those questbasty commitment, fundraising
efficiency, and donor dependency.

A case study, presented at the end of the chapter,zasalyy nonprofit organization,
including trend analysis, ratio computations, and analyeealuation.

TREND ANALYSIS
Trend (horizontal) analysis is a time series analg§financial statements of the NPO, covering
more than one accounting period. It looks at the pergerthange in an account or category
over time. The percentage change equals the changehevanidr year. For example, if salaries
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expense increased from $140,000 to $165,000 from 20X1 to 20X2, the perdeategse is 18
percent ($25,000/$140,000). The reason (or reasons) for suatreassin should be determined.
Does the increase indicate more staff was needed lgecpasations improved, or does it
indicate a lack of cost control, or is there somerothese? Is the situation an unfavorable one
requiring management attention? By evaluating the magnitidieection of a financial
statement item over the years, the analyst can agptaireasonableness.

EXAMPLE 4.1

Membership fee revenue declined from $100,000 to $80,000 over tyedast he percentage
decline equals:

Amount of Change = $20,000 = 20%
Base Year Amount $100,000

Why such a significant decline in membership fees? Isathi®blem peculiar just to this
NPO, or does it affect all NPOs in the industrythis problem controllable or uncontrollable by
management? Is the decline due to dissatisfaction amon@peneof the NPO, who object to its
policies, or was it caused by overall poor economic itmmd? Trend analysis reveals direction,
positive or negative, requiring further study of the cauBke.decline may indicate a problem
requiring corrective action.

ANALYSIS OF THE BALANCE SHEET
An evaluation of the balance sheet considers the :NRqulidity, asset utilization, solvency,
financial flexibility, and capital structure. Assetsabilities, and fund balance must be
scrutinized. Besides looking at book values for ratimmatations, market values may also be
used to express current values.

LIQUIDITY ANALYSIS
FASB 117 requires NPOs to present information about tloirdity. Liquidity is the ability of
the NPO to pay current debt as they come due. Liquislihow fast the NPO's assets turn into
cash. A liquid asset has less risk than an illiquid dmeevaluating liquidity, exclude restricted
funds because they are unavailable for use.

Liquidity considers the seasonality of cash flows.id&\fluctuations in cash flows may
result in a liquidity problem.

Working Capital. Working capital equals current assets less currentitiebi The higher the
working capital amount, the better the liquidity.

Current Ratio The current ratio is a measure of liquidity equal to
Current Ratio = Current Assets / Current Liabilities

Current assets are those assets to be convertedhtevithsr one year or the normal
operating cycle of the NPO whichever is greater. Culigilities are due within one year.
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In general, the current ratio should be a minimum of Zlow ratio means poor liquidity.

An excessively high ratio may also be a negative bepause it may indicate too much
money is being tied up in current assets rather than et/estnoncurrent assets for a higher
return.

A limitation of the current ratio is that not all cent assets have the same degree of
liquidity. For example, accounts receivable is magaidl than inventories of suppliers. Prepaid
expenses are not redeemable for cash but rather a prepgagméuture benefits (e.g., prepaid
advertising).

Current unrestricted assets include cash and cash equs/éiearketable securities),
accounts receivable, investment income receivable, intestof supplies, and prepaid
expenses. Current unrestricted liabilities include accquayable, prepaid services, and the
current portion of mortgage payable.

Current Ratio for Unrestricted Current Assets and Cultrabilities
= Current Unrestricted Assets / Current Unrestrictedilities

Temporarily restricted assetshould also be considered. An example is Pledges
Receivable arising from gifts to finance operating acésiti However, another type of Pledges
Receivable exists, namely unconditional and unrestrid®eidges Receivable. Another
temporarily restricted asset is Grants Receivable.

With respect to temporarily restricted net assets roe when the resources will be
available. For example, if temporarily restricted assets include term endowments and
annuities it may be best to consider them permanesslyicted.

Current Ratio for Unrestricted and Temporarily Restdct
Current Unrestricted Assets + Current Temporarily Restt Assets for Operations
/Current Unrestricted Liabilities

A determination should be made as to the nature atstactions on pledges receivable.

Acid-Test (Quick) Ratio.The quick unrestricted assets are the most liquid asEetsuded are
inventories of supplies and prepaid expenses. The quick uectexstassets include cash and
cash equivalents, accounts receivable, and investment inmeasigable.

Quick Ratio = Quick Unrestricted Assets / Current Umietstd Liabilities
A higher ratio is better. It should be at least 1:1.

Accounts Receivable Ratioblseful ratios are turnover and the collectionqukri
Accounts Receivable Turnover
= Fees for Services on Credit / Average Net AccoueteRable
Net Accounts Receivable = Accounts Receivable less Alilme for Uncollectible Accounts
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The ratio shows the number of times average net atzoeceivable turn over relative to

fees generated. The more turnover, the better.
Days to Collect on Receivables = 365 / Turnover

The ratio indicates the amounts owed the NPO as aglits accounts receivable
management success. A lower ratio is better becateees fewer days to collect on receivables.
Cash received earlier can be reinvested for a retéirhigh ratio is bad because money is being
tied up in receivables that could be invested elsewherehdfuthe longer days receivables are
held the greater is the chance of uncollectibility.rhBps billing is deficient. Receivables must
be kept under control.

In looking at the collection period, consider termssale, account profile, service mix,
collection policies, and the collection period of conafie NPOs.

An aging of receivable balances should be prepared brokem lop current, past due (O-
30 days), past due (3I-60 days), past due (61-90 days), and past dugs(91L20@ days). The
aging listing should be in both alphabetical order andmagnitude of receivable balances
outstanding. The older the receivables are, thetlesshance of collection. A determination
should be made of both time distribution and size Oistion. How many billing periods has a
particular account been unpaid?

A determination should be made of what percent receisaketo total assets equal to:
Total Accounts Receivable / Total Assets
A high ratio is a problem especially if most of the @auts receivable are from a few
sources.

Pledges Receivable and Turnoverhe turnover ratio for pledges receivable is sinathat of
accounts receivable.
Turnover = Net Contributions from Pledges / Average Neddes Receivable
A lower turnover for pledges receivables means a londkercton period.
Collection Period = 365 / Turnover

Is the collection period for pledges less than expectéd®, is it because of inadequate
collection efforts. Compare to industry averages.eBeine the reasonableness of the provision
for uncollectible pledges. Analyze pledges receivablerims of time and size diversification.

The turnover and age of grants receivable should be detminm a similar way.
Inventory. Inventory may have a low turnover because theyaredstly, poor quality, or lack
appeal.

Days in Cash The ratio equals:
Days = (Cash + Cash Equivalents) x 365 / Operating Expem3gsreciation
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The days' cash is the number of days the NPO can agentiroperation if cash inflow
stops. It is the number of days of average cash pdagnileen NPO can manage without cash
inflow. The more days, the better.

EXAMPLE 4.2
An NPO expends $30,000 daily on average in a one-year periddhad $900,000 of cash and
cash equivalents on hand, it has 30 days' cash.

Cash Flow to Total Debf he ratio equals:
Net Income + Depreciation / Total Liabilities
The ratio indicates how much of internally generateshda available to pay debt. A
higher ratio is better because there is better liguidi that cash flow from operations is being
generated.

Days Purchases Unpaidlhe ratio equals:
Accounts Payable / Daily Purchases
Daily Purchases = (Purchases/360)
The ratio is used to evaluate trade credit. It shows loogy (how many days) trade
credit remains unpaid.

If the suppliers payment terms are 30 days and the NPOip&@s days on average it
may mean there are liquidity problems.

Current Liability CoverageThe ratio equals:
Cash + Marketable Securities (unrestricted) / Curreatbiliiies
The ratio reveals how much of current liabilities dsnpaid from cash and short-term
investments if cash inflows cease.

FINANCIAL FLEXIBILITY
The greater the amount of unrestricted net assets ¢agegithe amount of financial flexibility.
NPOs with huge permanently restricted endowments andmaininrestricted net assets may not
enjoy much flexibility. Can the NPO respond and adaptnntial adversity and unexpected
needs and opportunities? Which resources are availdigle meeded?

ASSET UTILIZATION
Asset utilization applies to the efficiency with whithe assets are used in the operating
activities of the NPO. For example, a higher ratioevenue to assets indicates more efficiency
of assets in generating profit. What assets are gixeerelative to the optimal level?

The efficiency usage of supplies may be determined asvsill
Turnover of Supplies = Annual Total Supplies Expense / Avefag@ Inventory of Supplies
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A low turnover is a negative sign because it means mgate excessive and not being
used efficiently.

The available days of supplies’ use equals 360/Turnover. Whia rate of supplies’ usage?
How fast would the current usage level deplete suppliesitiong?
Average Daily Total Supplies Expense equals:

Annual Total Supplies Expense / Average Number of Days oflesppse

The ratio shows how often supplies are used such agartiaular program.

ANALYSIS OF FIXED ASSETS
In the long run, buying assets is cheaper than renfihg. NPO also has more control by buying
because it doesn't have to concern itself with lessoexpectedly raising rental rates or
demanding certain prohibitions of using the property.

The average accounting age of equipment (e.g., computayg) be determined as
follows:
Accumulated Depreciation / Depreciation Expense

The ratio reveals how old the equipment is. It shtivesrate equipment is being used
and replaced. A lower ratio is better.

The ratio is of particular interest to hospitals heseait must buy expensive up-to-date
technological medical equipment and keep facilitiegaond working order for the best patient
care.

A low depreciation charge may indicate the NPO is makiggificant use of rentals.
Does a reduction in fixed assets mean there is lessitapad utilization?

ANALYSIS OF LIABILITIES
Short-term borrowing may be used to fill the gap resylfrom the temporary shortfall in
contributions or other sources of cash inflow.

If long-term debt is used to finance fixed assets, the RBOgreater financial leverage
risk. The NPO must be able to pay principal and interest

Analyze the long-term indebtedness of the NPO including:

« Interest rate being charged.
e Excessiveness of debt.
* Reason for borrowings. How is the money to be used?
« Maturity dates of debt. Are debt payments staggered?theéatebt be repaid?
e Lines of credit.
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* Loan restrictions such as collateral requirementge #uch restrictions tying the
hands of the manager?

* Understated liabilities such as the liability for sewmempayments or for earned but
unused vacation time?

APPRAISAL OF SOLVENCY, CAPITAL STRUCTURE, AND FUND BALANCE
A healthy capital structure will help assure the NP®ititp to engage in its daily activities.
High leverage (debt to fund balance) means risk. Therdébtwill increase if the NPO must
finance fixed asset expansion with borrowed funds.

The ratio of long-term debt to total unrestricted funchbeé reveals the NPO's long-term
credit commitments to its ability to pay the debt.relfates borrowed funds to owned funds. A
ratio over 1 may indicate a problem in handling additiatettt. Can the NPO pay existing
interest and principal payments?

Analysis of the fund balance depends on the facts acdnegtances. A surplus indicates
better financial health than a deficit. An incregstnend in the surplus is a favorable sign.
Surpluses provide savings for financing the future and theyatailpay off debt.

EVALUATION OF THE STATEMENT OF ACTIVITIES

An NPO should communicate to the users of the finarstatements which specific revenues
and expenses are included in the operating measure. NP use of the term operating is not
clear from the details on the face of the statenfeA§B 117 requires a footnote describing the
nature of the measure of operating performance. Thacimlaanalyst should carefully review
the NPO's definition of the operating measure. A coraparshould be made with similar NPOs
and the definition should be consistently applied. Galyerthe operating income measure is a
subtotal in arriving at the net change in unrestrictecheséts.

In analyzing the Statement of Activities, determine:

* Whether the entity is self-sustaining and operating well.
« If service efforts are being successful.
* Whether management has discharged its stewardship respoesi

In the long run, if an NPO does not spend all of its mees, it is not funding as much
services as possible to the public. On the other haitkaéps spending more than its revenues,
it will go bankrupt.

In analyzing an NPO, consider "operating capital maarea" which means whether the
NPO is maintaining its capital by having its revenue®astl equal to its expenses. Why did a
surplus or deficit occur?

An NPO should not report a profit consistently egebr. If it always shows a profit, the
NPO may not be accomplishing its objective of providingnagh service as possible with
available resources. It should either provide more cerand thereby increase its costs or
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reduce prices it charges for services. The objectivendfiRO's financial policy should be to
break-even.

An NPO (such as a membership organization) may have @ pdlihaving an operating
excess one year but a deficit in another year, whadanbes out. For example, member dues
may be increased only once each three years. Indheof the dues increase, an operating
surplus may arise. In the second year, there mayhbpeak-even, and in the third year a deficit
may exist. Dues are then increased again.

In a similar vein, an NPO may want an operating exoegsyear to eliminate a deficit
from the previous year.

An operating surplus may also be desired to have adefiuadeng for expansion, to
subsidize programs, or as a result of a lawsuit. A sumpkg be desired as a contingency for
unexpected problems, and to replace assets.

An NPO may want to operate at a deficit in one yeaetluce an accumulated surplus or
to meet a special need.

In conclusion, an NPO does not have to break-even ezanh Wt may have a surplus in
one year(s) and a deficit in another year(s) to riteeinique circumstances as long as it balances
out over a number of years.

REVENUE
The revenue base should be diversified to reduce risk. eXample, overdependence on one
revenue source may be dangerous (e.g., grants).

A decline in revenue may indicate ineffectiveness. é&ammple, a decline in college
tuition may mean problems in attracting students atlagml How does actual revenue compare
to expected revenue?

Total revenue needed daily on average equals:
Total Revenue (prior year) / 365

COSTS
Expenses should be analyzed in terms of program and olfjegpense. Variances between
actual and budgeted expenses should be investigated.

Determine the reason for a sizable increase or dechease expense. For example, a
significant increase to a specific expense may natugeto a change in organizational plan but
may reflect contributed services instead.

A determination should be made of the cost per unit oficce A lower rate means
better cost containment. When costs need to be redtieedirst thing to cut is lower priority
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programs least accomplishing the NPO's goals. Howeesisider how changes in program
activities would affect donor contributions and volantesupport. Identify controllable and
uncontrollable costs. Ask these questions:

e Can costs be reduced by replacing obsolete and/or inacfispment?
* Can costs be reduced by improved technology?

* Will an improved repairs and maintenance program loweds@os

e Can staff improvements be made to lower costs?

e Can energy costs be reduced through improved traffic mareage

e Can productivity be improved?

Ratios include:
Operating Expenses / Total Revenue

A lower ratio indicates better cost control.
Fund Raising Costs / Total Donations

The ratio evaluates the effectiveness of fund raisifigrte. Is fund raising cost
excessive for funds obtained?

The Statement of Functional Expenses is required lohtary and health organizations.
The Statement is helpful to the financial analystabse it provides a detailed breakdown of
expenses by program. It is analogous to segment reportimnggimess enterprises.

PROFITABILITY
Profitability is needed, for NPOs trying to expand, entw mreas, are unstable, and are ever
changing. Profitability measures include:
Profit Margin = (Revenue - Expenses)/ Revenue

A higher ratio shows better operational performance iprof

Operating Margin = (Operating Revenue - Operating ExperSgsgyating Revenue

Operating revenue excludes nonoperating sources such as d&isidg rrevenue,
dividends, and extraordinary items. The operating prefiderived solely from operating
activities without having to rely on contributors. A highatio is better.

Return on Fund Balance (Net Assets)
= (Total Revenue - Total Expenses) / Average Net Assets

The ratio shows how efficiently the fund balance ¢tr@sited the year's profit.
Ratios of investment performance include:
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Interest and/or Dividend Income / Investments at Cost
Interest and/or Dividend Income / Investment at Markatug

Higher ratios indicate better returns on investments

DISCLOSURES
In examining footnote disclosures, identify contingenciesluding positive and negative
developments affecting the NPO. Disclosure of poséitlee funding problems is a "red light."
An example is changing political policies directed towadicing government funding.

A lawsuit against the NPO is a negative sign partibuidit is reasonably possible that
the NPO will lose.

PERFORMANCE METRICS
We have to examine the quality of the services and pragodfared by the NPO besides just
looking at dollars. The NPO's objective is to renderamount and quality of services. For
example, measures of performance (or metrics) forlagainclude number of courses and ratio
of faculty to students. Some general performance meagukeep in mind include:

e Capital per unit of service.

* Number of patients treated daily by a doctor.

* Number of welfare cases handled by a social worker.

* Input/output relationships such as what was the costieneddf performing a service
and what was the quality and quantity of service provided.

* Number of complaints.

How do you figure out who does the most with the cbations and who spends
inordinate sums, however well intentioned, on raishegrhoney and excessive overhead?
Several indexes would be helpful to answer those questbasty commitment, fundraising
efficiency, and donor dependency.

Charity Commitment
Charity commitment percentage =
Charitable expense (program support or program service expense)
Total expenses
Essentially, the resulting figure excludes such overheasbasgement and fundraising.

Fundraising Efficiency

This measures how much of the money raised from privabess remains after accounting for
fundraising. This is computed by taking the total funds rais®d the public through direct
contributions, indirect contributions (such as from Whi¥gay) and proceeds from one-time
special events, subtracting fundraising costs, then expgeid® result as a percentage of the
total amount from the public (private support).

Donor Dependency
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It tries to measure how badly a charity needs youtritnnion--as opposed to money raised
from selling products or tickets or reaping investment gam$&and its current operations. We
figure this by subtracting a charity's annual surplus (&xcésevenue over expenses) from
public donations (private support), then dividing this figure bypthiglic donations (private
support). A percentage at or above 100% means that the noigptaotfally dependent on
donations and is not salting away funds for a rainy Aayegativeindex number means
surpluses exceeding all donations for the reporting year.

Table 4.1 presents these indexes for a selected chagagination

TABLE 4.1
CHARITABLE COMMITMENT, FUNDRAISING EFFICIENCY, AND DONOR
DEPENDENCY

Alzheimer's Disease & Related Disorders Associatidnhgimer's disease research)
Chicago IL (vww.alz.org)

All figures in $mil except where otherwise noted

Private support Gvt support Total support Other incom Total revenu
97 0 97 17 11
Program service expenses Mgmt & gen'l Fundraisin Total expenses
84 9 16 10
Charitable Fundraising Donor
Surplus (Loss) Net Assets o mmitment: efficiency’ dependenc
5 77.1% 83.5% 94.89

1. 77.1%= 84/109; 2. 83.5% = (97-16)/97; 3. 94.8% = (97-5)/97
SOURCESIRS Form 990; annual reports, statements of individualteds
www.guidestar.org

FUND RAISING ABILITY
Creditors evaluate the NPO's fund raising ability as egomsource of debt repayment for
nonrevenue-generating projects. Donated funds are ilfpdaaonsider when appraising the
NPO's creditworthiness. Refunding is issuing new det#tace existing debt and may occur if
(1) market interest rates have decreased (2) excessiretiens exist in current debt, or (3)
there is a desire to lengthen debt maturity.

ANALYSIS OF PLEDGES
In appraising pledges, consider:

« Are pledges decreasing among a particular category of donatisdonors?
* Does poor economic activity result in fewer pledges?

* Have new tax laws made gift giving less advisable?

* Do donors feel the objectives of the NPO no longecmaiith their views?
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Creditors may not assign a value to pledges receivalda whalyzing the NPO because
donors are not legally bound to honor their dollar pledgente promised. For example, if the
donor goes bankrupt, although unlikely, the promise willogkept. The donor may change his
or her mind in giving because of a change in circumsganddowever, the creditor should
examine who the donors are, their past history of givimglr current financial status, and their
reliability. If the donor's profile indicates a highopability of giving the amount promised,
creditors will give loans based on security or the pledgeeivable. For example, pledges may
be used to secure debt service or construction loans.

The analyst considers pledges due within one year of hgghaity than pledges due in
five years. Thus, the shorter the time period assetiatth the pledge the less risk involved.

ANALYSIS OF CONTRIBUTIONS
A potential cash problem is indicated when actual confabst significantly fall short of
expectations. Restricted contributions are unavailable@perating purposes and to pay short-
term debt. How much funds are available and when? Whaahea restrictions (e.g., scholarship
fund, building fund)? Are the restrictions very spectfr excessive? It is better to have a higher
ratio of unrestricted contributions to total contribusomecause unrestricted contributions are
available to be used by the NPO in its regular activiti®estricted contributions do little to
improve the NPO's liquidity unless the terms of theadaadlow for the transfer of funds for
operating purposes.

NPOs with substantial contributed services need spettemten. The footnote on
contributed services should be closely read becaussdtildes the program or activities that use
volunteer services, the nature and extent of contribsgedces in monetary and nonmonetary
terms, and the amount of contributed services recognizexyasue for the year.

LOOKING AT ENDOWMENTS

An endowment represents long-term investments. Imeggtincome from the endowment may
be unrestricted and available to finance operating actuitrerestricted as to use. Donors want
financial feedback as to whether the NPO has expendedroes received, if expenditures are in
accord with promises made, if services and activities geaviare of high quality, and the

remaining balance of resources. Constraints and conemitnmade to donors regarding fund
use are disclosed in the financial statements includisiyss thereto. Are legal requirements
being met?

A decrease in endowments is a negative sign becausayitindicate less interest or
dissatisfaction with the NPO. However, poor ecomocoinditions may be the reason.

Answer these questions about the portfolio in which endowifo@ds are invested:

* How much fluctuation exists in the securities portfolio?
« Is diversification of the portfolio adequate?
« Are the securities negatively or positively corredite
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Total return on endowment investments may be estimatedrbputing it as a percentage
of the average balance of endowment investments.

EXAMPLE 4.3
The return on an endowment portfolio is $60,000. The beginaimtg ending balances are
$1,000,000 and $1,200,000, respectively.

Return Rate = Return = $60,000 = 5.5%
Average Balance $1,100,000

A lower return rate is a negative sign.

The return on the endowment investment should be hahéhne risk of the investment
increases.

EVALUATION OF GRANTS
In analyzing grants, answer the following questions:

* Has there been a sufficient attempt to obtain publicpaivate grants?

* Was reference made to suitable sources such as The Fouardaéctory?

* Does the Foundation's objectives match the grant prtjposa

* Are matching funds required to receive the grant?

« Was the proposal completely done (e.g., detailed infeomatlear discussion of how
funds will be used)?

* Were due date filings met?

RISK/RETURN ANALYSIS
Is the return sufficient to justify the risk? The dgezahe risk, the greater should be the return.
Risk means the probability of an activity accomplishisgibjective. For example, there may be
a high degree of risk associated with a new specializedeata program in a university or a
new medical procedure at a hospital. There is alwsksin allocating human and financial
resources to new programs.

Ways to control or reduce risk include:

e Use agents and representatives including volunteers.

e Carry adequate insurance protection. For example, insustradd be sufficient
relative to the value of the insured property.

» Carefully hire qualified staff to avoid damages and injuigesthers.

* Have written policies and communicate them careflitgiaigh the organization.

e Have proper supervision over new hires.

« Have protective provisions in contracts to limit the N @ability for contractor
malfeasance.
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« Have proper security over assets to guard against theétstruction.

» Diversify operations.

* Avoid dealings with selected groups that may result in |kglaility problems such as
young children when dealing with hazardous items.

AUDIT RELIABILITY
Many state and local governments require audits to bducted of NPOs. Has the NPO's
financial statements been subject to an audit, rewsevcompilation? A big difference exists
between these processes in terms of the reliabflityeoNPO's financial statements. The highest
level of reliability and testing is in an audit. Inraview, no testing exists but rather a
determination of whether the financial statements nsakese. A compilation, the least reliable,
involves just collecting and reformatting financial records

In looking at the audit opinion, an "except for" qualifioator a disclaimer may indicate
a problem. An unqualified opinion is best.

SOFTWARE
Software exists in analyzing NPOs. For example, Thactional Cost Analysis Program
develops credit union income and cost information alamgtfonal lines and gives comparisons
of data among credit unions and banks.

SPOTTING POTENTIAL BANKRUPTCY AND AVOIDING FINANCIA L PROBLEMS

A negative fund balance (total liabilities exceed totsdeds) indicates a worrisome deficit
position that is an indicator of potential bankruptcash forecasts showing expected cash
outflows exceed expected cash inflows may point to fimdrdistress. If cash is a problem,
timely steps may be needed to improve cash flow and satdepns. How long will the current
cash position last if all cash inflows were to cease?

A balanced budget, using conservative revenue estimatetss ®svn way to avoid
financial ruin. A balanced budget requires difficult icks, such as curtailment or elimination in
certain services or programs.

Answer the following questions in gauging the probability of podéfailure:

e Isthere adequate insurance?

* Does excessive legal exposure exist? What is the natyrending lawsuits? Is the
NPO abreast with all current laws and regulationsctffg it?

« What government adjustments are expected regarding ragrges and
reimbursements?

* Isthere inadequate control over expenditures?

* Isthere deferred maintenance, which can no longer stpqaed?

* Are loan restrictions excessive?

* What effect will contractual violations have?

* Are costs skyrocketing? Why?
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e Are bills past due?

* Is debt excessive?

* Are debt repayment schedules staggered?

e Should maturity dates be extended?

* Isthe public or government criticizing the NPO?

* Isthere a decreasing trend in donor interest?

* To what extent are donor contributions restricted?stfitéed donations cannot be
used to pay current expenses unless the restrictionseshor lifted.

* Isthere less community interest in the NPO (e.guefemembers, patients)?

« Are fewer volunteers available?

« Are more grant applications being rejected?

* Isthere a cash shortage?

* Isthe NPO anticipating future trends (e.g., social, ipalittechnological)?

* Does the NPO have sufficient expertise in the aitaasnvolved in?

e Isthere a buildup in assets (e.g., receivables)?

* Is a hedging approach used to finance assets by matching abaimsthe maturity
dates of liabilities?

* Are long-term fixed-fee contracts hurting the NPO?

* Isthere a sharp increase in the number of employeespief service?

* Are there open lines of credit?

* Does a lack of communication exist?

Ways to avoid financial problems include:

* Merging with another financially stronger similar NPOWill a merger aid in
financing, lower overall operating costs, synergy andcieficy, and program
expansion?

* Restructure the organization.

e Sell off unproductive assets.

» Defer paying bills.

» Discard programs and activities no longer financially viable

* Implement a cost reduction program including layoffs andtiah. But will this
eliminate programs that will be hard to start up again® We getting rid of scarce
talents? These are referred to as irreversible rieahsctwhich in the long run may not
be wise.

* Increase service fees.

« Increase fund raising efforts and contributions.

* Apply for grants.

» Stimulate contracts.

EXAMPLE 4.4
A nonprofit organization provides the following financiafarmation:
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Summary of Income, Expenses, and Cash Balances

Percentage
Income 20X1 20X2 Change
Membership and program fees $125,000 $130,000 4%
Contributions 126,000 130,000 3
Other 13,000 35,000 169
Total income $254,000 $295,000 12
Expenses
Salaries $100,000 160,000 60
Rent 40,000 70,000 43
Insurance 10,000 20,000 100
Supplies 20,000 40,000 100
Total expenses $170,000 $290,000 71
Excess of income over expenses 94,000 $ 5,000 95
Cash balance, beginning of year 50,000 144,000
Cash balance, end of year $144,000 $149,000

From 20X1 to 20X2, total expenses have increased 71% whale¢oenue has
increased only 12%. This is a very negative sign. Ambeadhings it may indicate are a failure
to control costs, or declining fees for services, pogsibe to membership dissatisfaction. Then,
why have contributions only increased by 3%. Are donors wyethe NPO's policies,
objectives, or management?

It is particularly alarming that profitability has declthéy a stunning 95%. The sharp
increase in each expense category must be closely scedtifiz cause and corrective action
immediately taken. Unless something is done to correstuiiavorable trend, the NPO is in
serious trouble!

CASE STUDY IN FINANCIAL STATEMENT ANALYSIS:
FAMILY SERVICE AGENCY OF UTOPIA
This case study is based on a sample NPO provided bytédnedhRevenue Service in Form
990. The sample-completed tax return as prepared by $hddRillustrative purposes, is
presented in the Appendix.

Trend Analysis
(All line references are to Form 990)
12/31/03  12/31/04 Percent change
Total Cash (Lines 45 and 46) $ 248,700 $ 228,500 -8.1%
Pledges Receivable (Line 48c) $ 46,000 $ 58,900 28.0%
Grants Receivable (Line 49) $ 4,600 $ 5,800 26.1%
Inventories (Line 52) $ 6,100 $ 7,000 14.8%
Fixed Assets (Line 57c)) $ 168,500 $ 174,800 3.7%
Total Assets (Line 59) $ 916,000 $ 964,800 5.3%
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Total Liabilities (Line 66) $ 111,200 $ 112,300 1.0%
Current Unrestricted Fund (Line 67a) $ 446,300 $ 485,100 8.7%
Current Restricted Fund (Line 67b) $ 10,000 $ 6,400 -36.0%
Land, Buildings, and Equipment (Line 68) $ 156,800 $ 116,200 -25.9%
Endowment Fund (Line 69) $ 191,700 $ 194,800 1.6%
Total Fund Balances (Net Assets) (Line 74) $ 804,800 $ 852,500 5.9%

For the Year Ended

2003 2004  Percent change
Contributions, Gifts, and Similar Amounts
(2004 from Line 1: 2003 from Schedule A,
Line 15) $ 742,300 $ 710,800 -4.2%
Membership Dues (2004 from Line 3;
2003 from Schedule A, Line 16) $ 1,100 $ 1,600 45.5%

An analysis of the trends from 2003 to 2004aievde following:

« The cash position declined having a negative affect on ltguid

* Pledges and grants receivable have both significantly isete@flecting success in
obtaining pledges and grants to the NPO, which is a fawosidph. However, it may
be that there is a problem in collecting the pledges amtgdue to higher receivable
balances.

The build up in inventories may mean greater realizaigin

Fixed assets were fairly constant.

The increase in total assets is a favorable indicator

Total liabilities were about the same.

While the balance in current unrestricted funds increasé&djorable sign, there was
a decline in the current restricted fund. Howeverdiblar amount of the decline is
small even though it's a higher percentage.

More funds are available for fixed asset expansion.

The NPO has been successful in having more endowmedg.fun

The increase in total fund balances (net assets)ooft &96 is a positive sign.
Contributions, gifts, grants and similar items decréag®ut 5%. The reasons for
the decrease should be determined. Is there less intetestNPO among donors? If
so, why?

The membership revenue almost doubled reflecting greategshia the NPO's
policies as indicated by more enroliments or an irsgréa per member fees.
Perhaps there was a successful membership drive.

LIQUIDITY ANALYSIS

Total Current Assets (Balance ShB&) ¢ 12/31/94)
Total Assets (BS)

80



$315,600 = .33
$964,800

Each $1 of total assets is comprised of $.33 of duass®ts.

Current Ratio = _Current Assets (BS) = $315,600 = 3.2
Current Liabilities (BS) $ 98,900

The high ratio means good liquidity.

Current Ratio for Unrestricted Currdrsets and Current
Unrestricted Liabilities =

Current Unrestricted Assets (BS)
Current Unresed Liabilities (BS)

= $304,400 = 3.1
$ 98,900

The high ratio further indicates good liquidity.

Quick Ratio = Quick Unrestricted Current Assets *(BS)
Current Unrestricted Liabilities (BS)

=  $283,600 =2.87
$ 98,900

* Quick Unrestricted Current Assets = Total Current Assétsentories - Prepaid Expenses =
$304,400 - $7,000 - $13,800 = $283,600

Because the quick ratio (2.87) exceeds the norm of 1.d, lgpodity is evident.
Accounts Receivable Turnover =

Program Service Revenue (Form B@@, 2)
Average Net Accounts Receivable (F89®, Line 47c¢)

= $2,600 =15
$1,700

Receivables turn over 1.5 times per year relative togeasrated. The low turnover
rate indicates less liquidity. Perhaps there isirnistollecting.
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Days to Collect on Receivables = 365 = 365= 243 days

Turnover 15
It takes 243 days to collect on receivables indicatipgssible collection problem.

Total Accounts Receivable (Form 990, Lingd 47¢c
Total Assets (Form 990, Line 59)

= $1,600 =.2%
$964,800

The very low ratio means receivables are insignificalative to total assets.

Pledges Turnover =
Net Contributions from Pledges (From Statement of RexeBxpenses, and
Changes in Fund Balance (SRECF)
Average Net Pledges Receivéidem 990,Line 48c)

= $473,700 = 9times
$ 52,450

The high turnover rate means faster collection on pledgeish is a favorable liquidity
indicator.

Collection Period on Pledges = 365 =365=40.6 days
Turnover 9

It takes about 41 days to collect on pledges. This/aréble.

Cash Flow to Total Debt = Net Income + Depreciation
Total Liabilities

Form 990, Line 18 + Line 42
Form 990, Line 66

$47,700 + $5,206 .47
$112,300

This computation indicates that $.47 of internally gemeratsh is available to pay $1 of
debt.

Current Liability Coverage =
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Cash + Marketable Securities @dtnicted) (BS)
Total Current Liabilities QB

= $221,100 =2.2
$ 98,900

For each $1 in current liabilities there is $2.20 of cashshort-term investments
available to pay it.

Total Current Liabilities (BS) = $98,900 = .88
Total Liabilities (BS) $112,300

Current debt is a high proportion of total liabilitie$ig’is an unfavorable liquidity
indicator.

ANALYSIS OF SOLVENCY

Total Assets (Form 990, Line 59) = $964,86@.6
Total Liabilities (Form 990, Line 66) $112,300

There is $8.60 in assets for each $abilities indicating a good solvency position.

Total Liabilities (Form 990, Line 66)
Total Fund Balance (Net Assets) (Fori@, 2%he 74)

$112,300 =.13
$852,500

The low ratio of debt to fund balance is a favorabtecator of the ability of the NPO to
meet its obligations. It indicates less risk.

Long-term Debt (BS) = $13,400 =2.8%
Total Unrestricted Fund Balance (BS) 485,100

This ratio is a further indication of a solid solvermmsition. The NPO is able to fulfill its long-
term debt commitments.

ANALYSIS OF THE STATEMENT OF ACTIVITIES

Daily Revenue (2004) = Total Revenue for Current Year
365
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Form 990, Line 12 = $760,300 =$2,083

365 365
Daily Revenue (2003) = Total Revenue for Prior Year
365
= Form 990, Schedule A, Line 23 = $800,600 =$2,193
365 365

The declining revenue per day from 2003 to 2004 is a negativéosigperating
performance.

Total Expenses (Form 990, Line 17) = $712,600 =93.7%
Total Revenue (Form 990, Line 12) $760,300

Total expenses are a high percentage of total revenue cuttioggirplus.

Fund raising Costs (Form 990, Line 15) = $65,400 =13.8%
Total Donations (SRECF) $473,700

Fund raising costs as a percentage of contributionasenable indicating an effective
fund raising campaign.

Profit Margin = Excess of Revenue over Expenses
Total Revenue

Form 990, Line 18 $ 47,700 =6.3%
Form 990, Line 12 $760,300

The profit margin should be compared to other similar BIR{3t is lower, it indicates
less operational performance.

Return on Fund Balance (Net Assets) =

Excess of Revenue over Expenses = Form 990, Line 18
Average Net Assets Form 990, Line 59

= $47,700 =5.1%
$940,400

This ratio reflects reasonable efficiency of the fipadhnce in generating yearly surplus
for the year.
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Dividends and Interest from Securities = Form 990, Line 5
Investments Form 990, Line 54

= $ 16,400 = 3.5%
$474,400

The rate of return earned on the investment portisliow.
Return Rate on Endowment Funds =

Total Revenue on Endowment Fund = SRECF = $3,100 =1.6%

Total Assets in Endowment Fund BS $194,800
The return rate on endowment funds is very low.
Table 4.2 summarizes financial statement analysis covbreughout the chapter

TABLE 4.2
FINANCIAL RATIO ANALYSIS

12/31/93 12/31/94

Assets
Total Cash (Lines 45 and 46) $ 248,700 $ 228,500
Accounts Receivable (Line 47c) $ 1,800 $ 1,600
Pledges Receivable (Line 48c) $ 46,000 $ 58,900
Grants Receivable (Line 49) $ 4600 $ 5,800
Other Receivables (Line 50) $ - $ -
Other Notes and Loans Receivable (Line 51c) $ - $ -
Inventories (Line 52) $ 6,100 $ 7,000
Prepaid Expenses and Deferred Charges (Line 53) $ 9,600 $ 13,800
Total Current Assets (Line 45 through Line 53) $ 316,800 $ 315,600
Investments - Securities (Line 54) $ 430,700 $ 474,400
Investments - Land, Buildings (Line 55c) $ - $ -
Fixed Assets (Line 57¢) $ 168,500 $ 174,800
Other Fixed Assets (Line 58) $ - $ -
Total Assets (Line 59) $ 916,000 _$ 964,800
Liabilities

Accounts Payable and Accrued Expenses (Line 60) $ 46,000 $ 39,300
Grants Payable (Line 61) $ - $ -
Support and Revenue Designed for Future Periods (Line

62) $ 61600 $ 59,600
Loans from Officers (Line 63) $ - $ -
Total Current Liabilities (Line 60 through Line 63) $ 107,600 $ 98,900
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Tax-exempt Bond (Line 64a)
Mortgages (Line 64b)
Other Liabilities (Line 65)
Total Liabilities (Line 66)

Fund Balances or Net Assets
Current Unrestricted Fund (Line 67a)
Current Restricted Fund (Line 67b)
Land, Buildings, and Equipment (Line 68)
Endowment Fund (Line 69)
Other Funds (Line 70)
Capital Stock (Line 71)
Paid-In Capital (Line 72)
Retained Earnings (Line 73)
Total Fund Balances (Net Assets) (Line 74)
Total Liabilities and Fund Balances (Line 75 = Line 66 +
Line 74)

Program Service Revenue (Line 2)

Dividends and Interest from Securities (Line 5)
Total Revenue (Line 12 and Line 23, Schedule A)
Fund Raising Costs (Line 15)

Total Expenses (Line 17)

Excess or (Deficit) (Line 18)

Depreciation (Line 42)

Liquidity Analysis
(1)Total Current Assets/Total Assets
(2)Current Ratio =Current Assets/Current Liabilities
(3)Accounts Receivable Turnover
=Program Service Revenue/Accounts receivable

LR AR o o BB H e

A &+

3,600
111,200
446,300

10,000

156,800
191,700

804,800

916,000

$ -
$ 3,200
$ 10,200
$ 112,300

$ 485,100
$ 6,400
$ 166,200
$ 194,800
$ -

$ -
$ 852,500

$ 964,800

For the Year Ended

2003

2004

$

800,600

(4)Days to Collect on Receivables = 365 days/Accounts Receivable

Turnover

(5)Total Accounts Receivable/Total Assets
(6)Cash Flow to Total Debt

=(Net Income + Depreciation)/Total Liabilities
(7)Total Current Liabilities/Total Liabilities

Analysis of Solvency
(8)Total Assets/Total Liabilities
(9)Total Liabilities/Total Fund Balance (Net Assets)

$ 2,600
$ 16,400
$ 760,300
$ 65,400
$ 712,600
$ 47,700
$ 5,200

0.33
3.2
15

239
0.2%

0.47
0.88

8.6
0.13
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(10)Long-Term Debt/Total Unrestricted Fund Balance 2.8%

Analysis of the Statement of Activities

(11)Daily Revenue = Total Revenue/365 days 2193 2083
(12)Total Expenses/Total Revenue 93.7%
(13)Profit Margin=

Excess of Revenue over Expenses/Total Revenue 6.3%
(14)Return on Fund Balances=

Excess of Revenue over Expenses/Net Assets 5.1%
(15)Dividends and Interest from Securities/Investments 3.5%

CONCLUSION

The NPO's liquidity is favorable meaning it is able to [@ayshort-term obligations. Its
solvency is also favorable meaning it can satisfy itgdterm debt when due. The NPO is
having difficulty in its operating performance as indechtby declining daily revenue, high
expenses to revenue, and low investment return. Howlewet raising costs are being controlled
resulting in successful fund raising efforts. Profit gnarand return on fund balance appears
reasonable. There is more interest in the NPO asatedl by the increasing membership base.
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APPENDIX TO CHAPTER ¢4

| OMB No. 1545047 _

o 990 Return of Organization Exempt From Income Tax 206 4

Undar saction 501(c) of the Internal Revenue Code (except black lung benefit
trust or private foundation) or section 4847(a}{1) nonexempt charitable trust T

Depariment of e T%Y | nrote: The arganization may hava (o use & Copy of Ihis retur o satisfy tate reporting requirernents, e
A For the 1994 calendar year, OR tax year period beginni ; ﬂm 18
B Checkif: Pissss |C Name of organization D!mﬁ.mlﬂlnﬂﬁnﬂmnm
0] Crange of sddress :.:’: Family Service Agency of Utopia, Inc. 12: 3456789
G Initial ratum B:::r Number and sirest {or P.0. box f mail is not delivered 1o streat admll Aoom/suite §  E Stats repistration number
O Finat retum Sor 1414 West Ash Drive 567890
O m:m ﬁ‘ Gity, town, or post ctice, state, and ZIP code ] e ) A TR,
State Utopia, PA 11111 g pmdn- p"gl“' ppicatior
G Type of orgamzauan-—b [X] Exempt under section 501(c{ 3 ) <« (insen rwumber) OR [ section 4847(a)1) r!onexempl charitable trust
Note: Section S01(c)(3] exempt org jons and 4547{a){1) nonexempt charitabie trusts MUST attach s P A (Form 590).
Hia] 18 this a group retum fied for affibates? . . . . . . . . . .[Jves Elno | 1 it enherboxinHis checked “Yes.” enter four-igit group
examption number (GEN} B ...
(b} If "Yes,” enter the number of affikates for which this retum is filed:, , ¥ g mathod: L] Gash Accrual
{e) s this a saparate retum filed by an organization covared by 3 group ruiing? [ Yes EiNo Cl Olnor(!padly]'

K Check hare ’El ﬂmmﬁoﬂ‘swvssmlptsannarmli')'mlmmimnszs,om.momarummdnmbhamumwimI’h!lﬁs:mllfitmﬂm
aFurmumlug-inmwmaiLi'(Mﬁhammwﬂmmmldmmmrmulmnm
Note: Form 990-E2 may be used by prganizations with gross ipts fess than $100,000 and total assefs less than $250,000 at end of year.

lm Statement of Revenus, Expenses, and Changes in Net Assets or Fund Balances

1 Contributions, gifts, grants, and similar amounts received:
a Directpublicsupport . . . . . . . . . . L. 1a $483,300
b Indirect public support . . B e v D 227,500
¢ Government contributions (grams} i ic
d Total (add lines 1a through 1c¢) (attach sd'ledule—asa ms!me.-hons)
cash § _710,800  noncash $ —— ). . id $710,800
2 Program service revenue including govemment fees and contracts {frnrn Part \.'H e 93) 2 2,600
3 Membership dues and assessments (see instructions) , e T T 3 1,600
4 Interest on savings and temporary cash investmants 4 14,800
5 Dividends and intarest from securities 5 16,400
Ga Grossrents . . . . . . . . - 0 - s
b Less: rental expenses , x
e Net rental income or (loss) (subrrar.t lme Eb from lme Ea)
7 Other investment income (describe B
; Ba Gross amount from sale of assets other | A Secutties
than inventory . . 2 24,200
b Lesscos!orom:bmmdm ( i 23,700 8b
¢ Gain or (loss) (attach schedule}, . . 500 8¢
d Net gain or {loss) (combine line Bc, r;olumns (A) and (B)) 500
9 Special events and activities (atiach schedule—see insiructions):
a Gross revenua {not including $ i of
cantributions reparted on ling 1a) . . . . . . | Sa 28,400
b Less: direct expenses gther than fundrarsmg expenses . Leb 18,000
& Net income or (loss} from special events (subtract fine Ob from fine 82) , . . . . 10,400
102 Gross sales of inventory, less returns and allowances , . [10a 1,400
b Less: costof goods sold . . . .. . 100 1,000
¢ Gross profit or (joss) from sales of mvemury (ahzch schedu!a) [suhtmci fine 10b from line 10z}, | 10c 400
11 Other revenue {from Part VI, line 103} . v R & & A S 11 2,800
12 Total revenue (add lines 1d, 2 3, 4, 5, 6c, 7, Bd Qn 10!‘:, and HL e, i B0 Lk PR 12 $760,300
13 Program services (from line 44, column (B}—see instructions) . . . . . . . . 13 $577,400
14 Management and genaral (from line 44, column (Cl—see instructions) . . . . . 14 57,400
15 Fundraising {from line 44, column (DF—see instructions) . , . . . . . . . . |18 65,400
il |16 Payments to affiliates (attach schedule—see instructions) . . . , , . . . . . |16 12,400
17 _Total expenses (add fines 16anddd. column A . . . . . . . . . . . . |17 $712, 600
18 Excess or (deficif) for the year (subtract line 17 from line 12) . . . T $ 47,700
j 18 Net assets or fund balances at beginning of year {from line 74, ol {A}) R | 804,800
5 20 Other changes in net assets or fund balances (attach explanation). . . . . . . |20 Sl
21__Net assets or fund balances at end of year (combine lines 18, 19.and20) . . . . . |21 $852,500

For Paperwork Reduction Act Notice, ses page 1 of the separate Instructions. Cal. No. 11282Y Form 990



Form 990 . £ = Page 2

m Statement of All orgar-zztions must complele cr. A Cowrans (B), (C). and (D) are required for section S01(cK3} and (4)
Functional Expenses organizations and and section 4947(a){1j -xempt charitable trusts but optional for others. (See instructions.)

De not include amounts reported on iine R — {B) Program
6b, 8b, 8b, 10b, or 16 of Part |, services nnd gmem
22 Grants and allocations (attach scheduls) . \
(cash § 35,900  noncash § ) 1221 ¢ 35,800 $ 35,900
23 Specilic assistance to individuals {attach schedule) 23 45,800 45,800 \ \
24 Benefits paid to or for members (attach schedule) | 24 \\
25 Compensation of officers, directors, efc. . 25 62,800 45,600 $ 8,800 $ 7,400
26 Other salaries and wages . . . . . . 26| 184,700 131,000 24,300 29,400
27 Pension plan contributions 27 300 200 100
28 Other employee banefits . 28 13,000 9,400 2,100 1,500
20 Payroll taxes . 29 23,800 17,700 3,000 3,100
30 Professional fundraising fees 30
31 Accountingfees . . . . . . . . . 31
32 Legalfees | 32
43 Supplies 33 30,000 26,500 1,800 1,700
34 Telephone . . . . . 34 15,400 11,600 1,500 2,300
35 Postage and shipping . 35 23,100 13,100 1,000 9,000
38  Occupancy 36 37,750 34,8500 1,500 1,350
a7 Equipment rental ang o 37 8,750 5,900 1,500 1,350
38 Printing and publications . 38 14,100 12,200 300 1,600
20 Tavel . . 38 23,000 16,700 2,300 3,000
40 Conferences, corwentlons, and maenngs 40 17,700 12,800 4,500 400
41  Inlerest . 41 900 100 800
42  Depreciation, deplehon ete. (attach schedule} 42 5,200 4,200 600 400
43 Other expenses (itemize): a .. 43a 500 500 ’
43b 127,900 124,500 2,600 800
43¢ 26,300 25,650 640 50
43d 4,300 2,150 100 2,050
43e
44 Taﬁmmdrwm{addmzwmﬂ Drm
g columns [BMD), cany Hese Iotais tolines 1345 . | 44 | $700,200 §577,400 $57,400 $65,400
Rapomng of Joint Costs.—Did you repart in column (B} (Program services) any joint costs from a combined
educational campaign and fundraising solicitation? . . . ; .. . . EvYes [dNo
If “Yes,™ enter I} the aggregate amount of these joint costs §__ 9.600 . lli) the amount allocated o Program services $___2:800 .
{ili) the amount aliocated to Management and general § 700 ; and (iv} the amount allocated to Fundraising $ 6,000
HIEell] Statement of Program Service Accomplishments (See instructions.)
What is the organization’s primary exempt purpose? b-..Family counmeling ... ... .........|Program Service
All organizations must describe their exempt purpose achievements. State the number of chenta served [a,mma?: s':;ms;m
publications issued, elc. Discuss achievements that are not measurable. (Saction 501{c)(3) and (4) organizations | () ces., and 4S47ta)1)
and 4947(a)(1) nonexempt charitable trusts must also enter the amount of grants and allocations to others.) i g.;‘x;mw o
a . Counseling - The organization provided 5,954 hours of coun
$257,800
{Grants and aliocations” § 21,000 ) 187,800
d Foater Cars - The agency placed 28 children in 16 foster homea. The agency
_hard-to-place childzen.
3 (Grants and allocations  $ 11,900 TR 131,800
® Other program services (attach schedule) (Grants and allocations § )

f_Total of Program Service Expenses (snould equal line 44, colurnn (B), Program services). . . . . P $577,400




Form 990 .. "

Ploos

Balance Sheets

Note: Where required, altached schedulas end amounts within the description (A} ; (8)
column should be for end-of-year amounts only. Beginning of year End of year
Assets
45 Cash—non-interest-bearing , . . , . . § 4,000 § 6,400
48 Savings and temporary cash investments , 244,700 222,100
478 Accounts receivable ., . . . . . . . . |47} § 1,800
b Less: allowance for doubtful accounts , . . |[AT® 200 1,800 1,600
R WX
48a Pledges receivable . . . . . . . . 48a 70,100
b Less: allowance for deubtfui accounts [48o] 11,200 46,000 58,900
49 Grantsrteceivable . . . . . . . . . .. .. ... 4,600 5,800
50 Receivables due frcm officers, directors, trustees, and key employees
(attachschedule) . . . . . . . . . & = . . W
51a Other notes and loans receivable (attach schedule} | 51al
b Less: allowance for doubtful accounts [s19] 51¢
52 Inventories forsalecruse . . . . . . . «.. . . 6,100 52 7,000
53 Prepaid expenses and deferred charges . . . 9,600 |53 13,800
84 Investments—securities (attach scheduls) . . 430,700 |54 474,400
55a Investments—iand, buildings, and equipment:
bas‘ﬁs.........'.'..._,15Ea §
b Less: accumulated depraciation (attach R
sohedle) + « o ¢ owos e ¢ ow e v v LOOR S5¢
56 \nvestments—other fattach schedulel . . . . . . . . . . . . 58 |
57a Land, bulldings. and equipment: basis , . . |.57al 188,000
b Less: accumuiated: depreciation (attach schedule} LSTb 13,200 168,500 _|5T7c 174,800
58 Other assats (desoribe » ) 58
69 Total assets {add fines 45 through 58) {must equal line 75) $916,000 | 59 $964,800
== Lishilities w
80 Accounts payable and accrued expenses . $ 46,000 80 $ 39,300
61 Grantvpayable . & . o5 5 oy s w e v w8 @ o 4 81
82 Support and revenue designated for future periods (attach schedule) . | 61,600 82 59,600
63 Loans from officers, directors, trustees, and key employees (atiach schedule) 83
B4a Tax-exempt bond liabilities (attach schedule) . . . . . ., . 64a
b Mortgages and other notes payable (attach schedute) , , . . . . . 3,600 64b 3,200
65  Other liabilities {describe # _ Payable under capital lease ) 65 10,200
668 Total liabilities {add lines 60 through 65) R OB R W 3 $111,200 68 $112,300
Fund Balances or Net Assets
Organizations that use tund accounting, check here b Kl and complete
lines 67 through 70 and lines 74 and 75 (see instructions).
67a Current unrestricted fund §446,300 [67a $485,100
b Cument rastricted fund 5. 2l 10,000 87b 6,400
88 Land, buildings, and equipment fund 156,800 &8 166,200
69 Endowment fund G0 EE B M AR R BSOS D 191,700 89 194,800
70 Other funds (describa b ) -0- 0 -0-
Organizations that do not use fund accounting, chack hera » O ang @
complete lines 71 through 75 (ses instructions),
71 Capitat stock or trust principal | 71
72 Paid-inorcapitalsurplus. . . . . . . 72
73 Retained earnings or accumulated incoma . EEE IR 73
74 Total tund balances or net agsets (add lines 67a through 70 OR lines 71
through 73; column (A) must equal line 19 and column (8) must equal
OB s o v mi g wose 2 9 S A ® B SR B Bk g $804,800 T4 $852,500
715 __Total liabilities and fund balances/net assets {add lines 66 and 74) . $916, 000 1 75 ] $964,800

Form 990 is available for public inspection and, for some people, serves as the primary or sole source of information about a particular
organization. How the public perceives an organization in such cases may be determined by the information presented on its retum,
Therefore, piease make sure the retum is complete and accurate and fully describes the organization’s programs and accomplishments.
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A fFom 3000 Pagwr 2
Reason for Non-Privats Foundation Status instructions for definitions.)
The organization is NGt & privats foundation becsuse it is (plesss check only ONE appificable box):
5 [0 A church, convention of churches, or sssociation of churchies. Saction 170K INAYD-
s O A school. Saction 1700KINANR. (A0 complete ParV, page 3)

7 Oa ital Of & COOP pital service organi s TOBNARAND.

8 [ AFedem!, mtmwiwdgmnmuwmmﬂunlt.sm1m(h)(1m

o [0 Amedical h orgar | op junction with a hospital. Section 170} 1}A}H). Enter the hospitsl's name, city,
B N S

w O mmmwmmmaawa ity owned or op d by & govemnmental unit. Section 170N 1HAXN).
MMWWWW.}

11e E] An organization that Iy b { part of its support from a governmental unit or from the general public.

Section 1THLNHANV]. (mommmsmmmm)

11h [J A community trust. Section 170{K1A}vi). [Alsc complete tha Support Schedule below.)

12 ] An organization that nomally receives: (s} no more than 33%% of its support from gross investment Income and unrelated
business taxable income (less section 511 tex) from businesses acquired by the organization after June 30, 1975, and () more
than 33%% of ity support from contributions, membership fess, and gross recsipts from activities reflated to its chariiable, ste.,
functions—subject to certain axceptions. See section 509(a)t2). (Also complete the Support Schedule below.)

13 [0 An organization that is not contralied by any disquaiifisd persors (other than foundation managers} and supparts organizations
described in: (1) ines 5 through 12 above; or () saction 501(o)d), (51 or {8}, ff they meet the test of section 509(a}2). (See
section 509(a)(3).}

Provide the following information about the Supported organizmtions. (See 1 ns for Pant IV, fing 13)

3 (b} Line number

{a) Nemeis) of supported crganization(s) fromi atove

14 IMMMﬂMWMthMﬂWEﬁﬂm'*" _a._L_
Support Schedule {Complete only if you checked a box on line 10, 11, or 12 above.) Use cash method of accounting.

Naota: You may use the workshest in the instructions for from the accrual to the cash method of accoun)

s oes o B yose e B b | W BOSE | GAADY | - (33608 P o
15 Gifts, grants, and contributions recesved. (Do

nat include unusual grants. See line 28.), . $742,300 | §696,800 | $640,600 | $594,300 | $3,674,000
18 Membarship fees ved . . . . e 3,100 1,500 1,500 1,400 3,500

fumishing of faciities in any activity that is
not & business unralated to the organization’s

chanitable, ete.. purpese . . 31,200 26,400 30,600 24,900 113,100

18 m-mmmmm

from payments on securities loans
cucuon S12(a)5).  rents, rwwu. and
buginess taxabie

unrelated (less
section 511 taxes) from bumumqsnd by
tha organization after June 30, 1975, . . . 25,000 27,700 22,100 20,400 96,3200

1@ Net income from unwelsted business
activities not Included in line 18, .

2 Cther income. Attach a scheduie, Do not
include gain or {loss} from sale of capiial assets
_2_! Totdoflhaﬁhg_ﬂh&. T $800, 600 $752,400 $694,800 $641,000 | §2, 888,800
24 LUne2dminmiired?. . . . . . . . $769,400 £726,000 $664,200
25 Emertwofine2d . . . $ 8,006 $ 7,524 $ 6,948
2 &mmmaﬂumwn
a Enter 2% of smount in column (e}, fIng 24 | =
B ?nachﬂ:mhmmlomﬂcuwmm.mdm mgm 993
[other & governmental unit or publicly supported ization) whose 1 wagh'r
excesdsd the amount shown in line 264, Enter the sum of 3l these axcess amounts haere =0-

mewmmaj
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CHAPTER 5
FORECASTING: REVENUES, COSTS, AND CASH FLOWS

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

Give examples of and explain forecasting methodology.

Understand the common features and assumptions mlerferecasting.
List the steps in the forecasting process.

Differentiate between moving averages and smoothirigade

List and give examples of the various models used foessgm analysis.
Prepare a check list and evaluation for forecasts.

Define the terms associated with: MAD, MSE, RMStf] MAPE.

Nog,rwbdE

Management in both private and public organizations @jlgicoperate under conditions of
uncertainty or risk. Probably the most important fumctad a nonprofit entity is forecasting. A
forecast is a starting point for planning. The objectif/éorecasting is to reduce risk in decision-
making.

Forecasts are needed for many planning activities suclurahaging, manpower, and
financial planning. Forecasting personnel and operatipgreses is also vital for effective planning
and control. Further, top management needs forecasfdaioning and implementing long-term
strategic objectives and planning for capital expenditures.

Managers of nonprofit institutions must make forexdsr revenues and expenditures..
Hospital administrators face the problem of forecastweghiealth care needs of the community. In
order to do this efficiently, a projection has to balenaf:

.The growth in absolute size of population.
.The changes in the number of people in various anemgys.
.The varying medical needs these different age gnilpfave.

Forecasting costs in hospitals is also important focffe planning and control. Forecasts are used
to determine such basic things as workload and to dey#oyrs for meal production. Other
applications include using forecasts as a device for &agrahalysis, improving fund raising, cost
control, marketing, streamlining, ordering, improviogerational efficiency, and planning capital
expenditures.

Universities need to forecast student enrolimentslitfarequirements (classrooms, staff,

rental space availability, etc.), cost of operatioms| @ many cases, what level of funds will be
provided by tuition and by government appropriations.
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In the context of cash management and future vialifithe agency, the ultimate test for a
forecast is to guide proper and timely managerial a¢ctiovard improved control of cash flow. A
sound forecast for cash inflows and outlays would elimitregeneed (or to minimize the cost) of
short-term borrowing and extra fund-raising effortswill also help determine the amount of
money for investment. More specifically, cash flow fasttg can serve a number of goals,
including:

1. Avoidance of financial distress or bankruptcy.

2. Escape from costly mistakes such as ill-conceiestLives.

3. Aid in cash managerial and control.

4. Increased confidence in the agency on the pareditors and donors.
5. Improved use of capital such as investment ofssifphds.

FORECASTING METHODOLOGY
There is a wide range of forecasting techniques, whiemémprofit manager may choose from.
There are basically two approaches to forecasting: quaditand quantitative. They are as follows:

1. Qualitative approach - forecasts based on judgamel opinion.
.Executive opinions
.Delphi technique
2. Quantitative approach
a) Forecasts based on historical data
.Naive methods
.Moving averages
.Exponential smoothing
.Trend analysis
.Classical decomposition
.Life Cycle Analysis
.Box-Jenkins
b) Associative (Causal) forecasts
.Simple regression
.Multiple regression

Note: Discussions on techniques such as classical decomppdile cycle analysis, and Box-
Jenkins are reserved for advanced forecasting litecatur

What technique or techniques to select depends on tbeifadi criteria:

1. What is the cost associated with developing the dsteg model compared with
potential gains resulting from its use? The choice ésadtbenefit-cost trade-off.

2. How complicated are the relationships that areglieirecasted?

3. Is it for short-run or long-run purposes?

4. How much accuracy is desired?

5. Is there a minimum tolerance level of errors?

6. How much data are available? Techniques vary iarttmnt of data they require.
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THE QUALITATIVE APPROACH
The qualitative (or judgmental) approach can be usefarmulating short-term forecasts and also
can supplement the projections based on the use obfating qualitative methods. Two of the
better-known qualitative forecasting methods are Exez@pminions and the Delphi Method.

EXECUTIVE OPINIONS
The subjective views of executives or experts fronouarfunctional areas are averaged to generate
a forecast about future revenues. Usually this methadad in conjunction with some quantitative
method such as trend extrapolation. The managementriealifies the resulting forecast based on
their expectations.

The advantage of this approach is that the foregaiidone quickly and easily, without
need of elaborate statistics. Also, the jury of etteewpinions may be the only feasible means of
forecasting in the absence of adequate data. The digade of this method is that it leads to
"group think." This is a set of problems inherenthtose who meet as a group. Foremost among
these problems are high cohesiveness, strong leadeaskipnsulation of the group. With high
cohesiveness, the group becomes increasingly confpthmough group pressure which helps stifle
dissension and critical thought. Strong leadership ogmoup pressure for unanimous opinion.
Insulation of the group tends to separate the group dutside opinions, if given.

THE DELPHI METHOD

It is a group technique in which a panel of experts iadévidually questioned about their
perceptions of future events. The experts do not a®et group in order to reduce the possibility
that consensus is reached because of dominant pérsdaators. Instead, the forecasts and
accompanying arguments are summarized by an outsideaparteturned to the experts along with
further questions. This continues until a consensusaishied by the group, especially after only a
few rounds. This type of method is useful and quite e¥fedor long-range forecasting. The
technique is done by "questionnaire” format and thusrireates the disadvantages of group think.
There is no committee or debate. The experts arénfioenced by peer pressure to forecast a
certain way, as the answer is not intended to béeelaloy consensus or unanimity. Low reliability
is cited as the main disadvantage of the Delphi Methedyeldl as lack of consensus from the
returns.
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TABLE 5.1
An Example of the Use of the Delphi Method

1 2 3 4 5
Probability Weighted
Population Number of Distribution Average
(in millions) Midpoint Panelists of Panelists (2x4)
30 and above e 0 0.00 0
20-30 25 1 0.05 1.25
15-19 17 2 0.10 1.70
10-14 12 2 0.10 1.20
5-9 7 7 0.35 2.45
24 3 8 0.40 1.20
Less than 2 1 0 0.00 _0
Total 20 1.00 7.80

Case example: “In 1982, a panel of 20 representatives, with college educations, from different parts of the U.S.A., were
asked to estimate the population of Bombay, India. None of the panelists had been to India since World War I.
“The population was estimated to be 7.8 million, which is very close to the actual population.”

Source: Singhvi, Surendra. “Financial Forecast: Why and How?” Managerial Planning. March—April 1984.

Note A forecaster must use both qualitative and quantiakchniques to create a reasonable
forecast.

COMMON FEATURES AND ASSUMPTIONS INHERENT IN FORECAS TING
As pointed out, forecasting techniques are quite diifefi®m each other. But there are certain
features and assumptions that underlie the businésoésting. They are:

1. Forecasting technigues generally assume that the wadeelying causal relationship that
existed in the past will continue to prevail in theufet In other words, most of our techniques are
based on historical data.

2. Forecasts are very rarely perfect. Thereforegpléoring purposes, allowances should be made
for inaccuracies. For example, the nonprofit manatpeuld always maintain a cash cushion in
anticipation of unexpected cash outlays.

3. Forecast accuracy decreases as the time perieceddwy the forecast (that is, the time horizon)
increases. Generally speaking, a long-term fordeasls to be more inaccurate than a short-term
forecast because of the greater uncertainty.

4. Forecasts for groups of items tend to be more dedinan forecasts for individual tems, since
forecasting errors among items in a group tend to taamd other out. For example, industry
forecasting is more accurate than an individual nongnfity’s forecasting.

STEPS IN THE FORECASTING PROCESS
There are five basic steps in the forecasting protésy. are:

1. Determine the “what” and “why” of the forecastiavhat will be needed. This will indicate the
level of detail required in the forecast (for examfulegcast by region, forecast by service, etc.), the
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amount of resources (for example, computer hardware cltwlage, manpower, etc.) that can be
justified, and the level of accuracy desired.

2. Establish a time horizon, short-term or long-tévlare specifically, project for the next year or
next 5 years, etc.

3. Select a forecasting technique. Refer to therexitliscussed before.

4. Gather the data and develop a forecast.

5. Identify any assumptions that had to be madeeipgping the forecast and using it.

6. Monitor the forecast to see if it is performingimanner desired. Develop an evaluation system
for this purpose. If not, go to step 1.

FIGURE 5.1

The Forecasting Process

[ The need for forecast J

!

Determine the
objective—what
is the dependent
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explanatory
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Develop a model
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:

] Test the model I

I
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MOVING AVERAGES AND SMOOTHING METHODS
Several forecasting methods fall in the quantitativpr@gch category such as naive models,
moving averages, and exponential smoothing.

NAIVE MODELS
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Naive forecasting models are based exclusively on taatoabservation of revenue or other
variables such as costs and cash flows. They do nohptte® explain the underlying causal
relationships, which produce the variable being forecast.

Naive models may be classified into two groups. Onepgoaunsists of simple projection
models. These models require inputs of data from rexdesarvations, but no statistical analysis is
performed. The second group is made up of models, yicite naive, are complex enough to
require a computer. Traditional methods such as cisdecomposition, moving average, and
exponential smoothing models are some examples.

Advantages It is inexpensive to develop, store data, and tpera
Disadvantagedt does not consider any possible causal relationshapsitiderlie the
forecasted variable.

1. A simplest example of a naive model type wouddtd use the actual revenue of the
current period as the forecast for the next periotlutaise the symbol ' as the forecast value
and the symbol ¥ as the actual value. Then.Y'=Y;

2. If you consider trends, then.Y'= Y; + (Yt - Yt1)

This model adds the latest observed absolute perioditmpearange to the most recent

observed level of the variable.

3. If you want to incorporate the rate of change ratien the absolute amount, then:

Yi
Ywi=Yy OO
Y1
EXAMPLE 5.1
Consider the following data for monthly program feesterCenter for Global Peace:

20X1
Month Monthly Program Fees
$3,050
2,980
3,670
2,910
3,340
4,060
4,750
5,510
5,280
5,504
5,810
6,100

PR
REBowo~v~oubrwnek
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We will develop forecasts for January 20X2 based onftneraentioned three models:

1. Yia =Y:=$6,100
2. Yu1=Yi+ (Yi- Yia) = $6,100 + ($5,810 - $5,504) = $6,100 + $306 = $6,406

3, Y,
Y% = Yq ][
Yia
$6,100
=$6100 x QOO0 =$6,100(1.05)
$5,810
= $6,405
$6,100
= $6,100 xO00O0 = $6,100 (1.05)
$5,810
= $6,405

The naive models can be applied, with very little nefed computer, to develop forecasts
for revenue, costs, and cash flows. They must be compattednore sophisticated models such as
the regression for forecasting efficiency.

SMOOTHING TECHNIQUES
Smoothing techniques are a higher form of naive modelgeTdre two typical forms: moving
average and exponential smoothing. Moving averagebesgmpler of the two.

MOVING AVERAGES
Moving averages are averages that are updated asfeewation is received. With the moving
average, a manager simply employs the most recentvabisas to calculate an average, which is
used as the forecast for the next period.

EXAMPLE 5.2
Assume that the nonprofit manager has the followingmee data.

Actual RevenueYf)
Date (000)
Jan. 1 46
54
53
46
58
49

OO WN
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7 o4

In order to predict the revenue for the seventh agittleidays of January, the manager has
to pick the number of observations for averaging purpolsesus consider two cases: one is a Six-
day moving average and the other is a three-daygaiera
Case 1

46 +54 + 53 + 46 + 58 + 49

Y'; = 6 =51
54 +53+46 +58 +49 + 54
Y's= 6 = 52.3
where Y' = predicted
Case 2
46 + 58 + 49
Y'; = 3 =51
58 +49 + 54
Y's= 3 =53.6

Moving Average Calculations

Predicted Revenue(Y"

Date Actual Revenue Case 1 Case 2
Jan. 1 4;3. ‘
2 54
3 53§ T ‘
4 46
5 58 E 51
v
6 49 53.6
7 54 _ 51
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8 52.3

In terms of weights given to observations, in caghelpld data received a weight of 5/6,
and the current observation got a weight of 1/6. &e @ the old data received a weight of only 2/3
while the current observation received a weight/8f 1

Thus, the manager's choice of the number of periodss¢ in a moving average is a
measure of the relative importance attached to okligerurrent data.

ADVANTAGES AND DISADVANTAGES
The moving average is simple to use and easy to undergtancever, there are two shortcomings.

-It requires you to retain a great deal of data@ardy it along with you from forecast period to
forecast period.
-All data in the sample are weighted equally. direnrecent data are more valid than older data,
why not give it greater weight?
The forecasting method known as exponential smoothilsgagetind these disadvantages.

EXPONENTIAL SMOOTHING

Exponential smoothing is a popular technique for short-ruecésting by managers. It uses a
weighted average of past data as the basis for aakirethe procedure gives heaviest weight to
more recent information and smaller weights to obsenaiimthe more distant past. The reason for
this is that the future is more dependent upon the reeshthan on the distant past. The method is
known to be effective when there is randomness anceasoral fluctuations in the data. One

disadvantage of the method, however, is that it doemciode economic or industry factors such

as market conditions, prices, unemployment levels,eoeffiects of competitors' actions.

THE MODEL
The formula for exponential smoothing is:

Y's1 = aYy + ( 1-a ) Y

or in words,
Y'hew = QY og+ (1-0) Yo
where Y',, = Exponentially smoothed average to be used as the farecast
Yoq = Mostrecent actual data.
Y'oqg = Most recent smoothed forecast.
o = Smoothing constant.
EXAMPLE 5.3

The following data on donations for a public broadcgsttation are given below.

Time period (1) Donations (000)Y'+)
1 $60.0
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2 64.0
3 58.0
4 66.0
5 70.0
6 60.0
7 70.0
8 74.0
9 62.0
10 74.0
11 68.0
12 66.0
13 60.0
14 66.0
15 62.0

To inttialize the exponential smoothing process, we nmaste the initial forecast. The first
smoothed forecast to be used can be:

1. First actual observations.
2. An average of the actual data for a few periods.

For illustrative purposes, let us use a six-period geeas the initial forecast Mvith a smoothing
constant ofa = 0.40.

ThenY'7 = (Yl + Y2 + Y3+ Y4 + Y5 + Y6)/6
(60 + 64 + 58 + 66 + 70 + 60)/6 = 63

Note that ¥ = 70. Then ¥§'is computed as follows:

Y's = aY;+(1-a) Yy
=  (0.40)(70) + (0.60)(63)
= 28.0+37.80=65.80
Similarly,
Y'y = aYg+(1-a)Y'g
=  (0.40)(74) + (0.60)(65.80)
= 29.60 + 39.48 = 69.08
and
Y'10 = aYg+ (1 -G)Ylg

(0.40)(62) + (0.60)(69.08)
24.80 + 41.45 = 66.25

101



By using the same procedure, the values gf Y'12, Y13, Y'4, and Yis can be calculated.
The following table shows a comparison between theahdonations and predicted donations by
the exponential smoothing method.

Due to the negative and positive differences betwasnal donations and predicted
donations, the forecaster can use a higher or lower smgatbnstan{a), in order to adjust his/her
prediction as quickly as possible to large fluctuatiorthéndata series. For example, if the forecast
Is slow in reacting to increased donations, (th&t say, if the difference is negative), he/she might
want to try a higher value. For practical purposes, thienap a may be picked by minimizing
what is known as th@ean squared errdiMSE).

MSE = (Y;- Y')% (n - i)
where | = the number of observations used to deterthemitial forecast (in our example, i=6).
TABLE 5.2

COMPARISON OF ACTUAL DONATIONS AND PREDICTED DONATI ONS
(In Thousands of Dollars)

Actual Predicted Difference Difference2
Time period () donationsY;  donations Y'}) M- YD QLYI)_Z
1 $60.0
2 64.0
3 58.0
4 66.0
5 70.0
6 60.0
7 70.0 63.00 7.00 49.00
8 74.0 65.80 8.20 67.24
9 62.0 69.08 -7.08 50.13
10 74.0 66.25 7.75 60.06
11 68.0 69.35 -1.35 1.82
12 66.0 68.81 -2.81 7.90
13 60.0 67.69 -7.69 59.14
14 66.0 64.61 1.39 1.93
15 62.0 65.17 -3.17 10.05
307.27

In our example,

MSE = 307.27 / (15 - 6) = 307.27 /9 = 34.14

The idea is to select tlethat minimizes MSE, which is the average sum of tr@&tions
between the historical donations data and the foreaasts for the corresponding periods.

THE COMPUTER AND SMOOTHING TECHNIQUES
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As a manager, you will be confronted with complex feots requiring large sample data. You will
also need to try different values of for exponential smoothing. Virtually all forecastirgfteare
has an exponential smoothing routine. Besides, spreadsiogeams such asxcel have add-in
commands for moving average and exponential smoothirigséna

REGRESSION ANALYSIS
Regression analysis is a statistical procedurestomating mathematically the average relationship
between the dependent variable and the independeableés). Simple regressiommvolves one
independent variable (for example, total employment costsspitals as a function of patient days)
whereasmultiple regressiorninvolves two or more variables (for example, patient dayd time
together). In this section, we will discusisnple (linear) regressioto illustrate thdeast-squares
method which means that we will assume the Y = a + baAtieahship.

THE LEAST-SQUARES METHOD
The least-squares method is widely used in regressaiysenfor estimating the parameter values
in a regression equation. The regression method meslalithe observed data and attempts to find a
line of best fit. To find this line, a technique caltbd least-squares method is used.

To explain the least-squares method, we define the asrdhe difference between the
observed value and the estimated one and denote witBymbolically,

u=Y-Y

where Y = observed value of the dependent variable
Y' = estimated value based on Y' = a + bX

The least-squares criterion requires that the linbest fit be such that the sum of the
squares of the errors (or the vertical distance in Figixérom the observed data points to the line)
IS a minimum, i.e.,

Minimum: Zu? = 5(Y-a-bX)?
Using differential calculus we obtain the following atjons, called normal equations:

2Y = na + XX
SXY = azX + bzx?

Solving the equations for b and a yields:

L XY -EXEY)
N> X> - (3 X)?
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FIGURE 52
Yand Y'

EXAMPLE 5.4
To illustrate the computations of b and a, we waler to the data in Table 5.3. All the sums
required are computed and shown in the same table.

TABLE 5.3
COMPUTED SUMS
Advertising Revenue
X(000) Y(000) XY NG Y2
$9 $15 135 81 225
19 20 380 361 400
11 14 154 121 196
14 16 224 196 256
23 25 575 529 625
12 20 240 144 400
12 20 240 144 400
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22 23 506 484 529

7 14 98 49 196

13 22 286 169 484
15 18 270 225 324
17 18 306 289 324
$174 $225 3414 2,792 4,359

From the table above:

22X =174; 2Y = 225; 2XY = 3,414, X% =2,792.
X =3XIn=174/12=14.5; Y =%YIn=225/12 =18.75.

Substituting these values into the formula forr&tfi

o XY -(EX)(XY) | (2)(3414)-(174)(225) _ 1818

NS X2 (3 X)? (12)2.792-(174F 3208 0203

a=Y -bX = 18.75-(0.5632)(14.5) = 18.75 - 8.166416:5836
Thus, Y'=10.5836 + 0.5632 X

EXAMPLE 5.5
Assume that the advertising of $10 is to be experidenext year; the projected revenue for the
next year would be computed as follows:

Y'=10.5836 + 0.5632 X
=10.5836 + 0.5632 (10)
= $16.2156

Note thatzY? is not used here but rather is computed for rsqLiEg).

USE OF LOTUS 1-2-3 FOR REGRESSION
Spreadsheet programs, such as Lotus 1-2-3 and Exeela regression routine, which you can use
without any difficulty. As a matter of fact, in lég, you do not compute the parameter values b and
a manually. Figure 5.3 shows the Lotus regressitpub. Note: the Quattro Pro regression output is
very similar.

At this juncture of our discussion, we note frdra butput:
a=10.58364
b= 0.563197
That is, Y' = 10.58364 + 0.563197 X

Other statistics shown on the printout are disdister in the chapter.
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FIGURE 5.3
LOTUS 1-2-3 REGRESSION OUTPUT

Constant 10.58364(a=10.58364)
Std Err of Y Est. 2.343622
R Squared 0.608373
No. of Observations 12
Degrees of Freedom 10
X Coefficient(s) 0.563197 (b=0.563197)
Std Err of Coef. 0.142893

The Result shows:
Y'=10.58364 + 0.563197

USING REGRESSION ON EXCEL
To utilize Excel for regression analysis, the fallog procedure needs to be followed:

1. Click the Tools menu.

2. Click Add-Ins.

3. Click Analysis ToolPak. (If Analysis ToolPak mot listed among your available add-
ins, exitExce| double-click the MS Excel Setup icon, click AddfRove, double-click Add-Ins,
and select Analysis ToolPak. Then restart Excelrapeat the above instructions.)

After ensuring that the Analysis ToolPak is avd#alyou can access the regression tool
by completing the following steps:

1. Click the Tools menu.
2. Click Data Analysis.
3. Click Regression

Note: To obtain a scattergraph, use Excel's Chart Wizard

A WORD OF CAUTION
Before attempting a least-squares regression agpridas extremely important to plot the observed
data on a diagram, called the scattergraph (Seee~tg4). The reason is that you might want to
make sure that a linear (straight-line) relatiopghisted between Y and X in the past sample.
If for any reason there was a nonlinear relatignsietected in the sample, the linear
relationship we assumed -- Y = a + bX -- would giwe us a good fit.

In order to obtain a good fit and achieve a higbrde of accuracy, you should be familiar
with statistics relating to regression such asuased (R) and t-value, which are discussed later.
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FIGURE 5§54
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REGRESSION STATISTICS
Regression analysis is a statistical method. Hehaeses a variety of statistics to tell about the
accuracy and reliability of the regression resultsey include:

1. Correlation coefficient (R) and coefficientdftermination (B
2. Standard error of the estimate) @hd prediction confidence interval
3. Standard error of the regression coefficiepjt §8d t-statistic

Each of these statistics is explained below.

1. Correlation coefficient (R) and coefficient of detieation (F)

The correlation coefficient R measures the degfe®mwelation between Y and X. The range of
values it takes on is between -1 and +1. More lwidsed, however, is the coefficient of
determination, designated Read as r-squared). Simply put, tRlls us how good the estimated
regression equation is. In other words, it is asuee of "goodness of fit" in the regression.
Therefore, the higher thé Rhe more confidence we have in our estimatedtiegua

More specifically, the coefficient of determinatioepresents the proportion of the total
variation in Y that is explained by the regres®guation. It has the range of values between 0 and
1.

EXAMPLE 5.6
The statement "Revenue is a function of advertisikgenditure with R= 70 percent,” can be
interpreted as "70 percent of the total variatibrewenue is explained by the regression equation o
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the change in advertising and the remaining 30gméns accounted for by something other than
advertising, such as price and income."

The coefficient of determination is computed as:

rR=1.20Y)
S(Y-Y)*

In a simple regression situation, however, theeeskort-cut method available:
e XY -
N> X2 - X)°IIn> Y- Y)°]

Comparing this formula with the one for b, we des the only additional information we need to
compute RisZY?

EXAMPLE 5.7
To illustrate the computations of various regrassiatistics, we will refer to the data in Table 2.
Using the shortcut method fof,R

_ (1818° _ 3305124 _ 3305124
[3228[(12)(4,359)- (225f]  [3228[52308-50,625] (3228)(1683

3305124

=———— =0.6084 = 60.84%
5432724
This means that about 60.84 percent of the tadahton in revenue is explained by
advertising and the remaining 39.16 percent isistgxplained. A relatively low Rindicates that
there is a lot of room for improvement in our estied forecasting formula (Y' = $10.5836 +
$0.5632X). Price or a combination of advertising arice might improve R

2. Standard Error of the Estimate;f&nd Prediction Confidence Interval
The standard error of the estimate, designatedisSeefined as the standard deviation of the
regression. It is computed as:

Sez\/Z(Y-Y')2 :\/ZYZ &> Y b3 XY

n-2 n-2
This statistic can be used to gain some ideaeo@ticuracy of our predictions.
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EXAMPLE 5.8
Going back to our example data,iScalculated as:

. = \/ZYZ 2> Y-b> XY \/4,359-(10.5836)225)-(0.5632)(3414)_ \/54.9252_
- n-2 - 12-2 YV 10

= 2.3436

Suppose you wish to make a prediction regardingindividual Y value--such as a
prediction about the revenue when an advertisimgerese = $10. Usually, we would like to have
some objective measure of the confidence we cae leour prediction, and one such measure is a
confidence (or prediction) intervabnstructed for Y.

A confidence interval for a predicted Wiven a value forX, can be constructed in the
following manner.

_ 2
Y'+tS 1+1+ (Xp X)

n , O.X)?
Zx _Z:n

where Y' = the predicted value of Y given a vdtueX; X, = the value of the independent variable
used as the basis for prediction.

Note t is the critical value for the level of signéince employed. For example, for a significant
level of 0.025 (which is equivalent to a 95% coefide level in a two-tailed test), the critical valu

of t for 10 degrees of freedom is 2.228 (See Talde the end of the chapter). As can be seen, the
confidence interval is the linear distance bourgletimits on either side of the prediction.

EXAMPLE 5.9

If you want to have a 95 percent confidence intevf/gour prediction, the range for the prediction,
given an advertising expense of $10 would be betvd®,595.10 and $21,836.10, as determined
as follows: Note that from Example 5, Y' = $16.815

The confidence interval is therefore establishefd lmvs:

$16.2156 + (2.228)(2.3436) 1+ L 4 (10-14.57 :
2792- 179
12

= $16.2156 + (2.228)(2.3436) (1.0764)
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= $16.2156 + 5.6205

which means the range for the prediction, giveradwertising expense of $10 would be between
$10.5951 and $21.8361. Note that $10.5951 = $16.215.6205 and $21.8361 =$16.2156 +
5.6205.

3. Standard Error of the Regression Coefficiegt &8d t-Statistic
The standard error of the regression coefficiegsjghated § and the t-statistic are closely related.
S is calculated as:

or in short-cut form:

S =

JX2-X3X)

$ gives an estimate of the range where the trudicieet will "actually” fall.

t-statistics (or t-value) is a measure of theigtteal significance of an independent variable
X in explaining the dependent variable Y. It igedlmined by dividing the estimated regression
coefficient b by its standard errog. & is then compared with the table t-value (Sabld@ 3 in the
Appendix). Thus, the t-statistic measures how netagdard errors the coefficient is away from
zero.

Rule of thumbAny t-value greater than +2 or less than -2 septable. The higher the
t-value, the greater the confidence we have incthefficient as a predictor. Low t-values are
indications of low reliability of the predictive p@r of that coefficient.

EXAMPLE 5.10
The S for our example is:

s = s_ _ 2.3436 _ 23436 _ ..o
\/XZ-XZX) J2792- 145174  |/2,792-2,523

b _ 05632
S, 0.14z

Thus, t-statistic =3.94

Since, t = 3.94 > 2, we conclude that the b caefiicis statistically significant. As was indicated
previously, the table's critical value (cut-off wa) for 10 degrees of freedom is 2.228 (from Table
1).
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Note: (1) t-statistic is more relevant to multiple reggions, which have more than one b's.
(2) R tells you how good the forest (overalll fit) is Veti-statistic tells you how good an
individual tree (an independent variable) is

Note: In summary, the table t-value, based on a dedgréeedom and a level of significance, is
used:

(1) To set the prediction range -- upper and lohmeits -- for the predicted value of the dependent
variable.

(2) To set the confidence range for regressionficaeits.

(3) As a cutoff value for the t-test.

LOTUS AND EXCEL REGRESSION OUTPUT
Figure 5.5 shows a Lotus 1-2-3 output that contiesstatistics we have discussed so far.

FIGURE 5.5

LOTUS 1-2-3 REGRESSION RESULT

Constant 10.58364

Std Err of Y Est. 2.343622 &)

R Squared 0.608373 (I?{)

No. of Observations 12

Degree of Freedom 10

X Coefficient(s) 0.563197

Std Err of Coef. 0.142893 )

t-value 0.394138 (Calculated Independently)

The result shows:
Y'=10.58364 + 0.563197 X
with:
(1) R-squared (R=.608373 = 60.84%)
(2) Standard Error of the Estimate £2.343622)
(3) Standard Error of the Coefficient,(50.142893)
(4) t-value =3.94

All of the above are the same as the ones manfatiyned.

Figure 5.6 presents Excel's regression output, lwisienore informative than Lotus or Quattro Pro.
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FIGURE 5.6

EXCEL REGRESSION RESULT

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.7800
R Square 0.6084
Adjusted F0.5692

Square
Standard 2.3436
Error
Observationsl 2
ANOVA

df SS MS F Significance

F

Regression 1 85.3243 85.3243 15.5345 0.0028
Residual 10 54.9257 5.4926
Total 11 140.25

CoefficientsStandard  t Stat P-value Lower 95%Jpper 95%

Error

Intercept 10.583643 2.1796 4.8558 0.0007 5.7272 4414
X Variable 10.563197 0.1429 3.9414 0.0028 0.2448 0.8816
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TABLE 1

Ciritical Values for the # Statistic

Values of t

d.f. to.100 to.050 to.025 to.010 to.005 df.
1 3.078 6.314 12.706 31.821 63.657 1
2 1.886 2.920 4.303 6.965 9.925 2
3 1.638 2.353 3.182 4.541 5.841 3
4 1.533 2.132 2.776 3.747 4.604 4
5 1.476 2.015 2.571 3.365 4.032 5
6 1.440 1.943 2.447 3.143 3.707 6
7 1.415 1.895 2.365 2.998 3.499 7
8 1.397 1.860 2.306 2.896 3.355 8
9 1.383 1.833 2.262 2.821 3.250 9
10 1.372 1.812 2.228 2.764 3.169 10
11 1.363 1.796 2.201 2.718 3.106 1
12 1.356 1.782 2.179 2.681 3.055 12
13 1.350 1.771 2.160 2.650 3.012 13
14 1.345 1.761 2.145 2.624 2977 14
15 1.341 1.753 2.131 2.602 2.947 15
16 1.337 1.746 2.120 2.583 2.921 16
17 1.333 1.740 2.110 2.567 2.898 17
18 1.330 1.734 2.101 2.552 2.878 18
19 1.328 1.729 2.093 2.539 2.861 19
20 1.325 1.725 2.086 2.528 2.845 20
21 1.323 1.721 2.080 2.518 2.831 21
22 1.321 1.717 2.074 2.508 2.819 22
23 1.319 1.714 2.069 2.500 2.807 23
24 1.318 1.711 2.064 2.492 2.797 24
25 1.316 1.708 2.060 2.485 2.787 25
26 1.315 1.706 2.056 2.479 2.779 26
27 1.314 1.703 2.052 2.473 2.771 27
28 1.313 1.701 2.048 2.467 2.763 28
29 1.311 1.699 2.045 2.462 2.756 29
Inf. 1.282 1.645 1.960 2.326 2.576 Inf.

Note:The tvalue describes the sampling distribution of a deviation from a population value
divided by the standard error.

Degrees of freedom (d.f) are in the first column. The probabilities indicated as subvalues of
tin the heading refer to the sum of a one-tailed area under the curve that lies outside
the point t. For example, in the distribution of the means of samples of size n= 10,
d.f.=n-2 = 8; then 0.0025 of the area under the curve falls in one tail outside the interval
t+2.306.
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TREND ANALYSIS
Trends are the general upward or downward movemehtthe average over time. These
movements may require many years of data to deterom describe them. They can be described
by a straight line or a curve. The basic forceseuguhg the trend include technological advances,
productivity changes, inflation, and population rogpa

Trend analysis is a special type of simple regpasshis method involves a regression
whereby a trend line is fitted to a time seriedath.

Thelinear trend line equation can be shown as:

Y=a+bt
where t = time.

The formula for the coefficients a and b are dsnthe same as the cases for simple
regression, except X is now t. However, for regogspurposes, a time period can be given a
number, so thaft = 0. When there is an odd number of periodspén®d in the middle is assigned
a zero value. If there is an even number, themell &1 are assigned the two periods in the middle,
so that agailxt = 0.

With 2t = 0, the formula for b and a reduces to the Valhgy:

b= nZtY
- nZt2

Y
a= 2Y
n

EXAMPLE 5.11
Case 1 (odd number)

20X1 20X2 20X3 20X4 20X5
t= -2 -1 0 +1 +2
Case 2 (even number)
20X1 20X2 20X3 20X4 20X5 20X6
t= -3 -2 -1 +1 +2 +3

In each cas&t = 0.

EXAMPLE 5.12
Consider ABC college, whose historical revenuesdgstt tuition and fees, state appropriation,
contract and grants, gifts, investment income) &tiow.
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Year Revenues (in millions)

20X1 $10
20X2 12
20X3 13
20X4 16
20X5 17

Since the college has five years' data, whicmi®dd number, the year in the middle is
assigned a zero value.

Year t Revenues(Y) TY £ Y
20X1 -2 $10 -20 4 100
20X2 -1 12 -12 1 144
20X3 0 13 0 0 169
20X4 +1 16 16 1 256
20X5 +2 17 34 4 289

0 68 18 10 958
b= ©u8 _ 90/50 =1.8
510)
- 68 _ 13.6
5

Therefore, the estimated trend equation is:
Y'=$13.6 +$1.8t
To project 20X6 revenues, we assign +3 to theue/dr the year 20X6.

Y'=$13.6 + $1.8 (3)
= $19

THE COMPUTER AND TREND ANALYSIS
Again, virtually, all forecasting software has axtemsive trend analysis routine. Furthermore,
spreadsheet programs sucttEaseloffer many ways of analyzing trends in the timgesedata. It
includes: (1) the Insert Trendline command that igtu select from among six trend/regression
types (linear, logarithmic, polynomial, power, erpatial, and moving average) along with its
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forecast option, (2) Regression Analysis Toolpamkimand, and (3) many useful built-in functions
such as GROWTH, LINEST and TREND.

MULTIPLE REGRESSION
Multiple regression analysis is a powerful statatiechnique that is perhaps the most widely used
one by forecasters. Multiple regression attemptestimate statistically the average relationship
between the dependent variable and two or morgertkent variables (or explanatory factors).

Examples are numerous, including:

1. Student enrollments (full-time equivalents) nieydetermined by a host of factors such
as demographic changes, military draft, educatif@®lincreases, unemployment levels, inflation,
and recession.

2. Hospital labor costs may be explained by saciofs as patient days, time, supply of
healthcare professionals, and seasonal dummies.

3. Donations and contributions may be a functibrsuch variables as local economy,
interest rates, competition, community support, rmnaiber of volunteers.

4. Program fees and membership dues may be degstry prices or rates, promotion and
advertising, membership drive, and foundation grant

In reality, forecasters will face more multiplgression situations than simple regression. In
order to obtain a good fit and achieve a high degkeaccuracy, they should be familiar with
statistics relating to regression such as R-squ#gdind t-valueNote Look beyond the statistics
we discussed here. Furthermore, forecasters it o perform additional tests unique to multiple
regression.

THE MODEL
It takes the following form:

Y=hh+hXi+bXo.. + R Xc+uUu

where Y= dependent variable, X's = independent |degpory) variables, b's = regression
coefficients, u = error term.

Two examples are in order. A Lotus 1-2-3 regrespiantout will be shown in Figure 5.8.

EXAMPLE 5.13

When a simple regression is not good enough tageay satisfactory fit (as indicated typically by
a low R-squared), the manager should use multggesssion. Presented below is an example of
both simple and multiple regressions and their Egpeeadsheet printout. The Vice President of
Planning of Pep University is trying to develop adal for forecasting annual enrollments for the
university using advertising budgets for the currggar and for two previous years. Assume the
following data:
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ANNUAL ENROLLMENT DATA FOR PEP UNIVERSITY

TABLE 5.4

WITH CURRENT AND PREVIOUS ADVERTISING BUDGETS

Advertising
Budget(Xt)
Year Enroliments(Yt) (000s in dollars) Xt-1 Xt-2

20x0 11,375 15.000
20x1 12,415 14.000 15.000
20x2 13,300 15.400 14.000, 15.000
20x3 12,600 18.250 15.400, 14.000
20x4 16,200 17.300 18.250,  15.400
20x5 19,163 23.000 17.300, 18.250
20x6 18,900 19.250 23.000 17.300
20x7 21,000 23.056 19.250,  23.000
20x8 22,425 26.000 23.056] 19.250
20x9 24,500 28.000 26.000] 23.056

Figure 5.7 presents two regression results:
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SUMMARY OUTPUT

Regression Statistics

FIGURE 5.7A
SIMPLE REGRESSION

Multiple R 0.946
R Square 0.895
Adjusted R
Square 0.881
Standard Error 1607
Observations 10
ANOVA
df SS MS F Significance F
Regression 1 2E+08 175310664 67.89 4E-05
Residual 8 2E+07 2582336.45
Total 9 2E+08
Standard Upper
Coefficients Error t Stat P-value Lower 95% 95%
Intercept -959 2260.3 -0.424375155 0.682 -6172 4253
X Variable 1 910.7 110.53 8.239441121 4E-05 655.85 1166

The simple regression model shows:

Y,=-959.22 +910.7X;  R®=89.46%

(110.53)*

e Standard error of regression coefficiept S

The multiple regression model with advertising dpetd for two previous years is:

Y=-3,787.57 +

497.0X11+ 693.44X, R?=94.10%
(152.23) (182.19)
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FIGURE 5.7B
MULTIPLE REGRESSION

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.970041118
R Square 0.94097977
Adjusted R
Square 0.917371678
Standard Error 1216.617944
Observations 8
ANOVA
Significanc
df SS MS F eF
Regression 2 117993430 58996714.95 39.858 0.0008463
Residual 5 7400796.1 1480159.221
Total 7 125394226
Standard Upper
Coefficients Error t Stat P-value Lower 95% 95%
Intercept 3787.568115 2544.21818 -1.48869627 0.1967 10327.678 2752.542

X Variable 1 497.0228025 152.233588 3.264869535 0.0223 105.69455 888.3511
X Variable 2 693.4360707 182.193982 3.806031688  0.0126 225.09229 1161.78

This model has two advantages:

1. The explanatory power has increased from 89.#4694.10%
2. From the forecaster's point of view, using datged variables does not require any assumptions
about actual future budgets.

EVALUATION OF FORECASTS

The cost of a prediction error can be substarft@l.example, with improved accuracy, the
California State University System could have sawest $1 million a year. The state legislature
has even formalized the importance through legislathich causes funds to be transferred if the
percentage enrollment forecast error exceeds tveepein either direction. It is important to note
that thirteen out of twenty-two times (the peri@$3-1984) the forecast error exceeded two
percent, the accuracy standard. Perttula showeg ey, that even the use of simple, inexpensive
forecasting methods such as exponential smootimddime series analysis would have saved the
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CSU System $1,197,652 per year due to reducedafsting error (See L. William Perttula,
“Enrollment Forecasts - California State UniverStystem’s Experience, Tl®urnal of
Business Forecastingpring 1987, p. 20).

The forecaster must always find ways to improgeohiher forecasts in an effort to enhance
efficiency and reduce cost. That means that hshermight want to examine some objective
evaluations of alternative forecasting techniquéss section presents the guidelines he or she
needs. Two evaluation techniques are presented Teefirst is in the form of a checklist. A
forecaster could use it to evaluate either a newainoe or she is in the process of developing or an
existing model. The second is a statistical teakenigr evaluating a model.

CHECKLIST
Two main items to be checked are the data and tldelmvith its accompanying assumptions. The
questions to be raised are the following:

1. Is the source reliable and accurate?

2. In the case of use of more than one sourcastineliable and accurate, is the source used
the best?

3. Are the data the most recent available?

4. If the answer to question 3 is yes, are the siabbject to subsequent revision?

5. Is there any known systematic bias in the aett&gch may be dealt with?

The model and its accompanying assumptions shmkimilarly examined. Among other
things, the model has to make sense from a theaketiandpoint. The assumptions should be
clearly stated and tested as well.

MEASURING ACCURACY OF FORECASTS
The performance of a forecast should be checkerhsigts own record or against that of other
forecasts. There are various statistical meastuascan be used to measure performance of the
model. Of course, the performance is measurednmstef forecasting error, where error is defined
as the difference between a predicted value anadiual result.

Error (e) = Actual (A) - Forecast (F)

MAD, MSE, RMSE, and MAPE
The commonly used measures for summarizing hestioerrors include thenean absolute
deviation(MAD), the mean squared errofMSE), theroot mean squared errqRMSE), and the
mean absolute percentage er(®1APE). The formulas used to calculate MAD, MSBJ &MSE
are:

MAD =Zle|/n
MSE =Z¢&/(n-1)

RMSE :,/(Zezln)
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Sometimes it is more useful to compute the forecastir@s in percentages rather than in
amounts. The MAPE is calculated by finding the absauter in each period, dividing this by the
actual value of that period, and then averaging theselute percentage errors, as shown below.

MAPE =% |e|/A/n

The following example illustrates the computation & MSE, and RMSE, and MAPE.

EXAMPLE 5.14
Operating expense data (in thousands) of United GospetiCare given below:

Absolute

Absolute
Period Actual(A)  Forecast(F) e(A-F) le] e2 Percent

Error |e|/A
1 217 215 2 2 4 .0092
2 213 216 -3 3 9 .0014
3 216 215 1 1 1 .0046
4 210 214 -4 4 16 .0190
5 213 211 2 2 4 .0094
6 219 214 5 5 25 .0023
7 216 217 -1 1 1 .0046
8 212 216 -4 4 16 .0019
-2 22 76 .0524

Using the figures,

MAD = X |e|/n=22/8=2.75
MSE =32¢&/(n-1)=76/7=10.86

RMSE = /O €’ /n) = J/76/8 =+/95 =3.08

MAPE =3 |e|[/A/ n = .0524/8 = .0066

One way these measures are used is to evaluateorgmeadting ability of alternative
forecasting methods. For example, using either MAD or M&HEgrecaster could compare the
results of exponential smoothing with alphas and é¢fecbne that performed best in terms of the
lowest MAD or MSE for a given set of data. Also, it cafplselect the best initial forecast value for
exponential smoothing.

SURVEY OF FORECASTING METHODS USED
Table 5.5 presents the results of a survey madeedmeidithcare industry in connection with the use
of forecasting techniques. The result is limited to thetheare area and should be interpreted as
such. Nonetheless, the result should give you an idedher nonprofit organizations.
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None of the respondents use sophisticated techniques sBox-denkins and regression.
Many seem to use their gut feeling based on past erperie prepare forecasts. A large portion of
the respondents use formal methods such as the popiddased method, trend analysis, moving

averages, and exponential smoothing. On average, esgmindent uses two or three different
methods.

TABLE 5.5
FORECASTING TECHNIQUES IN THE HEALTH CARE INDUSTRY
Method No. Of Respondents

Gut Feeling 28
Population Based 21
Moving Average 13
Exponential Smoothing 4
Trend Analysis 4
Regression 1
Simulation 1
Life Cycle Analysis 1
Classical Decomposition 0
Box-Jenkins 0

Total 73

SOURCE: See Sandy Reyna, K. Keru, Kwong, and Cheng aretfasting Practices in the
Healthcare Industry,The Journal of Business Forecastjrsgring 2001.
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CHAPTER 6
THE BUDGETING PROCESS: DEVICE FOR PLANNING AND CONT ROL

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

1. lllustrate the processes used in strategic planning.

2. Explain and discuss a’what-if” analysis.

3. Define contingency planning.

4. List and explain the various types of budgets.

5. Differentiate between cash basis vs. accrual basigdis.

6. Develop an operating budget.

7. Conduct a budget appraisal.

8. Prepare a variance determination and analysis.

9. Initiate a system for budgetary control.

10.Develop a budget for specific NPOs such as hospitalayids and social services.

Nonprofit organizations (NPOs) range from small, comtyurelated (such as local schools,
churches, social clubs, library) to large, nationacksas American Management Association)
organizations. The NPO's purpose is to render servidé® NPO is usually funded by the
community or group it serves, or by an outside agency, @gernment).

All types of organizations can benefit from budgeting. Ajon difference between
governmental budgeting and business budgeting is that governiedgeting usually reflects
the legal limits on proposed expenditures. A governméniddet is a legal document adopted in
accordance with procedures specified by applicable lawsuit be complied with by the
administrators of the governmental unit for which thaddet is prepared. Because the
effectiveness and efficiency of governmental effortsdéffecult to measure in the absence of the
profit-centered activity that characterizes businessradp@s, the use of budgets in the
appropriation process is of major importance.

Budgets are a tool and a means to an end. They are usethiming and control.
Planning considers the physical and human resources reqiveldiets may be in monetary and
nonmonetary terms such as dollars, number of persosagljce units, manpower, space,
number of donors and size of contribution, and volusteequired. Programs and services
should be prioritized. The starting point for a budget isrprear figures. Budgets should be
flexible and adapt to changes as needed. The financialsdiealternative plans may be shown.
It is an approved plan for raising funds and spending. Budgetgrimarily for internal use.
The longer the time period of the budget, the more unogytavolved.

Budgets must conform to the long-term goals and objectvdabe NPO. Budgeting
includes a comprehensive integrated plan for all phaseheofNPO's operations such as
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responsibility centers, programs, and activities.httves how the units contribute to the overall
organization. There must be goal congruence. It is alt@ted effort.

A monthly budget is better than a quarterly budget so asduoce the time lag before
corrective action may be implemented.

Budgets should be participatory to encourage teamwork. itigeb preparer should
work closely with managers and employees to assure budippiegs are realistic and accurate,
and useful for control. Budget participants might includeunity leaders, funding sources,
and regulatory agencies.

If the budget is being prepared for the first time, obiafiormation from similar NPOs.
Contact foundations, government, funding agencies, and lcamisu

The budget has a total column for the whole NPO and a&paolumns for the budget
for each responsibility unit.

Revenue and cost norms depend on quantitative and qualitsagsurements.

Budgets should distinguish between restricted and untestisources and uses of funds.
Any expected transfers between restricted and unrestrioctedce versa should be presented.
Restricted funds must be used for the specific purposesistdio do otherwise is a contractual
violation. Restricted funds may be restricted by doworthe board of directors for a special
reason.

Performance budgeting relates the input of resourcesstoutput of services for each
unit of the NPO. It shows work performance and efficien€uotas may be set such as for
donor contributions based on fund raising costs.

Budgets may be used by external parties. Bankers maysteluegets in support of
credit applications so as to gauge the NPQO's future finastakas and its ability to pay back the
loan. Prospective donors may insist on reviewing budgetatsid®efore making a contribution.
They may also want to see variance reports for gr@iods between the budget and actual
amounts.

The method used to present budget reports depends on the puraosgEement wants
them to serve. They may present year-to-year conquesisexpenditures as percentage of
revenues, expenditures and revenues as a percentage ofedudgetunts, or any of several
variations.

Detailed supplementary information that will not be uskduld be avoided because it

requires cost and time to obtain.

STRATEGIC PLANNING
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Strategic planning involves the following steps:

- Identify and define the mission.

- Formulate goals and objectives.

- Conduct an external audit.

- Perform an internal audit.

- Set strategies.

- Formulate priorities including any needed changes.
- Allocate resources to achieve objectives.

- Appraise operations on an ongoing basis.

Establishing goals should take into account how successftdnt programs have been
and changes in the current environment or in the entitigsion. Broad goals should be further
specified and defined.

"WHAT-IF" ANALYSIS
Spreadsheets may be used in budget preparation based ornf"vgbanarios. The impact of
changes in one or more assumptions on related budget maenquickly shown. It also
considers various possibilities. For example, thecefié a change in expected contributions on
related financial items, such as costs, can be seen.

Questions can be answered with spreadsheet software 'tiduadyrif’ analysis such as
"What incremental income will arise if donations incedéy 10%."

CONTINGENCY PLANNING
Contingency plans should be in place in case of mifgignt revenue shortfall. To do this, a
contingency account may be added as a final item ibubdget in case unexpected occurrences
take place. For example, a 5% provision may be apptepria

TYPES OF BUDGETS
Budgets may be classified based on their flexibility Bnping and control. Strategic budgeting
is a form of long-range planning based on identifyingspetifying organizational goals and
objectives. The strengths and weaknesses of the patjaniare evaluated and risk levels are
assessed. The influences of environmental factors aeakirto derive the best strategy for
reaching the organization’s objectives.

A flexible budget is appropriate when operating costs anahla at different activity
levels or when it is difficult to estimate service dem. Budgeted figures are adjusted to actual
activity. It allows for variation from original estates by revising revenue, cost, and cash flow
forecasts based on changing circumstances. On thehathér a fixed (static) budget is set at a
fixed amount not subject to change during the budget period. yitbemaised when costs are
highly predictable. Such budgets may be applied to such aseamd raising, research, and
capital expenditures.

A line-item budget (LIB), also called incremental budgedymlso be prepared. LIBs
are simple and widely used. They emphasize the pd&torical amounts are adjusted at a
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predetermined rate. For example, the inflation rate beysed to adjust figures upward.
Projected increases are referred to as increments.in€hement adjustment may be applied to
some or all items. This process aids in making meanirgfoiparisons over the years. Of
course, budget figures may be downwardly adjusted if apptepisach as in a recessionary
environment.

The line-item budget lists the source of revenue andgoees of expenses (object
accounts). It is done by organization unit rather thaprbgram. Where did the money come
from, how much, where did it go, and how much was spent?

An illustrative line-item budget follows:

TABLE 6.1
LINE-ITEM BUDGET

Actual Percent Budget

Expense 20X1 Increase 20X2
Salaries $100,000 8% $108,000
Supplies 70,000 10 77,000
Telephone 3,000 6 3,180
Rent 20,000 7 21,400
Total Expenses $193,000 $289,580

A program budget focuses on programs representing actifatieshich the funds are
spent. See Chapter 7.

Zero base budgeting starts fresh each year and alliti@sti new and old, must be
justified. See Chapter 7.

A grant or contract proposal budget is for a specific tgq@mogram, or activity. A social
accountability budget may be prepared showing communitycgeadtivities, including charity
care and free health care clinics, to justify taxrepestatus for federal and state. Such a budget
will help the NPO facility counteract any possible chadles from tax authorities. The social
accountability budget should include:

- Community needs being satisfied and not being satisfied.
- Community benefits provided.

In imposed budgeting, budgets are prepared by top-level atiaiars and then imposed
on managers. In participatory budgeting, managers abter llevels provide input to budget
formulation. This is a better approach because iivai@s managers and staff because they feel
part of the process. They also internalize the garadsstrive to achieve them.
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An NPO may integrate (mix) a number of budgeting methodshieve the best results
such as combining the features of line-item budgets, programtmgigend zero base budgeting
using the favorable attributes of each to the particd#ing.

The budget per unit of service is computed after considermgdiative usage value.
Such value is determined based on the standard cost peureacTotal cost is allocated to each
cost center based on expected volume and relative usagefoathe current period.

CASH BASIS VS. ACCRUAL BASIS BUDGETS
It is preferred to prepare both cash basis and accrual lhaggets. Cash basis and accrual basis
accounting were discussed in Chapter 2.

Whether an item is shown on the cash basis budgbeeaadcrual basis budget is a timing
consideration. Timing is important if there is concerer possible overspending during the
reporting period. In general, the accrual basis make$utget superior for monitoring and
controlling spending.

Permanent differences also occur between cash basisaacrual basis budgets.
Contributions of nonmonetary items (e.g., donated ecenprand materials, volunteer services)
give rise to permanent differences between the twostyple budgets. These permanent
differences show up in accrual basis budgets not thebzesé ones.

CAPITAL BUDGET
After the revenue budget is formulated, a capital budgetejsared. The capital budget lists and
describes planned capital acquisitions and improvemeuntsy as expenditures to maintain
facilities. It looks at the timing and cost of maj@pdaal assets (minimum life of 5 years) and
their financing source. It is prepared for the purchasedapmbsition of property, equipment,
and other fixed assets. |If disposed of, the selling poicéhe fixed asset or replacement
information is given.

The capital budget involves the following:

« Alisting of what is needed, why, its cost, and expecteanngcto be derived.

« A statement of whether needed for technological update.

« Amount of total capital budget based on sources of fignfirg., donor contributions,
patient revenue, investment income).

The capital budget comes before the operating budget. dpiealcbudget helps in
approving capital outlays, and shows expenditures by regpldgsr cost center.

OPERATING BUDGET
The operating budget is a plan for current operations inmgudstimating revenues from all
sources and estimating expenses for all programs, ativibr services. It is based on prior
experience. Expense/revenue relationships are coediddf revenues do not relate to costs,
guidelines may be established in nhonmonetary, serviceddatms. For example, in patient-
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oriented NPOs, budget guidelines may be based on the nwhlgatients served and the
identification of type of service provided by type.

The operating budget reveals what programs and servicesbmgerformed. An

illustrative operating budget is shown in Table 6.2, and pacay operating budget solely
estimating expenses is presented in Table 6.3.

TABLE 63

Operating Budget for Expenses

General Fund Grant

Expense Management Contracts Raising Proposal
Salaries $ 30,300 $ 40,600 $ 60,800 $ 50,100
Fringe benefits 6,200 7,000 8,400 7,600
Professional fees 20,100 23,600 28,500 15,300
Telephone 10,600 9,400 15,000 6,800
Rent 7,300 8,700 10,100 9,500
Supplies 12,200 10,100 11,500 8,200
Postage 4,300 4,200 6,000 5,600
Travel 5,100 8,700 10,200 11,100
Printing 3,000 5,200 4,600 8,900
Insurance 7,000 2,000 3,500 4,600
Interest 2,300 2,400 2,700 2.600
Total expenses $108,400 $121,900 $161,300 $130,300
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A detailed operating budget showing revenue and expensesenf®d in Table

TABLE 64

Detailed Operating Budget

Revenue:
Contributions $ 800,000
Special events 100,000
Grants:
Foundations $600,000
Government
Total grants 300.000 900,000
Membership dues 30,000
Fees for services 40,000
Contractual revenue 60,000
Concession revenue 15,000
Rental income 25,000
Auxiliary activities 6,000
Investment income 41,000
Miscellaneous income 7.000
Total revenue $2,024,000
Expenses:
Salaries $260,000
Fringe benefits 50,000
Payroll taxes 16,000
Materials and supplies 240,000
Communication 190,000
Professional fees 130,000
Publications 240,000
Exhibits and displays 70,000
Conferences 30,000
Grants and awards 25,000
Prizes 16,000
Rentals 55,000
Repairs and maintenance 28,000
Printing and promotion 181,000
Travel and lodging 49,000
Royalties 53,000
Licenses 21,000
Insurance 16,000
Depreciation 20,000
Dues to affiliates 4,000
Interest expense 2,000
Miscellaneous expenses 1,000
Total expenses $1.697.000
Excess (deficit) on operations $ 327.000
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BUDGETING REVENUE
The initial step for an NPO is to estimate revenue hrd expenses (However, in some NPOs,
program expenditures may be estimated first and revensed accordingly). Budgeted revenue
may be based on past experience and a change in lidt@ ofitrent environment. The price for
services should take into account member or community neRdsenue may be budgeted by
department, program, function, and service.

The revenue budget depends on many factors including congisteac timing of
donations, fund drives, stability of income generated, @gpaf the institution, demographics,
social conditions, community relationship, risk, legajuirements, new services to be provided,
competition, economic climate (e.g., recession, uneympént, tight money), political
environment (e.g., government regulations, government reietmerst policy), professional
reputation, and changes in tax law.

The NPO may project revenue levels under alternassimptions such as best case,
worst-case, and normal-case. Expected revenue equatpusmtity of services times price.
Expected units of service depend on a number of consideyatmmtuding unit price and
promotion.

EXAMPLE 6.1

A childcare center is licensed to care for up to 30 childrEime expected number of students is
80%. Thus, 24 children are actually expected on average cefber operates 50 weeks a year.
It is open 35 hours a week. The hourly rate charged is $6.

Gross Revenue = 24 children x 50 weeks x 35 hours x $6
= $252,000

In estimating revenue, a simple-average and a weighty@@e over a five-year period
may be calculated. A simple-average equals:

Total Revenue for 5 years/5 years
A weighted-average is more desirable because it gives meight to the most recent
years, reflecting higher current fees or prices. fiveryear weighed-average is used, the current
year is given a weight of 5 while the first year ssigned a weight of 1.

EXAMPLE 6.2
A charity is estimating its donations for 20X6. The dmmat over the last five years were:
Year Donation
20X5 $15 million
20X4 12
20X3 11
20X2 9
20X1 10

Total $57 million
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If the donation for 20X6 is budgeted based on a simple-gegitawould equal:

Simple-average = Total for 5 years / 5 = $57 million / 5
= $11.4 million

If the donation for 20X6 is estimated using a weightedagesrit would equal:

Year Donationx Weight= Total
20X5 $15 million 5 $75 million
20X4 12 4 48
20X3 11 3 33
20X2 9 2 18
20X1 10 1 10

57 15 $184 million

Weighted-average = $184 million/15 = $12.3 million

Primary sources of revenue provide most of the NPO's revenue asigiatient care
services in a health care facility received directtpnf patients and insurance -carriers.
Secondarysources of revenue include interest income, dividendmecoand royalties. A
religious institution's major source of revenue is itskieefferings from members. A college's
primary source of revenue includes tuition, alumni graamd, admission fees. A nonprofit trade
association's major revenue source is membership dues. npgrofio periodical's primary
revenue source is subscription fees.

After overall revenue for the entire organization isnpkd, individual revenue for the
responsibility units are estimated. The unit's budgeadrtegihould specify revenue by category,
costs by type, service output measures, and unit costefeethice.

Revenue may be predictable such as contract revenué®ng-term contract. However,
it is difficult to estimate many revenue sources becaliwg do not directly relate to services
rendered. An example is interest and dividend incoméneestments of endowment funds,
which is difficult to measure. Estimated investmeobime equals expected return rate times the
amount invested in the portfolio. Interest income vawdth changing interest rates in the
economy. Dividend income may be sharply cut if the imaest does poorly. A decline in
stock price may also occur. Uncertainty exists withegoment, foundation, and third party
grants. Most grant proposals are rejected. If acdepi®ge amount of grant might be
substantially below that requested. How long will thengtze for? Uncertainty exists in fund
raising. Will fund raising decline? How long will it take get the funds and will there be
prohibitive restrictions?

The greater the degree of soft revenue sources (e.gtinam@onrenewable promotional
efforts), the greater the risk of not accomplishing it.
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Some NPOs rely principally on sales of services (eallege tuition, hospital fees,
government funding of research). If estimated revenwes ¢t cover estimated costs, costs
must be reduced such as by cutting services. Another wagldoce revenue and expenses is to
increase revenue by having "special fund drives."

Sometimes revenue falls below that which is based ionmarket rates. For example,
doctors and hospitals are often underpaid by State Mddarad Federal Medicare programs.
However, in general, Medicaid payments are assured arstlaseantial.

Revenue reports update administrators on the current sfateigenue receipts by source
relative to budgeted amounts.

ESTIMATING COSTS
After the activity (service) level and revenues araresied, expenses are forecasted. Expenses
are segregated into categories such as personnel affithgstaind supplies. Budgeting
expenditures is usually easier than budgeting revenue.ayitba difficult, however, to match
expenses to a program, service, operation, departmenpasti@lar revenue source. It is easier
to budget expenditures when they are grouped into categoiebsas travel, fund raising, and
utilities. Estimated cost per unit of service should derd@ned.

Expenses are budgeted based on past experience incorporatmgrémt environment.
The trend in each cost over time should be considemediudgeting costs, units must evaluate
how costs change with the different service levels.mé&aeosts are constant irrespective of
activity level (i.e., fixed costs such as rent) whileeotbosts change with varying activity levels
(i.e., variable costs such as materials). Expenses afsay be estimated using regression
analysis, probability theory, and modeling.

Some budget items equal quantity times cost per unit. Amg@gais personnel wages
being equal to the number of workers times average sal®yertime payments may be
estimated at a multiple of the normal rate. Sadaney be expressed in full-time equivalents
(FTEs). This expresses the cost of a worker workingtifae for 52 weeks. For example,
assume a worker works 2 days in a 5-day week. The FHD iswltiplied by 40 hours, or 16
hours. The wages for part-time workers may be estarat¢he hours worked times the hourly
rate. Fringe benefits and payroll taxes are typicalpressed as a percentage of salaries.
Personnel costs must be controlled closely becaugeiofhigh amount.

Utility costs (e.g., electric, heat, telephone, wesee estimated based on expected usage.

To lower professional fees, pay honorariums (token atspand give recognition. Very
successful people will work for honorariums just foe privilege.

For each program or unit, add to direct costs (e.g., sg)atfie allocated indirect costs

(e.g., rent based on square footage). Salaries majobatatl to two or more programs based on
time spent in each program.
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Some costs are discretionary, and the optimum ameungtievident or unknown. How
much will it cost to feed the homeless?

Payroll taxes may be avoided by paying individuals as inadkpercontractors instead of
salaried, wage-earners. However, the circumstanakgm@ployment relationship must support
this treatment. It has to pass IRS and Departmentlmfriscrutiny. Misclassification can result
in severe penalties. Generally, independent conts¢tonsultants) are in control of how they
do the job, the contractor can do the work where hdsyémere is not a continuing relationship,
and the contractor can work any hours and when he $@svis

Expenditure reports are very useful for managers. nmdtion is obtained from current
expenditure accounts and should include the names ofuttgebcategory, amounts budgeted,
encumbrances on the current budget, actual expendituretheabdlance in the current budget.

An illustrative expenditure budget report is shown ibl€&.5.

TABLE 65

Nonprofit Expenditure Report

Budget
Budget Unit Amount Expenditures = Encumbrances Balance
Administration $185,000 $120,000 $50,000 $15,000
Personnel 160,000 100,000 40,000 20,000
Fund raising 300,000 170,000 60,000 70,000
Mailing 35,000 21,000 8,000 6,000
Visitation 12,000 6,000 3,000 3,000

CASH BUDGET
The cash budget shows future cash inflows and cash ostfld@ash budgets usually include
both operating and nonoperating transactions. A cash bugeifies possible cash shortages
and overages. Shortages may require borrowing. Oweragg mean there is extra money
available to invest for a return. The cash budget allicates if anticipated cash resources are
adequate to finance operations. If not, external fimgnolay be needed for which the budget
estimates the amount and timing.

The cash budget focuses on short-term cash flows imgjudiceipts, disbursements,
loans, repaying debt, and purchases. Expenditures may dx titmmatch cash receipts or cash
availability.

Probability analysis to predict cash flows may be usedr ifemme, the probabilities
should be conservative. An example follows showirg datermination of the expected cash
inflow from donations.
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EXAMPLE 6.3

Donor  Probability of Donation  Expected Value

1 $60,000 x 90% $54,000
2 80,000 x 80% 64,000
3 85,000 x 75% 63,750
4 90,000 x 50% 45,000
Total $226,750

The cash budget period depends, to some degree, on theyst#bilie NPO's major
operations. For example, a shorter period is suggested thh NPO's activities are erratic.

A cash flow budget should have columns for expected anglacthe more predictable
the entity's cash flow, the more accurate and valutitdecash flow analysis. Review data
available in contracts and other documents calling fomeays.

An illustrative cash budget is presented in Table 6.6.

BUDGET APPRAISAL
A goal is general while an objective is specific and medder Progress toward achieving goals
and objectives should be evaluated. Priorities shouldtadleshed. The least-costly method to
achieve objectives should be used. Areas should be iddntihere cost reductions can occur.
Objectives should be attainable, challenging, documefigadhle, up-to-date, and timely.

Senior administrators are aware of managers' tendeteispend 100% of their budget,
even if not needed, for fear the program's budget will beedsed in the next year. Ways must
be designed to reward managers having actual costs beidgeted costs, provided quality
services are still provided. Managers should not be gedafor coming in under budgeted
costs. Future budgets should not be downwardly adjudbédbaity or unreasonably.

Under functional reporting, expenditures are accumulatgatdgyram purpose for which
costs were incurred instead of by object of expenditugg, (@search program).
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TABLE 6.6

Cash Budget
Cash inflows:

Membership fees $ 900,000

Guest fees 60,000

Rental income 200,000

Contributions 1,000,000

Grants 800,000

Contracts 400,000

Investment income 80,000

Loan proceeds 150,000

Sale of assets 50.000
Total cash inflows $3,640,000
Cash outflows:

Salaries $ 350,000

Rent 220,000

Supplies 160,000

Insurance 40,000

Utilities 80,000

Telephone 30,000

Maintenance 20,000

Accounting and legal fees 190,000

Travel 60,000

Payment on debt 300,000

Purchase of fixed assets 500.000
Total cash outflows 1,950,000
Net cash inflows $1,690,000
Beginning cash balance 230,000
Ending cash balance $1,920.000

In evaluating a department, efficiency measures are esizgida In appraising a
program, effectiveness measures are relied on to apphaispiality of services rendered. The
best possible service should be provided given resourcéraiots A problem may arise in
providing a service at a particular time. As a resuigblems may arise in scheduling and
capacity planning. Measuring (quantifying) and controlling serwdcelity is difficult.
Objective standards must be set. Is the NPO makiogtailoution to society?

The program structure emphasizes outputs and usuallysesroslepartmental
responsibility lines. Program costs are difficultgoantify and consistently record. Specific
actions (functions) for each program should be clearpressed. Does the program meet its
objective? What groups benefit?
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Do sufficient unrestricted financial and human resoumdast? If not, the program
objective should be modified or an alternative methbdsen. What risks do the programs
generate? How long will the program take? Does a negram make sense?

Recurring programs should be periodically reviewed. Oldsgrams may be out-of-date
or have lost community interest. Should a program seuetured or merged to better achieve
goals and improve efficiency?

Have there been major changes in responsibilitiedunflers, government, clients,
patients, media, and community? Are new directiofisctdor?

In staffing budgets, a comparison is made between expeetetes levels to current
staffing to determine if adequate staff exists. After teisaw, a decision is made as to if and
how much staff to add or delete.

VARIANCE DETERMINATION AND ANALYSIS

Budgeted revenue and costs are what they should be. | Aetnemue and costs are what they
are. A variance is the difference between the t8ach difference must be investigated as to
cause and who is responsible, if controllable. Somstithe variance is due to incorrect
forecasting (e.g., outdated standards, deficient planninggr dimes it is due to poor
performance. Budget figures should be adjusted when citanoes have changed (e.g.,
increased competition, new technology). Computerized re@d® quantitative techniques may
be used in this regard.

Immediate corrective action must be undertaken for wméble variances. Favorable
variances should be further taken advantage of. Haweven favorable variances may reflect a
problem. For example, if actual spending is below plannezlats, this may be due to laggard
program performance. Variances may be determined andagedlby program, service, cost
center, or department.

Variances are interrelated, so an unfavorable variamaene responsibility unit may
result in a favorable one in another segment.

Insignificant variances need not be considered unlessréloety repeatedly and/or reflect
potential problems. For example, even a variance balout-off dollar or percent amount may
need analysis if the variance is continually unfakterdecause it indicates a problem (e.g., poor
supervision). The cumulative effect of a repeated mimdavorable variance may be just as
harmful as an occasional one.

Variances should be thorough and as detailed as neededay Ibe expressed in total
dollars, per unit fee, per unit cost, service units, volueneé, percentages. It may be computed
yearly, quarterly, monthly, daily, or hourly depending a@whimportant it is to identify the
problem.
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Variance analysis shows whether resources (physicahamzn) have been effectively
used. It may result in rearranging resources to resathist savings and efficiencies.

The objective of cost control is to result in thadepossible cost based on predetermined
guality standards. Variances indicating cost overramsbe a problem in contracts because the
excess costs may not be reimbursable.

If responsibility for a variance is joint, correctiggeps should also be joint. If correcting
for an unfavorable variance conflicts with organizatig@icy, the policy should be reappraised
and perhaps changed. If the policy is not changed, #m@nce should be considered
uncontrollable.

A measure of materiality is to divide the variance bylhdgeted cost. A 10% deviation
would typically be considered significant and require aiive action especially when the NPO
IS using tight standards. Materiality may be considereteims of dollars or service units.
Stricter materiality guidelines should be set for cruitéahs such as laboratory equipment and x-
ray machines in hospitals.

The efficiency variance is the difference betweetua costs and budgeted costs that are
not explained by the volume, price, or mix variances.

Effectiveness is the extent to which the NPO achiétgesbjectives. It is measured by
the difference between planned and actual output. Effewdss measures emphasize the
program's results instead of the operation of a program.

If there is a long-term program, variances determinednwthe program is completed
may be too late for prompt corrective steps to be takbmn.such a case, analysis may be
conducted at "key" points during the program. This allows proflto be corrected at early
stages.

Budgets should be realistic. Standards are based asittlagion being evaluated. For
example, a "tight" standard should be set for cost texuc A "perfection” standard should be
used for high quality services. However, tight standardg discourage workers while loose
standards may cause inefficiency.

REVENUE VARIANCES
Revenue variances examine the difference between aeugadue and budgeted revenue in total
dollars, per unit fee, and service units. If actual revemoeeds expected revenue, a favorable
variance arises. In the opposite case, there isind@wvorable variance. Such unfavorable
variance points to a need for corrective steps suchnaeasing user fees, increasing
membership, etc.

Membership and fund raising quotas may be set. Such quotasensagtéd in dollars
and units (e.g., number of members, new donors, retaixiagng donors).
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COST VARIANCES
Cost variances look at the difference between actasl and budgeted cost and may be
expressed in total dollars, per unit cost, and service utitsctual cost exceeds budgeted cost,
an unfavorable variance arises. ldentification of theblem is needed, including whether the
variance is controllable or uncontrollable. If cotigble, corrective actions must be
implemented and the responsible party taken to task.

Fund Raising Costs

Some fund raising costs can be standardized, such astpteses for which a standard time call
can be established. Call frequency should be determirfgoerdentages are tied to charitable
contributions obtained, standards can be based on a Egrea@itthose contributions.

Actual funds raised may not be the best measure dfdisers' performance. They do
not take into account different territory potentiaklso, a high volume fundraiser may have to
cover a high promotion cost. What has been the trefuhds raised over the years in total and
as a percentage of related fund raising costs?

Standards for fundraisers' automobile expenses may bessgpr in cost per mile
traveled and cost per day. The standard may relate tg@eodonor or cost per dollar of funds
raised.

The fund raisers' effectiveness with a territory $thdoe considered, including hours
spent and expenses incurred.

The control variance is broken down between fund rslisays and fund raisers' costs.

Variance in days = (Actual days vs. standard days) * stdndée per day
Variance in cost = (Actual rate vs. standard ratextiaaays

Total variance equals:

Actual calls * actual amount raised
Standard calls * standard amount raised

The elements of the total variance above equals:

Variance in calls = (Actual calls vs. standard callstandard amount raised

Variance in funds raised = (Actual amount raised vsidstial amount raised) X actual
calls

Joint variance equals:

(Actual calls vs. standard calls) X (Actual amounteadigs. standard amount raised)
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Performance measures of fund raisers' effectivenekslencelationship between costs and
dollar donations obtained, number of donor contributionsnfcurrent and new donors, and
meeting quotas.

An evaluation should be made of whether fund raising resgxe are realistic taking into
account contributions generated.

Are excessive costs (above limits set) due to the failfrecontrols or deficient
management?

Labor Costs
Standard labor rates may be based on the current adfested for future changes in the
following factors: union contracts, changes in the emwvitent, and average experience of staff.

Worker hours may be set by administrators by observingtiamdg workers. When
salary rates are established by union contract, tioe tabe variance will usually be minimal.

Worker time standards should include only the elemenmis@table by the employee or
work center. The standard time may include allowanmesdrmal breaks and personal needs.

The causes of an unfavorable labor price variance maglpobr scheduling resulting in
overtime, use of workers receiving higher hourly rates thalgeted, and increase in wages. An
unfavorable labor efficiency variance may arise fromrpsapervision, use of poor quality
resources, inadequately trained staff, and employee unrest

Variances may be by service category. Standards maysée for office personnel
performing clerical work, and a standard unit cost for msiog a form (e.g., welfare
application). The variance between the actual dostaressing a form vs. the standard cost can
be analyzed by administrators and corrective actioteimented.

Variances may be in physical and dollar measures. Hgangh physical measures are
the number of employees, number of welfare recipiestviced, and the number of files
handled.

Cost variances may be presented to administrators maspeports. For example, the
variance in time and cost to process payments teestinay be evaluated.

VARIANCE ANALYSIS REPORTS
Variance analysis reports include examining the diffeeebetween actual and budget figures for
(1) revenue, (2) costs, (3) quality, and (4) growth. For @nrevenue volume may be
declining because of inadequacy in fund raising. Varianedysis reports may be expressed in
dollars, ratios, graphs, percentages, and narrativeiangar analysis reports should be broken
down between that resulting from providing more or lessises than initially budgeted, and
that due to efficiency (inefficiency) or unplanned changeasput prices.
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An illustrative variance report is shown in Table 6.7.

TABLE 6.7

Budget by Activity

Current Month Year to Date

Activity Budget Actual Variance Actual Budget Variance

A typical variance report of costs is shown in Tahig

TABLE 68

Variance Report of Costs

Current Month Cumulative
Actual Budget Variance Actual Budget Variance
Number
of staff 110 105 5V 230 215 15U
Expenses:
Salaries $10,000 $ 9,000 $1,000U $112,000 $100,000 $12,000U
Rent 2,000 2,000 —0- 25,000 24,000 1,000 U
Utilities 300 350 50F 3,200 3,500 300 F
Insurance 400 380 20U 4,300 4,200 100U
Travel 1,000 1,250 250 F 12,600 13,000 400 F
Depreciation 600 500 100 U 7.200 6.000 1.200 U
Total expenses  $14,300 $13480 $ 820U $164.300 $150.700 $13.600U
Percentage of
net sales 38% 36% 2% 38.2% 37.6% 6%

A typical variance analysis report for a service\atstis presented in Table 6.9.
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TABLE 69

Variance Analysis Report for a Service Activity

Function Time Variance Cost Variance
Processing orders 120 hours $1,200
Processing reports 65 800
Processing invoices 12 300
Preparing checks 18 500
Filing paid invoices and related 23 610
documentation

BUDGETARY CONTROL
Budgetary control should exist over revenue and expensest cGntrols should be established.
Spending limits may be placed on personnel, time, fumibaasets. Any expenditure above the
preset amount must be authorized. A cost containnegartr should be prepared identifying
above average costs.

Budget cuts, when needed (e.g., poor economy, political facloosild be in the areas of
least importance and/or having the least severe consmEsudr.g., on quality of service
performed).

Some programs may be downgraded, where the same legelhofe or comparable
results are sought through less expensive ways. The @oynmay be invited to give their
input to program cuts. Is it better to make cuts in treas served, raising membership
requirements, or reducing service hours? What effectidget cuts have on the scope, volume,
guality, and character of programs and services?

Improved productivity results in lower unit cost. This mag @chieved through
volunteers who are very motivated. Administrativsts may be lowered by improving work
office procedures so as to increase productivity. Automadiiministrative work enhances
efficiency.

Distribution costs may be lowered by using commerciallingaiservices to reduce
mailing costs by utilizing bulk zone mailing and other metha@i& combining appropriate
mailing at specific times.

Demographically targeted fund raising campaigns may be ousteeffective than wide
distributions. Costs can be reduced by updating mailingftistseople who have moved or not
responded. Word-of-mouth solicitation should be encoudrdgecause little or no cost is
involved. Computer bulletin boards can be very costife. This reduces the need for
mailings of fund raising material.
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Publicity costs may be reduced by having in-house desktop publishiproduce the
NPO's own flyers and promotional material.

Financial control are procedures designed to collectgoeixe, and report information
on daily activities.

Revenue and cost information should be provided by serviege gatient, program, and
activity.

Resource utilization performance measures should lablissied. Performance reports
should discuss potential problems and opportunities. Tiaradyanalytical information should
be provided. Strengths and weaknesses should be included.

Effectiveness measures should be used for fundraisers baticio obtained, call
frequency, cost per donor, dollar amount of contrdngiper hour spent, and incentives. Less
reliance on professional fundraisers will lower cosBerhaps the same funds can be raised by
internal staff (e.g., clergy). Fund raising activitiesd to be looked at in terms of net return.

Budget allocation procedures may have to be adjusted. rédsemns for a change in
budget allotment in whole or between major elemerdsldhbe determined.

Managers preparing program or department budgets must haveéirgperghority over
their responsibility units and be accountable for peréorce. Otherwise, there is deficient
planning and control.

SUPPORT OR CAPITAL ADDITIONS
Grants, gifts, and bequests are usually accounted for asrsuppcapital additions. The
principal source is typically nonreciprocal giving to sogipactivities. Support may be donor
restricted or unrestricted. Restrictions may existoakaw the resource may be used; a time
limitation may be placed on such support. Nonexpendablggyrgifts, and bequests may be
restricted for endowment, loan, permanently or tempgrari

ENCUMBRANCES
Encumbrances are an element of budget accountabilityey @he commitments for unfilled
contracts for goods and services (e.g., purchase ordeh&.purpose of an encumbrance is to
prevent further expenditure of funds because of commisnagready made. At year-end, open
encumbrances are treated as reservations of fundcbalan

FUND RAISING
Fund raising is essential. Are contributions beingivedeas expected? Actual contributions
are compared to expected contributions. Budget revisiondenegquired.

BUDGET CALENDAR
The budget calendar may be different than that of tlegadivorganization because the grantor
may have a different time period and the contract imaye stipulated due dates. A budget
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calendar sets forth the timetable in the budget procéseh step should be completed by the
due date. Individual programs may also have their own buddgetdar.

An illustrative budget calendar follows:

Activity Date Responsible Party
Preliminary budget request  Aug. 1 Department manager
Prepare draft budget Sept. 1  Department manager
Review budget Oct.1  Controller

Prepare final budget Dec.1 Controller

Review budget Jan. 1 Budget committee
Final budget Feb.1  Budget committee
Budget revisions Mar. 1  Department manager
Final budget presentation May 1  Chief executive

BUDGETING FOR SPECIFIC NPOS
HOSPITALS
The budget for a hospital may be expressed in dollars &sidbr income and expenses and in
nondollar terms such as the number of hours of opesataomd number of patients served.

Higher value and importance is associated with crdwalth care, such as emergency
room, trauma, and intensive care. The highest qualig isasought. Prices may therefore be
increased for such services especially if competitivelineale providers have poor reputations.

The revenue budget is based on prior year figures inconpgraianges for the present
environment (such as reductions in Medicare and Medicambtesements, increasing demand
for services). The revenue budget considers the doctmsload and patient mix. Revenue
sources include patient service revenues, donations, chsgeants, membership fees, tuition
from education programs, rental income, royalties, gffop, investment income, cafeteria
income, and parking fees.

Budgeted costs include hospital supplies, salaries, friegefits, rent, insurance (e.g.,
mal-practice), utilities, and bad debts. Health cargiscconsider average age of patients and
extent of illness.

Labor standards aid administrators in forecasting istpffequirements for physicians,
nurses, custodians, and other staff members. Docttasesaare a semi-variable cost because
the salary is fixed plus a percentage of patient revendd® fixed salary is easy to budget
because it is contractual but the variable portion isldrato predict because it is based on
estimated patients to be served.

The supplies budget is typically estimated based on prewgpsrience at expected
service levels.
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The overhead rate depends on the expected activity level.

There are several methods hospitals may use to casséingices. A common approach
is the ratio of cost to charges (RCCs). It is a togsscheme where the ratio of departmental
costs to charges is first projected. The ratio is tygplied to individual medical procedures.
RCC may not represent the actual cost of the procedures data is based on aggregate
information, and the percentage relationship is notydvweanstant. The RCC pricing approach
may give a distorted result of the actual cost oftfezedure.

Other methods in costing services are actual total cekttive value units (RVUS),
standard cost, diagnosis costing, and activity-basedagosti

Actual costing tracks material, labor, and overheateaprocedure levels.

Under RVU, two steps exist. First, labor costs aremded for a departmental service.
Second, the department labor costs are assigned to centpareeded to conduct a particular
procedure. The labor costs are collected in total aed #ssigned to a specific service. The
drawback to RVU is that only labor cost is measuredueikey material and overhead.

Standard costing allocates material, labor, and ovdrbaaed on what costs should be.
Standards are set for resource allocation, outputsiesetl quality. Variance analysis compares
actual performance to standard performance.

Some hospitals use diagnosis standards to pricesiices. This is a type of job order
costing using a fixed predetermined allocation of funds basetthe diagnosis. This approach
does not furnish data on individual operating efficiencyer&fore, an in-house system should
be formulated to appraise performance.

Activity-based-costing (ABC) traces costs to activitiaed assigns them to services by
using a cost/effect relationship such as in the hospaadisiissions and records departments.
Medical records can be traced to patients through adcver such as how long the patient is
hospitalized. ABC allows for the evaluation of cdsydoctor, patient, or payment plan.

LIBRARIES
The library budget should meet the mission of the prafhe budget should limit excessive
spending and efficiently utilize funds. Standards mayshebéshed such as for cataloguing.

The library director prepares a budget after receiving inpuh flibrary department
coordinators, librarians, and academic department chaingerso

Library budgets are set about one year before thelastpanditure of money. In the

interim, changes in revenue and expenses may occur frgeciad amounts. Periodic revision
of budget amounts may be needed.

145



The library budget may be broken down by responsibilityerenLibrary responsibility
centers include library instruction, data base searchicesr and technical services. For
example, in a college, a librarian may be assignesh&or more academic departments each
having its own budget.

A budget may be by subdivision of the library by activibcluding cataloguing,
requisitioning and processing publications, handling exhibitidata base services, library tours,
collection, and training. A library information servibedget may be allocated based on the
aged, handicapped, and in-library users. Funds may beatdtl based on a predetermined
standard such as student enrollment, number of facuitypbar of courses, and library
circulation.

Budgeted revenue includes grants, contracts, donor contnbutifee and service
revenue, rentals of cassettes, late fee fines, rehtalbbm space, photocopy fees, and sale of old
books. Budgeted costs include cost of books, cost of pesledand monographs, cost of
microfilms, supplies, librarian salaries, bindery, sugglequipment (e.g., computers), exhibition
costs, insurance, utilities, cleaning, security, cost ofoadand subscription costs such as to on-
line services.

A school library's main purpose is to support the curriculointhe school with
information resources. A secondary purpose is to suppadeatc research by faculty. Books
and periodicals are bought to support instruction, furnishingsacto the resources, and offering
reference and instructional services. The library rhaysegregated into reference, reserve,
circulation, periodicals, etc.

Funds may have to be transferred between categorigsex&mple, funds for new books
and periodicals may be transferred from the AccountingpaDement to the Economics
Department because of political reasons or emphasisemf a college's scholarship activities.
Funds may be transferred because of donor limitatchanges in laws, and change in personnel
and facilities.

One problem in a library budget is the inability to put aadofigure on intellectual
services such as research.

Cost cutting may be undertaken by canceling periodicalseference services.

LEISURE ACTIVITIES CLUB
The estimated revenue includes membership dues, initiates) $pecial assessments, outdoor
sports (swimming, tennis, golf), hotel or clubhouse faedi (room charges, restaurant, health
spa, athletic), gift shop, hair salon, parking, and investnmcome. Expenses are budgeted by
program and function. Program services include expensesiated with outdoor sports, hotel
or clubhouse, gift shop, etc. Expenses for supporting senviogside general and
administrative, maintenance of facilities, and eaiament.
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LABOR UNION
Estimated revenue includes union dues, agency fees, adatinesttharges, and sales of union
materials. Budgeted expenses are by program and funcgicegated between program services
and supporting services. Program services include dues tataffililocals, negotiation,
grievance, organizational, and strike funds.

SOCIAL SERVICES
Budgeted revenue includes public support and indirect support. Faupgpgort includes
contributions, special events, and bequests and legacidgect support includes government
and foundation grants. Expenses are budgeted by program anwrfun®rogram services
include mental health, family advisement, and drug and aldoéatment. Supporting service
expenses include general and administrative, and fund raising.
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CHAPTER 7
ZERO BASE BUDGETING AND PROGRAM BUDGETING

LEARNING OBJECTIVES:

After studying this chapter you will be able to:

Develop and explain Zero Base Budgeting (ZBB).
Describe ZBB procedures.

Outline the characteristics of program budgeting.
Explain the time considerations and financial aspegsagram budgeting process.

hrowpPE

This chapter deals with two major budgeting methods, zase budgeting and program
budgeting.

ZERO BASE BUDGETING
Zero base budgeting (ZBB) was first applied by Texasunstnts in 1969 and is used today by
some nonprofit organizations. It may be done for th@esarganization or just selected areas of
activity. ZBB deals mostly with ongoing programs bubaisvers new activities. It usually has
a one year focus. It starts anew each period witbonsidering what happened in the previous
period(s). ZBB is like "cleaning house" and getting rid &f tead wood." A current service
(previously undertaken) that is inefficient or not needetlbeildiscontinued.

Under ZBB, you must be open minded and evaluate proposedasites. Nothing is
taken for granted. Managers must justify each budgetténe ils a particular activity no longer
needed or useful? Programs should be supported at othet@B& (from zero upward). It
allows better management of the organization.

ZBB is priority based, analyzes services, activitiggerations, projects, and programs in
order to find ways of enhancing efficiency at lower cosédternative ways of achieving the
final objective are reviewed considering time and costput-output relationships are
considered. The proper funding level is decided upon. Pexftze and effectiveness are
evaluated.

ZBB requires detailed information on the costs and fisnef alternative programs.
Dollars should be assigned to benefits to be achievédBB day allow for the elimination of
duplicate and overlapping programs. However, what aredhsequences of not approving a
package?

Budget amounts for an activity start at zero or a stateceptage of the current year's
amount (e.g., 60%). It is a means of review of exisding prospective programs to reallocate
resources to result in more effectiveness and efiigie ZBB should be modified as
circumstances dictate.
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An integration of objectives at lower levels to highewels should exist. Goal
congruence should exist within the organization at eagfonssility center. Sub-goals should
be consistent with overall goals.

Decision packages are interrelated. For example, fgnidir one package may cause a
change in the funding for another package.

Alternative options in ZBB include:
- Keeping the service as is.
- Ceasing the activity.
- Curtailing the program.
- Expanding the function.
- Decentralizing the operation
- Centralizing the program.
- Integrating functions.

ZBB may uncover redundancies and duplication of effdoiss on dollars required for
programs rather than percentages, allocate limiteduress in the most efficient and effective
way, permit comparison among responsibility units, sethfgriorities within and among
responsibility units, and allow a performance audit tiemheine efficiency of operations.

In looking at a service, the following questions should kedis

- What is the purpose of the activity?

- Are objectives being measured properly?

- Are objectives being achieved?

- What is the negative effect of not funding the activity?

- Will an alternative way of performing the functiceduce quality?
- How will the alternative impact cost and time to achieve

- What is the risk involved?

ZERO BASE BUDGETING PROCEDURES
ZBB is a continual process. Each manager must jusishbudget request in detail from a zero
base. There should be an appraisal of the outputfdr &ctivity, service, operation, or function
of a cost/responsibility center. The consequencegroing down a proposed service or activity
should also be considered.

The process begins with determining objectives and assumptiAssumptions include
growth rate in wages and fringe benefits. It is rem@mded to test ZBB in one responsibility
unit before employing it throughout the entire organizati@BB should be phased in gradually.
For example, initially only 10% of the budget may be basedBB before proceeding further
so experience has been gained. Flexibility should existadjust to new information,
assumptions, and limitations.
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The activities or services of the unit are expressed amsida packages that are to be
reviewed and ranked in priority order throughout differenelevn the organization. Funds
should be allocated based on those activities achievirgeteesults.

One approach in ZBB is for administrators to identififedent effort levels to conduct
each activity. A minimum-spending amount is used, say 60%e current operating level.
Then, administrators stipulate separate decision pack#dgegosts and benefits of additional
spending levels for that activity. This evaluation fereglministrators to take into account and
evaluate a spending level lower than the current opgrével. This provides management with
an alternative of terminating an activity or choosingrireeveral effort levels. This provides
trade-offs and shifts in expenditure levels among units.

A program is not funded unless justifiable. Procedures ahdigzoare evaluated on
whether they still accomplish goals. For examptenes library programs are added or dropped
depending on how good or bad they are. Funding levels magvised.

The ZBB process is outlined in Figure 7.1

FIGURE 7.1
ZBB PROCESS

Planning Assumptions
Priority Ranking
Evaluation and Control
Budget Preparation
Identify Decision Units
Appraise Decision Units

ACTIVITY UNITS

The basic cost element of ZBB is the activity unifpresenting the lowest unit for which a
budget applies. The objective(s) of an activity unit &hdae clearly stated and specific. An
activity unit may be an operation, function, program agtivitrganizational unit, and/or line

item. A manager is responsible for a unit. The unit mubktese its designated purposes.
Examples of decision units are data processing, qualityralpresearch and development, and
legal services. Priority is given to services requiredldwy, government dictate, or other
limitations. Those responsible for an activity musbdave the control over it.

Decision units of comparable size in terms of dollars,ntjiya staff, etc. should be
compared.

THE EVALUATION OF DECISION UNITS
After the decision unit's purpose has been stated, finlaaed physical resources are specified.
This includes dollar allocations, number and categoryewployees, and equipment. A
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description should be provided of the operations to be peréhripeority importance of
activities, and workflow. Measures should be specified tggroductivity and effectiveness.

Performance standards and workload should be establish&thys to measure
performance include:

- Compare actual results to budget yardsticks.

- Input (cost and time) - output (income, quality) relasioip.
- Quality control including difficulties experienced.

- Net cash flow generated.

- Internal audit of each responsibility unit.

DECISION PACKAGES
A decision package is one of the first steps in ZBBe Tecision package enumerates the way
the manager recommends the activity to be performedeims of both cost and time.
Alternative ways to conduct the service in dollars antktare also specified. Cost may be
lowered by decreasing quality but that may not be in &st interest of the nonprofit entity. If
completion time is accelerated, this may increasesusth as because of overtime.

Decision packages may take the following forms:
- A package for new operations or services.
- A package leaving the activity "as is" (status quo).
- A package at a base amount plus additional amountsieityafor ongoing programs.

Alternatives are specified in each package.

Decision packages should be specific, focused, and haveticeglsls. A decision
package should not lump together many aspects because rhdsetoloudy.” For example,
difficulty exists when a project covers differing functéd or organization lines. The decision
package should contain narrative of why the activity eded, the reasons for the cost and time
specified, alternative ways of achieving objectives, amtfisenefit analysis.

A detailed, standardized listing of the decision packagesldibe provided for review.
The information contained in a decision package includes:

- Description of the proposed program.

- Costs and time of each alternative option.

- Risk and uncertainty associated with the activity.

- Financial and nonfinancial resources required.

- Plan of achieving the objective.

- Priority specification.

- Responsible individuals for the operation or service.

- Input and outcome measures including numerical and quaditati
- Consequences of not engaging in an activity.

- Technological and operational factors.
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- Benefits to be achieved.
- Legal considerations.
- Support and staff requirements including particular exgeerti

A decision package may be mutually exclusive or increrherdta mutually exclusive,
the acceptance of one precludes the acceptance of antrthacremental, different effort levels
exist. For example, one package may need 200 manhours gemwwvé another may require
250 manhours per week.

The interrelationship between decision packages may canlseg problems.
Questions to be answered include:

- Will the proposed activity generate immediate and tangésalts?

- Can a function be undertaken at a lower activitellevithout sacrificing productivity?
- Are resources matched with objectives?

- What is the time period covered (short-term, longajér

RANKING PACKAGES
Each activity is ranked to determine if it meets the nofitpprganization's mission. The ranking
is done in decreasing order by importance to the organizati®enking should consider the
advantages and disadvantages of the decision package.

Prioritization of decision packages includes considanataf legal requirements,
operating needs, time, risk, and staff requirementsl red¢vant quantitative and qualitative
factors should be considered. Cost/benefit analysisidii@ conducted for each decision unit.

Highest priority is given to the minimum increment ef\sce representing the amount of
service the organization must conduct so as to perform usefwice. Further, service
increments are provided in priority order.

Final ranking is done by senior administrators after waugiinput from managers.
Initial ranking is done at lower management levels whieegpackages are first developed. Inter-
mediate rankings are done by middle management afterwiagielower management
recommendations. If lower level management recomntmdaare rejected, the reasons should
be provided.

To avoid overwhelming upper managerial levels with too muchildehe ranked
decision packages may be combined into major candidatesview and ranking.

There should be a cutoff for operations and serviceadt ef the approved levels. For
instance, a 70% cutoff may be set for middle managemerat 8% cutoff may be set for upper
management. The 70% middle management cut-off line woedessitate the manager to
remove the highest ranked package until the expenditureseed for the removed packages
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equal 70% of the previous year's budget. These packages arevigeved for appropriateness.
The balance of the decision packages is then closelyisppra

There should be a ranking table for decision packages pgngbility unit so as to aid
in their review such as meeting financial and nonfinanoigéria. Even nonfunded projects
should be ranked in the event unexpected funding becomédabde/de.g., sudden donation).
Further, what is low priority today may be high prigiomorrow. An example might be new
government regulations making a program legally required (emyironmental protection,
affrmative action). Therefore, modifications mag Imade to the priority listing based on
changing circumstances.

Different ranking approaches are possible such as sitghelesd, voting, and major
category.

Single standard is most suitable for similar package$paktkages are appraised based
on just one feature (e.g., return on investment, neeptevalue, profit, cash savings, cost/benefit
ratio). This approach is not appropriate for dissimilatkpges because a vital activity (e.g.,
safety, health) may be absent.

The voting approach involves action by a voting committe&he majority vote
determines the ranking. Of course, a legally required pnogs funded. Special consideration
IS given to projects involving minimum organizational regoients.

Under the major category system, decision packages aregaegn. The decision
packages in each category are then ranked. Some cateyerig®ore important than others.
Budgets for each category are different. For instanagroaping having significant growth
expectation may be funded five times as much as onedaitbtful prospects. The emphasis is
on "key" categories. Once the allocations are mauaiggets are detailed.

EXAMPLE 7.1
A manager completes a decision package for each adboviig conducted in a unit. If there are
25 possible services (existing and new), 25 decision packadéewpitepared.

A typical decision package for activity X to be carried m unit A appears as follows:

Decision Package for Activity X
Cost Time
-------------------------------------- Alternative 1
-------------------------------------- Recommended Appach
-------------------------------------- Alternative 2

Each of the decision packages for all 25 activities isn tisebmitted to upper
management. Upper management then evaluates the depmikages from all the units
including unit A. A budget ceiling puts a dollar cutoff on hoany activities will be supported.
The packages are ranked in priority order. Those excedubrgutiget cutoff are funded fully or
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partly. If partly funded, the activity might be done alternative cheaper (or less time
consuming) way than that recommended.

CONCLUSION

The ZBB approach budgets funds at the minimum funding tevactivities and operations. The
survival level is the one in which funding below would ehate the unit. Any funding above
the minimum level must be supported and justified to a nedde degree. All activities,

whether existing or new, must be justified. Why is ser8cneeded? What is the justification?
What is the cost-benefit? How does that service eaehithe overall objectives of the
organization? If the service, activity, program, or op@natannot be justified, it should be
terminated.

ZBB may result in greater effectiveness, efficienapd cost control. Resources are
identified and controlled. Service levels may be mat¢beavailable resources. Planning and
communication is achieved between lower, middle, and uppemagement. Participative
management is fostered and all managers are part of teessr Creativity should be
encouraged along with subordinate involvement because-thfesjob experience.

Activities may have to be reorganized to achieve bettertses The specification of
alternatives may result in innovative and better wayserform.

ZBB is a time-consuming process and may best be impkexhéa decision units on a
rotating basis over a longer-term time period (e.g.,yeverears). To do it yearly is probably not
cost-effective considering the cost and time.

PROGRAM BUDGETING
Program budgets aid in planning, allocating, and controllinguress. After a goal is
established, the program to achieve it is formed. Aengit is made to maximize a program's
output subject to budget constraints. The budget ceiling cossiigeor growth rates,
competitive factors, and costs.

Program budgeting is done by program rather than organizatiomallt provides better-
cost control over programs. It allows for more i pricing of products and services so
realistic fees and reimbursements may be achieved.

Outputs are compared to inputs for each program to gauge sucCagputs are the
results and performance achieved. Some examples ofapnoggtivities include research and
development, training, public relations, new college culwimy new service line, and
government contract.

Program budgeting is a management approach to identify wmegctformulate
alternative ways to accomplish the objectives, allecesources (e.g., staff, equipment, supplies)
to achieve those objectives, specifies service levedimates program costs, and specifies
measures of accomplishment by program. Programs aredramkkthose having the highest
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ratio of benefits to costs are selected first. Onbydpctive programs satisfying organizational
goals will continue. What are the consequences ofreting a program?

Program budgeting is a multiperiod focus. Program budgetsstablished for projects
or programs of a one-time, long-term nature involving &icamt cash outlays. Possible
problems and difficulties should be anticipated. Respditgishould be assigned for specific
operations and activities. Are project costs logicAldy modifications should be made to make
the plan even better.

Each program must be justified yearly. Programs shbelgrioritized. Consideration
should be given to the interrelationship of programs.

Programs may be considered either direct or supporectDprograms directly apply to
an NPO's objectives (e.g., teaching, research). Support pgenvice one or more other
programs (e.g., computer center).

What programs will be undertaken in keeping with the NR@ssion, how much of the
resources will be allocated to each program, and whabwilhe sources of funds for financing
each program?

THE PROGRAM BUDGETING PROCESS
The steps in program budgeting follow:

- Define the problem.

- Establish program priorities.

- Allocate costs to programs.

- Appraise cost-effectiveness of programs.
- Select the most cost-effective program.

The emphasis is on programs.

The manager must set forth for each program projectdd absarious levels of effort.
Direct costs are attributable to a specific prograndiréat costs must be allocated to programs,
projects, and services. This is accomplished by assigningeatification number by both
project and employee. This will track who gets chargedudch costs as travel, wages, supplies,
and telephone. The highest cost is usually salarfestadf assigned to programs. The
government (federal, state, and local) may define whstiscare acceptable to be charged to a
particular program or service in connection with governtontracts and grants.

An NPO having many programs should segregate its total budgetsubbudgets
including budgets for each activity within each program wrcfion, and a budget for each
program or service area. Each function will haveows detailed budget and the NPQO's entire
budget will be a composite of the individual functionadiets.
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A project should be broken down by major activity or tasig then further segregated
into sub-activities. The program budget looks at the taskbe performed, the type of
employees needed, required manhours, and the timing frame.

FINANCIAL ASPECTS
Some programs are basically only revenue centers sdahdsaising while others are just cost
centers such as an entitlement program (e.g., welfaf@jogram analysis should also be
performed for control purposes such as revenue per unitpeosinit, cost per service hour, and
trend in revenue or cost.

Table 7.1 shows a program budget by object:

TABLE 7.1

Program Budget by Item

Program Wages Rent Insurance Utilities Total
A $ 30,500 $10,000 $ 6,800 $1,000 $ 48,300
B 28,000 12,200 5,900 1,200 47,300
C 32,400 11,600 4,100 1,500 49,600
D 41,000 13.000 7,600 1.300 62.900
Total $131,900 $46.800 $24.400 $5.000 $208.100

This exhibit allows the NPO's management to determine hova mwgpent on each
program (cost objective) and cost distribution by item.

A program may have multiple goals. If the objectives @early defined, each may be
specified within the budget or in narrative form.

The revenue, support, and cost for each program must beleatsi A detailed program
budget appears in Table 7.2.
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TABLE 72

Program Budget
[ Program Budget
Revenue and Support:
Contributions $530,000
Grants 260,000
Membership fees 110,000
Contracts 315,000
Special events 66,000
Sale of merchandise 35,000
Legacies and bequests 71,000
Investment income 14,000
Miscellaneous income 3,000
Total Revenue and Support $1,404,000
Expenses:
Salaries
Program Director $100,000
Event Coordinator 25,000
Other 45,000 170,000
Fringe benefits 40,000
Payroll taxes 11,000
Rent 120,000
Supplies 210,000
Insurance 60,000
Telephone 20,000
Electric 15,000
Promotion 78,000
Depreciation 34,000
Postage 12,000
Legal 83,000
Accounting 56,000
Entertainment 121,000
Travel 137,000
Conference fees 5,000
Awards 4,000
Miscellaneous 2,000
Total Expenses $1,178,000
Excess (Deficit) of Total
Revenue and Support over Expenses $ 226,00
0

Excess (Deficit) of Total Revenue and Support over Exgefisihle 7.3 presents an
illustrative program expense budget by service center.
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TABLE 73

Program Expense Budget by Service Center

Recreation Day-Care Community

Services Services Services General Total
Salaries $100,000 $ 60,000 $ 80,000 $ 50,000 $290,000
Fringe benefits* 20,000 12,000 16,000 10,000 58,000
Payroll taxes* 5.000 3.000 4,000 2.500 14.500
Total compensation $125,000 $ 75,000 $100,000 $ 62,500 $362,500
Professional fees 55,000 40,000 38,000 24,000 157,000
Rent 30,000 20,000 25,000 15,000 90,000
Utilities 14,000 12,000 8,000 5,000 39,000
Supplies 28,000 39,000 41,000 21,000 129,000
Postage 6.000 5.000 4.000 3.000 18.000
Total Expenses $258,000 $191,000 $2i16,000 $130,500 $795,500

*For budget purposes, fringe benefits and payroll taxes may be based on a specified percentage of salaries. In this
case, it is assumed to be 20% and 5%, respectively.

TIMING CONSIDERATIONS
A time sheet is needed for project activities comparingeptef time, actual time, new
completion dates (if any), and reasons for delay. plogect is completed too early, were corners
cut? A bar chart may show activity and service timé&be quality of the program should be
checked at important stages during the process to idenggjipe problems and correct them.

CONCLUSION
Program budgeting should be integrated into the financ@lna@mnagerial systems. Programs
may be by department, segment, and responsibility unit. pfdgram budget is the estimated
cost of performing an operation, service, or activityogPamming is structuring the approach to
accomplish a desired objective. For example, a prodragiget may allocate financial and
human resources to a particular activity or function sashfeeding the homeless, treating
patients, servicing student needs, and crime prevention.

A program budget has a detailed plan. It specifies theofmesources needed to achieve
the objective such as capital, facilities, and labAiternatives are appraised. The emphasis is
output driven rather than input generated. It is futureated examining the impact on the
future of present decisions and choices.

158



CHAPTER 8
COST BEHAVIOR, COST CONTROL, AND FLEXIBLE BUDGETING

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

Understand how costs behave.

Explain the high-low method.

Demonstrate regression analysis.

Describe how flexible budgeting is used for cost control.

Explain the relationship between standard costs and vararalysis.

ogkrwbdE

Not all costs behave in the same way. There araioerbsts that vary in proportion to changes
in volume or activity, such as repairs and maintenanketelare other costs that do not change
even though volume changes, such as rent and insuranasdénstanding of cost behavior is
helpful:

1. For break-even and cost-volume-revenue analysis.
2. To appraise divisional performance.

3. For flexible budgeting.

4. To make short-term choice decisions.

5. For pricing of services and products.

6. Establishing bid prices on contracts and proposals.

Management quite often uses the notion of relevant nang&imating cost behavior. The
relevant rangas the range of activity over which the organizatiope®ts a set of cost behaviors
to be consistent (or linear). For example, if thevaht range of activity is between 1,000 and
2,000 units of service, the NPO assumes that certaina@stsxed while others are variable
within that range.

ANALYSIS OF COST BEHAVIOR
For planning, control, and decision-making purposes, mixed neststo be separated into their
variable and fixed components. Since the mixed costs colbtdh fixed and variable elements,
the analysis takes the following mathematical form,cWwhis called a cost-volume formula
(flexible budget formula or cost function):

Total Expenses = Fixed Expenses + Variable Expenses,

or, in an equation form,
Y=a+bX

where Y = Total expenses
X = Activity level

159



a = Fixed expenses
b = Variable expense per unit of X.

Separating the mixed cost into its fixed and variable coemsnis the same thing as
estimating the parameter values b and a in the costreoformula. There are several methods
available to be used for this purpose including the high-lethad and regression analysis
(discussed in Chapter 5). They are illustrated below.

THE HIGH-LOW METHOD
The high-low method, as the name indicates, uses ktrenee data points to determine the
values of a (the fixed cost portion) and b (the variabte)rin the equation Y = a + bX. The
extreme data points are the highest representative XikYapd the lowest representative x-y
pair. The activity level X, rather than the mixedtdatesn Y, governs their selection.

The high-low method is explained, step by step, as fellow

Step 1 Select the highest pair and the lowest pair
Step 2 Compute the variable rate, b, using the formula

Difference in cost Y

Variable rate =
Difference in activity X

Step 3 Compute the fixed cost portion as:
Fixed cost portion = Total mixed cost - Varabbst

EXAMPLE 8.1

XYZ Community Health Clinic decided to relate labor andspanel costs to patient days to
develop a cost-volume formula in the form of Y = &%. Twelve monthly observations are
collected. They are given below.

Month  Patient Days (X) Labor Costs (Y)
1 550 $14,400
2 575 14,700
3 425 12,300
4 400 12,150
5 350 11,250
6 200 8,400
7 400 11,700
8 450 12,750

The high-low points selected from the monthly obseovatiare

Y X
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High $14,700 575
Low 8,400 200
Difference $ 6,300 375

Thus.

Difference in Y $6,300
Variablerate b= --------momeeo- = - = $16.8@r day
Difference in X 375 days

The fixed cost portion then is: $14,700 - ($16.80) (575 days) = $5,040
Therefore, the cost-volume formula for labor casts

$5,040 fixed plus $16.80 per patient day

The high-low method is simple and easy to use. Itthasdisadvantage, however, of
using two extreme data points, which may not be reprdsentaf normal conditions. The
method may yield unreliable estimates of b and a in oumdla. In such a case, it would be
wise to drop them and choose two other points thatnare representative of normal situations.
Be sure to check the scatter diagram for this possibility.

REGRESSION ANALYSIS
Unlike the high-low method, in an effort to estimate vheiable rate and the fixed cost portion,
the regression method includes all the observed data temapés to find a line of best fit.

EXAMPLE 8.2

To illustrate the computations of b and a, we will ref@ the data in Table 1. The Excel
regression result is presented below.
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SUMMARY OUTPUT

Regression Statistics
Multiple R 0.9967077
R Square 0.9934263
Adjusted R  0.9923307
Square

Standard  171.98425
Error

Observations3

ANOVA
df SS MS F Significance F
Regression 1 26819716  2681974®56.7275 8.9E-08
Residual 6 177471.49829578.58
Total 7 26997187.5
Coefficients Standard t Stat P-value Lower Upper
Error 95% 95%

Intercept 5204.8046 240.33337@9.6566 6.33E-07 4616.73 5792.88
X Variable 1 16.71987 0.5552575630.11192 8.9E-08 15.3612 18.07854

The cost-volume formula then is:

Y = $5,204.81 + $16.72X2=R99.34%
(0.55)

or $5,204.81 fixed, plus $16.72 per patient day
Note a high R-squared and low standard error of the vamatade.

EXAMPLE 8.3
Assume that the patient days of 500 are to be expendedxXomonth. The projected labor costs
for the next month would be computed as follows:

Y = $5,204.81 + $16.72X =$5,204.81 + $16.72(500)=$13,564.81

FLEXIBLE BUDGETING AND COST CONTROL
A flexible budget is a tool that is extremely useful wstccontrol. In contrast to a static
budget, which was discussed in Chapter 6, the flexible busightiracterized as follows:

1. It is geared toward a range of activity rather thaimgle level of activity.

2. It is dynamic in nature rather than static. By udimg cost-volume formula (or
flexible budget formula), a series of budgets can be edsigloped for various levels of
activity.
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The static (fixed) budget is geared for only one levedativity and has problems in
cost control. Flexible budgeting distinguishes betweesdfiand variable costs, thus allowing
for a budget, which can be automatically adjusted (viagd®im variable cost totals) to the
particular level of activity actually attained. Thus,rigsaces between actual costs and
budgeted costs are adjusted for volume ups and downs bdfferertes due to price and
guantity factors are computed.

The primary use of the flexible budget is to accurataasure performance by
comparing actual costs for a given output with the budgetstd émr the same level of output.

Flexible budgeting is used to determine the impact of plaaagdties on cash flow and
the financial statements. Overall activity will fluete depending upon the demand for services
by the customers. Even if the fixed budget is prepared,btiiget ultimately used as a
comparison with actual results should be based on thalanot the anticipated level of activity.
You don't want to compare apples and oranges. The prepacdtihe budget based on actual
activity is possible, because the flexible budgeting approanhbe expressed in terms of the
cost- volume formula discussed earlier.

EXAMPLE 8.4

The following example illustrates the problem that goitatunit can face with a static (or fixed)
budget in evaluating its performance and how the problembeanorrected with a flexible
budget.

Table 8.1, which shows a fixed budget, clearly indicate$ tasponsibility center
managers are liable to be rewarded, or penalized for eé®yond their control. For example,
the X-ray unit may show low profits due to reduced numbénsatients utilizing the facility,
which is outside its control. Also, cost variances aseless, in that they are comparing oranges
with apples. The problem is that the budget costs aedb@as an activity level of 2,000 patients,
whereas the actual costs were incurred at an acteatsi below this (1,200 patients). From a
control standpoint, it makes no sense to try to compats eb®ne activity level with costs at a
different activity level. Such comparisons would make tmanager look good as long as the
actual service level is less than the budgeted level.
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TABLE 81

X-RAY UNIT: MEDICAL SERVICE CORPORATION
Performance Report—Static Budget (May 1996)
Master budget Actual Variance
Units 2,000 1,200 800
Sales revenue $60,000 $36,000 $24,0002
Variable costs:
Film 16,000 11,500 4,500
Other material 4,000 3,000 1,0000
Technician 3,000 2,500 5000
Other labor 900 600 300°
Other variable 2,400 2,000 4000
Total variable $26,300 $19,600 $ 6,7000
Contribution margin $33,700 $16,400 $17,3002
Fixed costs:
Rent $800 800 0
Depreciation 400 400 0
Supervison 2,000 2,000 0
Other fixed 3.500 3.300 200b
Total fixed $ 6,700 $6,500 $ 2000
Operating income $27,000 $9,900 $17,1002

2 Unfavorable.
b Favorable.

The flexible budget is designed to overcome this defigieable 8.2 illustrates the
underlying concept. In this budget, costs are separated/amimble and fixed costs, using the
cost-volume formula. The budget is generated, basekeoh, 200 actual number of patients. The
variable cost that changes with the level of outpsulstracted from the revenue to arrive at the
contribution marginrealized at each level of activity. Operating incomedach specified level
of output is then obtained by deducting fixed costs frorh éacigeted contribution margin. The
unit manager is thus freed from forces beyond his comntrtthis example the number of patients
served. He is only held accountable for profits thata#ianable with the number of patients he
was actually called upon to serve, not the expected nunitasle 8.3 presents the performance
report using a flexible budgeting system. Virtually all sogriances are unfavorable, which
calls for management's attention and need to be invesiiga
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TABLE 82

X-RAY UNIT: MEDICAL SERVICE CORPORATION
Flexible Budget (May 1996)
Number of x-rays per month
Budgeted

perUnit  $1,000 $1,200 $1,400 $1,800 $2,000
Sales revenue $30.00 $30,000 $36,000 $42,000 $54,000 $60,000

Variable costs:
Film 8.00 8,000 9,600 11,200 14,400 16,000
Other material 2.00 2,000 2,400 2,800 3,600 4,000
Technician 1.50 1,500 1,800 2,100 2,700 3,000
Other labor 0.45 450 540 630 810 900
Other variable 1.20 1,200 1,440 1,680 2,160 2,400
Total variable $13.15 $13,150 $15,780 $18,410 $23,670 $26,300
Contribution margin $16.85 $16,850 $20,220 $23,590 $30,330 $33,700

Fixed costs:

Rent $800 $800 $800 $800 $800
Depreciation 400 400 400 400 400
Supervision 2,000 2,000 2,000 2,000 2,000
Other fixed 3.500 3.500 3.500 3.500 3.500
Total fixed $ 6,700 $ 6,700 $ 6,700 $ 6,700 $ 6,700
Operating Income $10,150 $13,520 $16,890 $23,630 $27,000

A flexible budget, unlike the adoption of a fixed (or shabadget, is not considered a
form of appropriations, but rather serves as an approeedtipht can facilitate budgetary control
and operational evaluations. It only seeks to judge theag®& solely on his performance and
not reward or penalize him for influences upon which he bantrol.

When a flexible budget system is used, it is not appropt@tmtegrate it into the
hospital's accounting system. However, if a fixed budgetsed due to preference or a legal
requirement, it may be effective to consolidate the bialgeaccounts into the accounting
system. The basis of accounting used to prepare a budgaefhospital should be accrual, the
same as the basis used to record the organization's ansactions.
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TABLE 83

X-RAY UNIT: MEDICAL SERVICE CORPORATION
Performance Report—Flexible Budget (May 1996)

Variance
Units Costs incurred Flexible budget explanation
Units 1,200 1,200 0
Sales revenue $36,000 $36,000 0
Variable costs:
Film 11,500 9,600 $1,9002
Other material 3,000 2,400 6002
Technician 2,500 1,800 7002
Other labor 600 540 602
Other variable 2,000 1.440 5602
Total variable $19,600 $15,780 $3,8202
Contribution margin $16,400 $20,220 $3,8202
Fixed costs:
Rent 800 800 0
Depreciation 400 400 0
Supervision 2,000 2,000 0
Other fixed 3.300 3,500 200°
Total fixed $ 6,500 $ 6,700 $ 2000
Operation income $ 9,900 $13,520 $3,6202

2Unfavorable
b Favorable

EXAMPLE 8.5

Tables 8.4 and 8.5 illustrate another hospital's flexibldget and variance analysis.
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TABLE 84

JOHN JAY HOSPITAL
Flexible Budget for Department 1
Level of (Related to) 70% 85% 90% 100%
Direct $262,500 $318,750 $337,500 $375,000
Direct 100,000 100,000 100,000 100,000
Allocated 80,000 80,000 80,000 80,000
Allocated:
Dept. 5 100,000 100,000 100,000 100,000
Dept. 6 20,000 20,000 20,000 20,000
Dept. 7 55,000 62,500 65,000 70.000
Total $617,500 $681,250 $702,500 $745,000
Billing $ 57,750 $ 70,125 $ 74,250 $ 82,500
Cost per Unit of Service $ 10.69 $ 97 $ 946 $ 903

TABLE 85

JOHN JAY HOSPITAL
Flexible Budget for Department 1
Level of Actual Flexible
(Related to) Expenses, 85% Budget, 85% Variances
Direct $320,000 $318,750 ($1,250)
Direct 101,000 100,000 (1,000)
Allocated 78,000 80,000 2,000 Favorable
Allocated:
Dept. 5 100,500 100,000 (500)
Dept. 6 22,500 20,000 (2,500)
Dept. 7 64.000 62.500 (1.500)
Total $686,000 $681,250 (%$4,750)

Notes: 1. Direct variable expense variance probably resulted in the department’s lack of ability to control variable costs.
2. Direct fixed expense variance suggests that the departmental supervisor “overspent” his allocated fixed expenses.

3. Departments 5 and 6 variances probably caused by inadequate methods of cost control.

4. Department 7 variance could have been caused by having too many employees or the inability to control costs.

5. In all unfavorable cases, all individual expense items should be reviewed with departmental supervisors.

STANDARD COSTS AND VARIANCE ANALYSIS
One of the most important phases of responsibility ademyis establishing standard costs and
evaluating performance by comparing actual costs with tdredard costsStandard costare
costs that are established in advance, based on quaeatiat qualitative measurements to serve
as targets to be met and after the fact, to determinewll those targets were actually met.
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The standard cost is based on physical and dollar meagusedetermined by multiplying the
standard quantity of an input by its standard price.

The difference between the actual costs and the sthodats, called the variance, is
calculated for individual cost centers.

GENERAL MODEL FOR VARIANCE ANALYSIS
Two general types of variances can be calculated fst nust items: a price/rate variance
and a usage/efficiency variance.

The price variance is calculated as follows:

Price Actual Quantity X (Actual price - Standard price)
Variance =
AQ * (AP - SP)
(AQ * AP) - (AQ * SP)
(1) (2)

The quantity variance is calculated as follows:

Quantity Actual Standard Standard
Variance = ( Quantity - Quantity ) *  Price
= (AQ-SQ)*SP
= (AQ*SP)-(SQ*SP)
(2) (3)

Figure 8.1 shows a general model (3-column model) foaneei analysis that
incorporates items (1), (2), and (3) from the above equations

It is important to note four things:

1. A price variance and a quantity variance can be calcufatematerials and labor. The
variance is not called by the same name, however. exammple, a price variance is
called a materials price variance in the case of nadégebut a wage rate variance in the
case of labor.

2. A cost variance is unfavorable (U) if the actual pri¢e @& actual quantity AQ exceeds
the standard price SP or standard quantity SQ); a vargifeeorable (F) if the actual
price or actual quantity is less than the standard priseaodard quantity.

3. The standard quantity allowed for output -- item (3) -this key concept in variance
analysis. This is the standard quantity that should bae® used to produce actual
output. It is computed by multiplying the actual output bg/ tlumber of input units
allowed.
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We will now illustrate the variance analysis forter@als and labor cost items.

MATERIALS VARIANCES
A materials purchase price variance is isolated atimte of purchase of the material. The
purchasing department is responsible for any materials yaiggnce that might occur. The
materials quantity (usage) variance is computed based eoadfual quantity used. The
mission center is responsible for any materials quaveitiance.

Unfavorable price variances may be caused by: inaccstatdard prices, inflationary
cost increases, scarcity in raw material suppliedtregun higher prices, and purchasing
inefficiencies. Unfavorable material quantity variances/ ioe explained by poorly trained
workers, by improperly adjusted machines, or by outrightevast

FIGURE 8.1

A GENERAL MODEL FOR VARIANCE ANALYSIS OF VARIABLE

Actual Quantity Actual Quantity Steard Quantity
of Inputs, at of Inputs, at Allowed for Output,
Actual Price Standard Price at Standard Price
(AQ * AP) (AQ * SP) (SQ *SP)

(1) ) 3)
Price Variance Quantitgriénce
1)-@ 2)-@)

Total (Flexible Budget) Variance (1) - (3)

* Materials * Materials quantity
price variance (usaggajance
* Wage rate variance * Labor efficign@riance
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EXAMPLE 8.6

An association uses a standard cost system. The sigihd@igeted) costs for its services are
as follows:

Materials: 2 reams at $3 per reanit§anewsletter
Labor: 1 hour at $5 per hour

During March, 25,000 reams of paper were purchased for $74,750 ab0 28ams
of paper were used in producing 10,000 units of service. Difsat &psts incurred were
$49,896 (10,080 direct labor hours).

Using the general model (3-column model), the matevaimnces are shown in
Figure 8.2.

FIGURE 8.2
MATERIALS VARIANCES

Actual Quantity Actual Quantity aftard Quantity

of Inputs, at of Inputs, at Allowed for Output,

Actual Price Standard Price at Standard Price

(AQ * AP) (AQ * SP) (SQ * SP)
@ N A S (<) E—

25,000 reams * $2.99 25,000 reams * $3.00 20,000 reams~ * $3.00

=$74,750 =$75,000 900

Price Variance

$250 (F)

20,750 reams * $3.00

= $62,250

Quantityrigance

$2,250 (U)

~ 10,000 units actually produced * 2 reams allowedunit = 20,000 reams.
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It is important to note that the amount of materials Ipased (25,000 reams) differs from the
amount of materials used in production (20,750 reams). Bberias purchase price
variance was computed using 25,000 reams purchased, whereag¢hals quantity (usage)
variance was computed using the 20,750 reams used in produktiotal variance cannot
be computed because of the difference.

Alternatively, we can compute the materials variamse®llows:

Materials price variance = AQ (AP - SP)
= (AQ * AP) - (AQ * SP)
= (25,000 reams) ($2.99 - $3.00)
= $74,750 - $75,000
= $250 (F)

Materials quantity (usage) variance = (AQ ) S®
= (20,750 reams - 20,000 reams) ($3.00)
= $62,250 - $60,000
= $2,250 (V)

LABOR VARIANCES
Labor variances are computed in a manner similar toréterials variances, except that in
the 3-column model the terms efficiency and rate aeel urs place of the terms quantity and
price. The department or program manager is responsibleotbrthe prices paid for labor
services and the quantity of labor services used. Therefoe department must explain why
any labor variances occur.

Unfavorable rate variances may be explained by an irclieaswages, or the use of
labor commanding higher wage rates than contemplated.vahafale efficiency variances
may be explained by poor supervision, poor quality workers, ppaiity of materials
requiring more labor time, and employee unrest.

EXAMPLE 8.7
Using the same data given in Example 6, the labor v@goan be calculated as shown in

Table 8.6.

Note: The symbols AQ, SQ, AP, and SP have been changed t&8lA, AR, and SR to
reflect the terms "hour" and "rate.”

Alternatively, we can calculate the labor varianasdollows:
* Wage rate variance = AH (AR - SR)

(AH * AR) - (AH * SR)
(10,080 hours) ($4.95 - $5.00)
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= $49,896 - $50,400

= $504 (F)

« Labor efficiency variance = (AH - SH) SR
= (10,080 hours - 10,000$01$5.00

= $50,400 - $50,000
= $400 (V)
More detailed variance computations such as revenuancas are covered in
Chapter 6.
TABLE 8.6
LABOR VARIANCES

Actual Hours
of Inputs, at
Actual Rate
(AH * AR)
1
10,080 h * $4.95
= $49,896

Rate
Variance
DEE)
GB5(F)

Actual Hours
of Inputs, at
Standard Rate
(AH * SR)
2
10,080 h * $5.00
= $50,400

Variance
) €A3)
$4@0

Standard Hours

Allowed for Output,
at Standard Rate

(SH * SR)
(3)
10,000 h~ * $5.00
= $50,000

fi&éncy

Total Variance $1E4

~ 10,000 units actually produced * 1 hour (h) akalyper unit = 10,000 hours.

Variance analysis is a key tool for measuring perfooeaaf a cost center.
Variances may be related, so a favorable variance imespensibility area may result in
an unfavorable one in other segments of the nonprofityentvariances may be as
detailed as necessary, considering the cost-benefitioredatp. Variances may be
evaluated daily, weekly, monthly, quarterly, or yearlypelaling on the importance of

identifying a problem quickly.
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Further, Variance determination and analysis aids in ideemaking, pricing
formulation, cost control, goal congruence and estabbésiimidentifying trouble spots,
employee motivation, operational efficiency and produstiand fostering communication.

Theperformance reportbased on the analysis of variances must be prepared fo
each department, cost center program, or activity, asidgethe following questions:

1. Is it favorable or unfavorable?

2. If it is unfavorabile, is it significant enough forthugr investigation?
3. If it is significant, is it controllable?

4. Who is responsible for what portion of the totiiance?

5. What are the causes for an unfavorable variance?

6. What is the remedial action to take?

The report is useful in two ways: (1) in focusing aftenton situations in need of
management action and (2) in increasing the precisionaohimg and control of costs. The
report should be produced as part of the overall standamig@std responsibility accounting

system.
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CHAPTER 9
ENHANCING MANAGERIAL AND DEPARTMENTAL PERFORMANCE

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

Discuss the long and short of responsibility accounting
Classify and explain each of responsibility centers
Distinguish between mission centers and service enter
Identify the private sector measures

Develop segmental reporting for mission centers

List performance measures and metrics for managemnaiaio

oA WNE

Managerial and departmental control in the private sesfaredicated on the general goal of
shareholder wealth maximization. Shareholder wealtlergdly translates into return-on
investment (ROI) or residual income (RI) measures. Iptheic sector, however, there are no
consensus performance measures for managerial comtrelreason arises from the basic role
of nonprofit organizations. This chapter begins by disogsie concept of responsibility
accounting, briefly reviews private sector measuresQ@ifé&d RI, and presents alternative
performance measures that are pertinent to nonprofit cagams.

THE LONG AND SHORT OF RESPONSIBILITY ACCOUNTING
Responsibility accounting is the system for collectamgl reporting revenue and cost
information by areas of responsibility. It operatestioe premise that managers should
be held responsible for their performance, the performahteeir subordinates, and all
activities within their responsibility center. Respbildy accounting, also called
activity accounting, has the following advantages:

1. It facilitates delegation of decision making.

2. It helps management promote the concept of managemetjdstive. In
management by objective, managers agree on a set of foalmanager's
performance is then evaluated based on his or her agairohthese goals.

3. It provides a guide to the evaluation of performance and ltelpstablish
standards of performance, which are then used for coropgrigposes.

4. 1t permits effective use of the concept of managemeetxbgption, which
means that the manager's attention is concentratdgtomportant deviations
from standards and budgets.

RESPONSIBILITY ACCOUNTING AND RESPONSIBILITY CENTER

For an effective responsibility accounting system, tilewing three basic conditions are
necessary:
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(a) The organization structure must be well defineandgement responsibility
and authority must go hand in hand at all levels and beustearly established and
understood.

(b) Standards of performance in revenues and costsmpsbperly determined
and well defined.

(c) The responsibility accounting reports (or perfarceareports) should include
only items that are controllable by the manager ofélsponsibility center. Also, they
should highlight items calling for managerial attention.

A well-designed responsibility accounting systemaldgthes responsibility
centers within the organization. A responsibility cemgedefined as a unit in the
organization, which has control over costs, reveragd/or both. Responsibility centers
can be one of the following types:

COST (EXPENSE) CENTERA cost center is the unit within the organization
which is responsible only for costs. Examples wouldursing services in a hospital or
support units such as library services and laundry serWegsnce analysi®ased on
standard costs and flexible budgets would be a typical peaiftce measure of a cost
center. These topics were covered in Chapters 6 and 8.

PROFIT CENTER A profit center is the unit which is held responsiloethe
revenues earned and costs incurred in that centerntrasbwith a cost center, in which
management attention is focused on cost controlpmofit center the manager is
encouraged to be concerned with both costs and with pngvadsufficient quantity and
guality of services to generate adequate revenues. Examiglesinclude departments
in a hospital or program managers in many nonprofit ozgainns.The contribution
approach to cost allocatiois widely used to measure the performance of a prafiitece
This approach will be discussed later in the chapter.

MISSION CENTERS AND SERVICE CENTERS
Irrespective of type, responsibility centers of NP@s be viewed as either mission
centers or service centers. Mission centers aretlyiretated to the objectives or
missions of the NPO. They may also be called dsecntices, program centers, or line
programs. Service centers, which are nonrevenue prodacngnistrative, or support
centers, provide support to both mission centers and ottvizeseenters. Mission
centers are often called revenue-producing centers siegaté the ones who charge

clients for their services while service centers do fi@ble 9.1 presents some examples

of mission and service centers for NPOs.
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TABLE 9.1
NPO MISSION AND SERVICE CENTERS

Mission Centers Service Centers
Hospitals

Pediatrics Housekeeping
Obstetrics Plant maintenance
Surgical Dietary
Inpatient care Medical records
Laboratory Administration
Radiology

Routine care
Outpatient care

Children’s Care Center

Foster home care Accounting
Psychological testing Building and grounds
Social work counseling Laundry
Psychotherapy Social service
Alcohol rehabilitation Marketing

Community Outreach

Museum
Curatorial Accounting and Finance
Education Personnel
Research Center Switchboard
Art School Purchasing and Printing
Drama School Grounds Maintenance

Heating Plant
Service Building
Security
Administration

College
Educational departments Administration
Housing Library
Dining

THE PRIVATE SECTOR MEASURES
There are two popular measures for evaluating respongitelitters in the private sector: return
on investment (ROI) and residual income (RI). They aseutised briefly.
ROI relates operating income to operating assets. Rjziyif
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Operating income

ROI =
Operating assets
EXAMPLE 9.1
Consider the following financial data for a division:
Operating assets $100,000
Operating income $18,000

ROI = $18,000/$100,000 = 18%

The ROI can be expressed as a product of these twodaatoshown below.

Operating income Operating income Revenue
ROl = e = - X mmmmmmememeeee
Operating assets revenue Operating assets
= Margin X Asset turnover

What this formula implies is that knowing the intest&nships among revenue, investment, and
expenses, the private sector management can evale@m®ae and performance in each of
these areas in light of their potential impact on ROI

EXAMPLE 9.2
Assume the same data as in Example 9.1. Also asswmeueof $200,000.
Operating income $18,000
=10 ) I —— S — = 18%
Operating assets $200,000
Alternatively,
Operating income $18,000
Margin = = --mmmmemeeeeee- = e = 9%
revenue $200,000
Revenue $200,000
Turnover = ---memmmmemeeeeee- = e = 2times
Operating assets $100,000
Therefore,

ROI = Margin x Turnover = 9% x 2 times

Another approach to measuring performance is residual ec{®h). Rl is the operating
income which a division is able to earn above somemum rate of return on its operating
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assets. RI, unlike ROI, is an absolute amount of imcoather than a specific rate of return.
When RI is used to evaluate divisional performance, thjective is to maximize the total
amount of residual income, not to maximize the overall fifDre.

RI = Operating income - (Minimum required rate of returrOperating assets)

EXAMPLE 9.3
In Example 9.1, assume the minimum required rate ofrrasul3 percent. Then the residual
income of the division is:

$18,000 - (13% x $100,000) = $18,000 - $13,000 = $5,000

In the nonprofit sector there are no performancesoes that are readily
available, widely acceptable, and homogeneous, such aarRiRI.

SEGMENTAL REPORTING FOR MISSION CENTERS
Segmental reporting is the process of reporting acsvifanission centers such as divisions,
programs, or service territories. Teéentribution approachs valuable for segmented reporting
because it emphasizes the cost behavior patternsegdrttrollability of costs that are generally
useful for contribution analysis of various segmeifitgnoorganization.

The contribution approach attempts to measure the pexrfmenof segments of an
organization. It classifies costs as being eitherctlifigaceable) or common to the segments. Only
those costs that are directly identified with thensegts are allocated; costs that are not direct to the
segments are treated as common costs and are natedloc

Under the contribution approach we deduct variable caosta fevenue to arrive at a
contribution margin. The direct fixed costs are thestudéed from the contribution margin, yielding
a segment margin. The segment margin is a measuaesefjment success that is also useful for
long-term planning and mix decision making.

The contribution approach is based on the thesis that:

(1) Fixed costs are much less controllable than var@ises.

(2) Direct fixed costs andommonfixed costs must be clearly distinguished. Direct fixed
costs can be identified directly with a particulagreent of an organization, whereas common
fixed costs are those costs, which cannot be identifredtty with the segment.

(3) Common fixed costs should be clearly identified aslacated in the contribution
income statement by segments. Any attempt to allocatettypes of costs, on some arbitrary
basis, to the segments of the organization can desteoyalue of responsibility accounting. It
would lead to unfair evaluation of performance and misteathanagerial decisions.

The following concepts are highlighted in the contribupproach:

1. Contribution margin Revenues minus variable costs.
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2. Segment margirContribution margin minus direct (traceable) fixed soBlirect fixed
costs include discretionary fixed costs such as ceadirertising, R & D, promotion, and
engineering and traceable and committed fixed costs suchpasc@ion, insurance and the
segment managers' salaries.

3. Surplus Segment margin less unallocated common fixed costs.

Segmental reporting can be made by:
.Division.
.Programs
Activities
.Service territory.
.Service center.

EXAMPLE 9.4
Table 9.2 illustrates two levels of segmental reporting:

(1) By segments defined as divisions.
(2) By segments defined as programs of a division.

TABLE 9.2
SEGMENTAL INCOME STATEMENT
(1) Segments Defined as Divisions:
(2)
SEGMENTS
Total Division 1 Division 2

Organization

Revenue $150,000 $90,000 $60,000
Less: Variable costs 60,000 44,000 16,000
Contribution margin $90,000  $46,000 $44,000
Less: Direct fixed costs 70,000 43,000 27,000
Divisional segment margin $20,000 $3,000 $17,000
Less: Unallocated common fixed costs $10,000

Surplus $10,000

(2) Segments Defined as Programs of Division 2

SEGMENTS

Division 2 Program 1 Program 2
Revenue $60,000 $20,000 $40,000
Less: Variable costs 16,000 7,000 9,000
Contribution margin $44,000  $13,000 $31,000
Less: Direct fixed cost 26,500 9,500 17,000
Program margin $17,500 $3,500 $14,000
Less: Unallocated common fixed costs _$500
Divisional segment margin $17,000
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The segment margin is the best measure of theilootidn of a segment. Unallocated
fixed costs are common to the segments being evaluateshaatdl be left unallocated in order
not to distort the performance results of segments.

PERFORMANCE MEASURES FOR MANAGERIAL CONTROL
At all organizational levels basic financial performanmeasures are essential, such as
achievement of budget objectives and/or variances from bodgtandard. There are alternative
measures for performance and managerial control. Tleeip &act control surrogates designed to
serve as reliable signals to guide performance evaluatidiresource allocation decisions at all
levels for nonprofit organizations. They include such memssuas schedule attainment
percentage and the proportion of personnel retained duripgriad. Many of them are
nonfinancial measures of the social benefits provided byrmodits. Table 9.3 summarizes
illustrative control surrogates for some selected nditprmanizations.

TABLE 9.3
CONTROL SURROGATES FOR NONPROFITS
Nonprofits Output Indicators or Control Surrogates
University/college Quiality education, number of degrees gdamumber of

faculty publications, number of patents obtained, pergenté
graduates obtaining immediate employment or admission to
higher degree programs, job placement.

Healthcare organization  Percent of successful treatmentality rate, increase in life
years, number of malpractice lawsuits, percentage decmea
pain, percentage returning to work.

Welfare agency/rehab. Percent of successful treatrdneding a job, better child care,
rate of recidivism.

Cultural organization Number of admissions, number ahbership, number of
honors and awards.

Foundation Dollar amount of money raised, yield on iragshoney, costs
to funds received ratio.

College professors Peer review, student evaluation
Physicians Peer review

The output of many individual activities in NPOs cami@asured as easily as

can that of corresponding activities in for-profit ofes., clerical work, vehicle
maintenance, food service). The problem of measuringqmeance in nonfinancial terms
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IS not unique to NPOs. The same problem exits for fortpsafianizations where
discretionary costs predominate (e.g., personnel, n&sdaw).

Recently, the Government Accounting Standards BoardS@Aas developed service
effort and accomplishment (SEA) measures for publiccheajencies, as shown in Table 9.4.

TABLE 94
Recommended SEA Measures for Public Health Agencies

Indicator Rationale for Selecting Indicator

Maternal and Child Health (MCH) Care

Inputs:
Expenditures (may be broken out by Measure of resources used to provide
program or activity) in current and services.
constant dollars.
Output:

Number of clients admitted to Maternal
and Child Health (MCH) program.

Number of clinic visits per month. Widely reported measure that provide an
indication of Maternal and Child Health
(MCH) program outputs.

Number of prenatal and postnatal

mothers contacted.
Outcome:
Infant mortality rate.
Low-birth-weight rates.

Teenage pregnancy rate. Widely accepted measures used by public
health officials to measure Maternal and
Child Health (MCH) program outcomes.

Rate of lead poisoning cases.

Reported cases of preventable diseases
in children.

Number of clients authorized to be
served and actually served by
Women, Infants, and Child (WIC)
program.
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Percentage of low-birth-weight babies in
target population.

Projected low-birth-weight births
prevented.

Projected infant deaths prevented.

Cases of measles prevented.
Efficiency:

Cost per immunication.

Cost of Women, infants, and Child
(WIC) supplements per unit.

Number of premature births/number of
patients.

Projected health care costs saved
through routine checkups/costs of

Widely reported measures by Maternal
and Child Health (MCH) program to
provide indicators of the accomplishment
of short-term Maternal and Child Health
(MCH) program objectives.

Indication of the agency’s efficiency in
purchasing immunizations.

Indication of the agency’s efficiency in
purchasing Women, Infants, and Child
(WIC) supplements.

Indication of the agency’s efficiency in
reducing premature births.

Indication of the agency'’s efficiency in
reducing future health care costs.

routine checkups.

Source: Governmental Accounting Standards Board.

Note that the GASB distinguishes among inputs, outputs, aicdmes. Inputs are
expenditures, outputs are essentially process measwteas number of visits per month in a
clinic and number of student-days in a school, and owsare result measures such as infant
mortality rates in a clinic and academic test scoresschool. Further, the GASB has developed
efficiency measures as a cost per unit (for examplé psysmmunization in a clinic and
average cost per student-day in a school). Efficiencysunea are computed for both outputs and
inputs. For more details, refer to Carpenter, Viviarflimproving Accountability: Evaluating
the Performance of Public Health Agenciesssociation of Government Accountants Journal,
Fall, 1990.
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CHAPTER 10
OBTAINING FUNDS: SHORT-TERM AND LONG-TERM FINANCING

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

1. Locate sources for potential seed capital.

2. Conduct a fund raising program.

3. Prepare bids for grants and contracts.

4. Understand the concepts associated with royalties eeasks.

5. Differentiate between government loans and bank loans.

6. Distinguish between intermediate-term loans and lengrioans.

7. Utilize bridge financing, equipment financing and construdiioancing.
8. Differentiate between long-term debts: mortgages anddpayable.

9. Perform a risk analysis.

10.Discuss the cost of financing and the timing of financing.

A determination must be made by the nonprofit organizgtiftO) as to what type of financing
is needed and why. The wrong type of financing may h@astlous effects. There are many
factors involved in selecting the appropriate kind of finaggciincluding cost; use of funds;
maturity, and collateral requirements; stability of @pens; relationships; restrictive provisions;
diversity and flexibility; and amount, timing and predictipiof sources for repayment. The
financing strategy may need to adjust as events change.

It is essential that the NPO be able to continue it nmoney from external sources. Its
survival depends on it! Typically, profits generated froperations are a secondary source of
funds.

A mix of financing may be used. Financing sources include famging, grants and
contracts, loans, revenue bonds, leasing, trade creglties and licenses, internally generated
funds, and sales of merchandise, and joint ventures.

Capital refers to the NPO's long-term debt and fundnibala Debt financing involves re-
payment of principal and interest. Repayment restnstimay require reserves to be held.
Interest rates tend to increase as the maturity pefithet @lebt increases because of greater risk.

It is generally better to borrow short-term when fetseto repay borrowing are assured
in the near-term. It is recommended to borrow longitéar long-lived assets such as a new
building or permanent increase in current assets suchassroom supplies. Long-term debt
would be suitable in such a case to match the lifbef¢lated fixed asset. Long-term debt may
be paid from such sources as other debt, gifts, grantsmadated surplus of cash receipts over
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cash expenditures, or funds generated from operatiorisrnmediate-term debt may be used to
fund asset purchases until a mortgage or bond may bed issuantil a major fund raising
campaign is completed.

SEED CAPITAL
This is the money used to start an NPO. It is befor&ingrcapital is even raised. Seed funds
may be used to buy assets, perform a feasibility analgsiengage in test marketing. A high
interest rate or restrictions may be placed becaltse dnigher risk since the proposed NPO may
not materialize. It is not a viable entity yet, afidh@ney invested or lent may be lost.

JOINT VENTURES
An NPO may join with a commercial business in a progrdrhe commercial business partner
should preferably share the NPO's values. Each or @amdy may contribute staff, money,
physical resources, product development, marketing andbdisbm, and political contacts.
Often, the commercial business provides significant fuadsupport the NPO's activities. The
joint venture partners may be able to obtain more &blerfinancing terms.

INTERNALLY GENERATED FUNDS

The best source of funds is from currently, unregtdicoperations because it is internally
generated and does not involve any cost or limitatidhshows good operating performance.
Hard money is revenue that can be relied on with hagtamty such as college tuition for a
university. Soft money is revenue, which has some taiogy of being received such as gifts
and grants. Revenue may be obtained from many souncésding membership fees,

contributions, contracts, fees from admission to spevents, royalties, investment income,
sales of books, journals, newsletters, advertising spackeeducational programs.

ANNUAL MEMBERSHIP DUES
Membership dues may be used to pay operating and fund raising cdssstimulate
membership, perks should be offered such as a health arel giamt, credit cards, purchase
discounts, membership certificates and personal iteigs fens, hats).

SALES OF MERCHANDISE
Sales of merchandise may raise funds and is usually lmgesmall NPOs having a "narrow"
appeal with a lack of volunteers. Such sales are dijpito support operating expenses. A
ready market for the merchandise should exist. Twooagpes are to have a place of business
or to have volunteers going to neighbors (e.g., "golstcookies). It involves selecting what to
sell, its price, inventory level, and volunteer timeaitability. It is important to have an
agreement with the manufacturer to return unsold medit&n Costs are high because of the
cost of the product and low productivity.

TRADE CREDIT
Trade credit is accounts payable representing unpaid disigpliers (who are anxious to sell
their products). The NPO may stretch accounts payalilesifshort of cash. If the NPO pays
within the credit period, there is no interest charggutesenting free financing. For these
reasons, it is the best external financing source.
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Short-term credit is often used to finance temporargeasonal expansion of current
assets. It is a form of short-term loans. Tradeditris automatic and recurring. It's a
spontaneous financing source tied to the NPO's actiwigf.le

A volume (quantity) discount is a reduction in the ptioe NPO pays if a large quantity
of items is ordered. A larger order usually provides a higlgcount. Although a quantity
discount reduces the cost of buying supplies, it can inetb@scarrying cost of holding a greater
amount of supplies.

EXAMPLE 10.1

The NPO buys 100,000 items instead of 75,000. It will rece®® aliscount off the purchase
cost of $2 each. However, holding the higher level of esppvill increase carrying costs by
$3000. The larger order is justified as indicated below.

Savings due to discount ($100,000 x $2 x .02) $4000
Less: Increase in carrying cost 3000
Net advantage $1000

Many suppliers establish credit terms that authorize daslounts in exchange for early
payment of the amount bought. If the NPO takes advamtatyee cash discount, it will reduce
the purchase cost.

An opportunity cost is the net revenue the NPO loses bygtieg an alternative action. It
should typically take advantage of a discount offeredabgreditor because of the high
opportunity cost. If the NPO is short of funds to plagy supplier early, the NPO should borrow
the money when the interest rate of the loan iswedhe annual rate of the discount. For
example, if the terms of sale are 2/10, net/30, the N&8A days to pay the bill but will get a
2% discount if it pays in 10 days.

The following formula is used to compute the opportunity pescentage on an annual basis:

DiscountPercent « 360

Opportunity cost = _
10C- DiscountPercer N

where N = the number of days payment can be delayedrgyifg the cash discount. This
equals the number of days credit is outstanding lesdisheunt period.

The numerator of the first term (discount percenthéscost per dollar of credit, whereas
the denominator (100-discount percent) represents the moadlglde by forgoing the cash
discount. The second term represents the numbenes tihis cost is incurred in a year.

If the NPO selects not to pay within the discount perioshould hold on to the money
as long as possible. For example, if the terms are 8&L@0, it should not pay for 60 days.

EXAMPLE 10.2
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The opportunity cost of not taking a discount when thmgeare 3/15, net/60 is computed as
follows:
300 _ 3,360 54206

Opportunity cost = X =
PP 4 10C-3 6C-15 97 4k

A trade discount is a discount offered to a particulasbf customer such as a religious
educational center.

Table 10.1 presents the opportunity cost associated withgf&n pay within the discount
period specified.

TABLE 101

Credit Terms and Opportunity Costs

Credit Terms Opportunity Cost

2/10, net 30 36.7%

2/10, net 45 21.0

2/10, net 60 14.7

2/10, net 90 9.2
FUND RAISING

Fund raising is needed for success or even continuedreasté&und raising has the objective of
acquiring, retaining, and maximizing donors. Charitable dautidns are relied upon as a major
revenue source. More than $350 billion is donated to rharel million non-profits recognized
by the Internal Revenue Service. Fund raising methodefege combined. Funds may be
obtained from individuals, corporations, foundations] ather funding agencies. However,
most funds (about 85%) are obtained directly fromviidials. Corporate giving is only about
5% of total philanthropy. Here, gifts are obtained ominf personal relationships with top
executives. Cold letters do not work with corporate etrees. Foundations usually account for
only about 6% of total giving. Ask for more with the expgioin you will get less. Think big
not small!

Contributions may be unrestricted (for general suppottasic activities) or restricted
(spent only as stipulated by the donor).

In deciding on the amount of funds to raise, ask whigasmioney needed? How will the
money be spent? How long will the money be neededffo Wl benefit? Will the donor
receive publicity (e.g., in a newsletter, media expg8urélow will the community and social
needs be served? What programs will be implemented?

Development is the planned promotion of the NPO anabjfsctives to obtain public
financial support and participation. Fund development shibelldoordinated and cooperative.
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Fund raising requires clear and realistic goals, spegifins, and strategies. An inventory of
human and physical resources should be taken. The™pghton should be used for raising
funds from selected sources.

Successful fund raising may be achieved by the followingiutating and "moving"
solicitation letter, professional and detailed proposakgm®l contacts and base, relationships,
auctions, sound ideas, mass mailings, telemarketing, stallied radio and television ads.
Determine whether the cost associated with a fundhgaismmpaign would justify the expected
funds to be obtained.

The fund raising method should be appropriate and flexiblder the circumstances
considering the audience, cost, and need.

Fund raising is an ideal source of funding because thecepsincipal or interest
repayment required. Future earnings and reserves aliedhapt

A detailed fund raising plan is needed. Alternative sfiiate must be set forth to
accomplish the specified goal. There is a learning cimfand raising meaning that as more
experience is gained the time and cost required to ohifesrgg down. Gifts may be monetary
(cash) and nonmonetary (e.g., securities, real propeergonal property, royalties, insurance
policy with the NPO as beneficiary).

Goal Specification

An identifiable and quantitative purpose must be specifiéfthat specifically is the money to be
used for? Is it for an existing or new program? Whatebe will the program offer and to
whom? The purpose must match the donor's preferendesprégram must satisfy a need and
be salable to prospective donors. Creative ideas ast attactive. Enthusiasm must be
fostered. The proposed program must "fit" the ovenglanizational objectives. Otherwise, the
entity's credibility may suffer. Organizational pri@s must be enumerated and stuck to for
consistency.

Financial Aspects

Recordkeeping and processing of information is esserilahies received should be accurately
accounted for and donor restrictions on the money spdciixpenditures should be properly
documented, approved, and accounted for. Cost estimatakeforative strategies should be set
forth. Fund raising costs may be decreased by using ahtersources such as staff, volunteers,
mailing lists, office space, and computer facilities.

According to Jim Greenfield, Fund Raising Management: iatalg and Managing the
Fund Development Process (John Wiley, New York), nhdonal average is $0.20 in fund
raising costs to $1 donated. A reasonable and maximutionskip of cost to revenue should
be specified not only in total but also for each cosh.itédn example follows.

Cost per $1 Donated
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Reasonable Maximum Actual

Cost Iltem Percentage Percentage Percentage Reason
Direct mail renewal $.15 $.25 $.18
Capital campaign .08 12 15
Cost of benefit event .40 .50 .65

The excess of (1) actual over reasonable and (2) actgal maximum should be
explained. Reasons justifying actual being higher than expshtaild be provided.

The expected donor contributions should be determined bas#tk dast three or five
years' contributions. An average for a long time pelawdls out variability. A simple average
may be determined as follows.

EXAMPLE 10.3
An NPO has accumulated the donations received oveashéve years. It wants to estimate the

donations for the current year based on a simple-gsev&the last five years. The following
information is presented:

Year Donation
20X5 $120,000
20X4 100,000
20X3 110,000
20X2 90,000
20X1 115,000
Total $535,000

The simple-average is:

Total=  $535,000- $107,000
Years 5

Therefore, the expected contribution for the currerdryie $107,000. Instead of a
simple-average, a weighted-average may be more reali$tiis gives more weight to the most
recent years, which reflects higher current donatiows racent fund raising experience. |If a
five-year weighted-average is used, the last yearvisnga weight of 5 while the first year is
assigned a weight of 1. The computation follows usingstdmae information as in the prior

example.

Year Donation x  Weight = Total
20X9 $120,000 x 5 = $600,000
20X8 100,000 x 4 = 400,000
20X7 110,000 x 3 = 330,000
20X6 90,000 x 2 = 180,000
20X5 115,000 x 1 = 115,000
Total 15 $1,625,000
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Weighted-Average Donation (5 year period):

$1,625,000
15 = $108,333

Often for fund-raising purposes, the NPO will distributensnary financial data. It is
best not to show a significant excess of income owstscbecause this might discourage fund
raising. A condensed statement including donor restretimpresented in Table 10.2.

TABLE 102

Condensed Statement of Income and Expenses

Income:

Contracts $100,000

Grants 300,000

Contributions 500,000

Legacies 30,000

Investment income 50,000

Gain on sale of investments 20.000
Total income $1,000,000
Expenses:

Client services $200,000

Administration 160,000

Research 140,000
Total expenses 500,000
Excess of income over expenses $ 500.000
Excess restricted by donors $200,000
Unrestricted 300.000
Total $ 500,000

Legal Considerations

Laws related to fund raising must be adhered to so ameytspecializing in the area of fund
raising must be retained. Further, a donor restrigsidegally binding. The NPO must comply
with applicable tax laws and public reporting requiremefis. example, if gifted property is
sold within two years after receipt, IRS Form 8282 mudilde.

Budget

The written fund raising proposal should have supporting meatation including project
description and budget. The budget helps to determine the timabunoney required to
accomplish the goal. Obtain cost estimates fromdees) forecast payroll costs, estimate
operating expenses (e.g., rent, telephone) and undexakéenefit analysis. Prepare a budget
breaking down fixed, variable, and semi-variable costsed~tosts remain constant such as rent,
data processing, and insurance. Variable costs valyagiivity such as supplies, marketing
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brochures, labor, printing, and postage. Semi-varialdes@re both fixed and variable such as
telephone and utilities. The costs incurred shouldfyugte amount expected to be raised from
contributions. Determine a reasonable expense/revenaionship. Try not to exceed the

maximum percentage (e.g., 30%).

An illustrative budget for a fund-raising event followsosling projected revenue and
costs.

TABLE 103

Fund-Raising Event Income and Costs

Income

Registration fees $ 20,000

Sales of plaques, pins, clothing, etc. 6,000

Ads taken out 5,000

Sponsorship 15,000

Donations: general and specific 120.000

Total Income $166,000

Costs

Accounting $ 12,000

Legal 14,000

Video production costs 6,000

Printing and xeroxing 15,000

Hotel costs (e.g., rooms) 38,000

Food and liquor 11,000

Telephone 3,000

Postage 1,000

Consulting fees (e.g., public relations) 2,000

Data processing 500

Supplies 1.500

Total Expenses 104,000

Excess of income over expenses $ 62,000
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FIGURE 101

Fund-Raising Worksheet

Description: Priority Level:
ldentification Number: Target Dates:

Number of Prospective Donors:
Profile of Donors:
Dollar Goal:
Estimated Contributions:
Goals:
Objectives:
Needs:
Benefits:
Problems:
Main Competition for Funds:
Costs by Category:
Postage
Travel
Telephone
Etc.
Total Cost:
Estimated Profit:
Responsible Individuals:

Activities Name Due Date

Special Events

The event may be either to obtain money directlyoorecognize donors. Respected and well-
known people in the field should be invited to get more @pdiion and possible media
attention. A lot of planning, time, and execution are lmed. Examples are dances, fashion
shows, movies, and dinners. Volunteers should be ergmadirarhe cost of the event should not
be more than one-half of the amounts raised. GCastfii analysis for the event should be
undertaken.

Responsibility should be placed for control purposes sagiMr. X is in charge of
follow-up telephone calls.

Solicitation

An annual giving program strives for unrestricted, recurgifts. The campaign may occur
several times yearly or only at one time. Thera igarly solicitation program for short-term
needs. The objective is to receive funds to supporesupperations and to retain donors to
support future programs. A support constituency is needed includingduals, foundations,
companies, associations and societies, and governmerdut 806-85% of gifts are made by
individuals so concentration should be given to them.caBgse annual giving is based on
relationships, donor relations programs must be emploas&elicitation may be by mail,
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personal visit, or telephone call. A determination niaesimade of what form of solicitation is

best for a particular donor. For example, a foundagmguires a proposal, an individual (small
gift) may need direct mail, and an individual (largd)gi&quires personal visit. Let us consider
direct mail. Donor renewal may be better done (lesst) through direct mail than

telemarketing. If repeated mail solicitation gets nepomse, it may be followed up by
telemarketing.

Direct mail is sent to past and potential donors to sohwney and/or time. The
solicitation letter should be persuasive with a cleacr@son of the need and nature of request
along with supporting documentation, goals to be achievaduat solicited, and reason for
funds. A reply envelope should be provided. The morerddlaught, the less the response will
be. Direct mail is very costly especially in thartihg phase. The smaller the average gift, the
higher the percentage cost. A direct mail program resjaiosts of mailing, printing of a letter
and brochure, designing, and compilation. A mailing lisy maed to be bought such as from a
professional organization. Some mailing lists are saeh as from community residents.
"Inactive” donors who have not given for some timehmse never responding may be deleted
from the list. Direct mail cost can be minimizedatingh third class or bulk rate. First class
should be used only if timely response is required. Mailimfgrimation, such as ways to
expedite delivery via bar codes and costs may be obtainedrgcting the Superintendent of
Documents, Government Printing Office, Washington, D2G402-9371. The U.S. Postage
Service Domestic Mail Manual provides current regulatiand procedures regarding direct
mail.

Large donors should receive a personal telephone calisir Personal solicitation,
especially if the person asking for the funds is alyeaidbwn to the donor, works best. It is
harder to turn down a colleague, friend, or someone trustywgou know.

Advertising solicitation is usually for a special purpogavertising should be placed in
the media to reach the target audience and it shoukddraemotional appeal. The ad should be
carefully graphically designed with an important message.coupon should be included.
Advertising has a high cost to place.

Planned Giving

Planned giving is for substantial gifts and must be strugturéegal and accounting terms. It is
where people assign a percentage of their estate toNB@ upon death or during life as
stipulated in the will or living trust. Deferred giving is ukbydor endowment purposes. The
deferred gift is usually over a number of years. Fangle, a trust may pay income to the
donor and/or the beneficiaries over life. When tis¢ tiust beneficiary dies, the sum in the trust
passes to the charity.

Capital Campaign

This represents large donations (typically restricteasinfmajor donors to build a facility (e.g.,
child care center, library, dorm, hospital wing) or modaation thereto. It usually requires face-
to-face solicitation. Preferably, each member of ¢Ampaign should be asked for a donation
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before seeking donations from others. The capitalgyifsually paid in installments over several
years. Target dates must be set forth.

Collections

Collections may be in the form of canisters at casdisters, passing around a basket (e.g.,
religious institution), and door-to-door volunteer soliwda. Small amounts are received from
many contributors. A very limited amount of funds arsead. The cost is low because of
volunteer efforts.

Employee Giving
Employees may give time or money through payroll dedastio

Donor Relations

A database should consist of current and prospective slarmd personal information about

them that might assist in fund raising. The personfalrimation may consist of education,

experience, interests, etc. Prepare a list of ddmpnsossible amount. Potential donors to be
contracted include foundations, trade associations, profegsorganizations, government

agencies, and individuals. Make sure you contact thoseskvaiee your goals and concerns.
What are the donor's interests? What has the donor givie past and to whom? Does the
prospective donor's resources, interests, and objechash that of the NPO? What is unique
or important about your request? How will the donor betef., public relations, press release,
plaque, company name on building or laboratory, favoraiite-ups in local papers, endowed

chair, award or citation, framed certificate)? Condoctl and written surveys of donors to

obtain their views. Be sensitive to their requests.

Provide options for donor support or participation. Flgikyhis needed to obtain funding
or time because donors may place certain condibefare giving money or services. Try to get
follow-up pledges. Further, communicate the NPQO's tampkestatus so the donor knows the
contribution will be tax deductible.

In attempting to upgrade a donor to a higher gift levglemsonal telephone call or visit
may be appropriate. Try to obtain multiple gifts froime same donor yearly. Establish donor
clubs and membership drives. Recognize and reward donbesstitegy used should be based
on what would most motivate the donor.

The publication of a monthly newsletter may enhance farging and strengthen donor
relations. For example, a newsletter may be used iy tim¢ public of the donor's contribution.
Acknowledge receipt of donations through official copasdence including "thank you" letters
or cards, and personal telephone calls.

Some companies favor supporting community activities inr tiggiographic area.

Companies also tend to donate money to NPOs relateafpporate activities. An example is a
pharmaceutical company giving to a health care facility.
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Professional Management

Fund raising consultants may be hired. Fundraisers magidea specified fee, or a percentage
of funds raised, or some combination. Expense reimbersenseparately paid. You get what
you pay for in a professional fundraiser. In generabfgssionally managed fund raising

programs usually cost less, per dollar raised, than hmaade campaigns. It also results in faster
funds.

Committees

An advisory committee should be established including meshipe of accountants, auditors,
and attorneys to assure financial and legal aspects hese &ddressed. The Board of
Directors/Trustees sets forth priorities and objectivése marketing committee promotes the
fund-raising efforts to obtain donors. The fund raising cdtem consists of those with

contracts and personal relationships.

Trade and Professional Associations

A trade or professional association dealing with youres&iRO's activities may be contacted.
For example, the AICPA may provide support for an accogmirofessorship or a controversial
but important accounting area being researched.

Foundations
Foundations may be public or private. A foundation mayf@wrmed by companies and
individuals.

References for fund raising procedures and source$tad-oundation Directory and
Supplement and The National Directory of Corporate Giving.

References
Refer to industry information and publications in your fisltth as journals, magazines, and
newsletters. An example is those publications irhgredth services field.

Potential donors' names may be found in membership distether organizations,
publications related to the NPO's activities, real estatords, grant lists, volunteer rosters,
personnel in foundations, reference books, and meféigerees to donors.

Fundraisers should review business publications for posddners includingForbes,
Business Week, Money, Fortune, Harvard Business ReamglvtheWall Street JournalRefer
for legal matters to Bruce Hopkin$he Law of Fund Raisin@New York: John Wiley).

Sources of information to obtain corporate donatfotisw:
- Local Chamber of Commerce.
- Giving USA the annual report of information and trends on Ameripafanthropy

published by the American Association of Fund-Raising Cdunse
- The Taft Group, 12300 Twinbrook Parkway, Suite 450, RockWikyland 20852

194



- Who's Who in Business and Industiarquis Who's Who, 200 East Ohio Street, Chicago,
[llinois 60611.

- Standard and Poor's Register of Corporations.

- Directors and Executives.

- Moody's Industrial Manual.

- Dun and Bradstreet's Million Dollar Directory.

Resources

The use of external resources may aid fund raising sffuth as federal and local government
reports including statistical information, on-line datalsasend professional association data.
Resources for fund raising include:

- Society for Nonprofit Organizations, 6314 Odana Road, Suikadison, Wisconsin 537I9.
(608) 247-9777.

- The Grantsmanship Center, P.O. Box 17220, Los Angelggpthia 90017. (310) 482-9860.

- American Society of Association Executives, 1575ré&t N.W., Washington, D.C. 20005.
(202) 626-2723.

-The Chronicle of Philanthropyl255 23rd St., N.W., Suite 775, Washington, D.C. 20037.
(202) 466-1032.

- American Association of Fund Raising Counsel TrustRboilanthropy, 25 West 43rd St.,
New York, N.Y. 10036.

- National Society for Fund Raising Executives, 1101 King Stite 700, Alexandria,
Virginia 22314. (703) 684-0410.

- National Center for Nonprofit Boards, 2000 L Streegsiington, D.C. 20036

- Association for Healthcare Philanthropy, 313 Park AwenSuite 400, Falls Church,
Virginia 22046. (703) 532-6243.

Software
Fund raising software may be used such as:

- Fundraising Toolbox, 2221 East Lamar Boulevard, Suite 36(hgddn, Texas 76006. (800)
458-4392
- Fundware Systems, 3114 Thompson Ave., Des Moinesals®817. (515) 263-0817.

ADVANCES
Short-term financing may be achieved by receiving an advaetangr) against a contract or
grant. However, if the NPO decides at a later date ibnger wants the contract or grant, or in
fact unsatisfactorily performs, it may have to retimm advance.

GRANTS AND CONTRACTS
Grants may be received from companies, federal or locargment, foundations, and other
grant-giving organizations. A grant is difficult to getstlty, and a time consuming process.
Community foundations are the best opportunity to obdaimajor grant for local or regional
organizations. It should not be attempted unless the clafnaltaining it is above average.
What are the restrictions, if any, on grant funds?
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Grants are typically for specific projects or progranfn example is a grant for a new
show by a performing arts group. Another example is daakcksearch program undertaken by
a hospital through grant funds.

A thorough feasibility study should be undertaken beforcgrding with the grant
proposal. A decision on acceptance usually takes a ilmeg tGovernment grants are a volatile
means of financing and cannot be relied on consistenty ssurce of financing programs or
projects. Government funds usually involve restrictiang involve a lot of paperwork. Contact
the U.S. Office of Grants and Contracts for filing imf@tion. It may be easier in some cases to
obtain corporate grants. Examples of corporate faiomainclude Ford Motor, Exxon, and
General Electric. A listing of foundations is found @umulative List of Organizations
Describedin IRS publications. Also refer to the Foundation Centbe National Data Boofor
a list of foundations. The Foundation Center is locaed9 Fifth Avenue, New York, N.Y.
The telephone number is (201) 620-4230.

A grant proposal includes a budget, narrative informatowl a budget summary. The
budget narrative explains the budget figures. Itemizatiomaide of the major costs. The grant
proposal budget includes: personnel and fringe benefits, tragalpment (e.g., computers),
supplies, consulting fees, construction costs, indicests, telephone, insurance, licenses, and
miscellaneous costs.

The format for a proposal to obtain a grant is shawixhibit 10.2.

EXHIBIT 10.2

GRANT PROPOSAL FORMAT
Summary
Introduction
Statement of the Problem
Need
Objectives
Methods
Appraisal
Funding Request
Budget

Grant budget requests must be more detailed for governinantfoundations. An
illustrative budget is presented in Exhibit 10.3.

196



EXHIBIT 10.3

ILLUSTRATIVE BUDGET
GRANT PROPOSAL

1. Personnel
A. Salaries and Wages
Full-Time
Director
Counselors
Clerks
Volunteers
Social Work
B. Fringe Benefits
Health Care
Life Insurance
C. Consultants and Contract Services
Per-Day Honorarium
Accounting
Legal
Public Relations
2. Nonpersonnel
A. Rent
Office Space
Computer Equipment
B. Utilities
C. Maintenance Services
D. Renovations
E. Office Supplies
F. Xeroxing
G. Travel
Local
Out-of-Town
H. Telephones
I. Postage
J. Insurance
K. Professional Dues
L. Subscriptions
M. Publications
N. Other
TOTAL

An itemization is typically provided for major budgetedstso in supplementary
schedules. For example, the breakdown of salarieswages would include number of
employees, title, monthly salary or hourly rate, paccentage of time by project.
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ROYALTIES AND LICENSES
The NPO may receive funding by licensing its product (education television program) or
from sales of its books (e.g., bible).

GOVERNMENT LOANS
Loans may be available from government agencies andt dover interest rates relative to the
market, and are secured.

BANK LOANS
Bank loans may be short-term, intermediate-ternpmg-term.

SHORT-TERM LOANS
Short-term loans are for one year or less. The MR take out such a loan to make current
payments (e.g., for supplies, payroll). It improves theOY liquidity and cash flow.
Repayment may be from funds generated from operations.

A seasonal line of credit is when inventory or recealdre financed in one season of
the year and repaid in another season of the year iwthientory is sold or receivables collected.
The risk to the NPO is that it will not generate adegeash when required to pay the short-term
debt when due.

The NPO, in obtaining short-term loans, often relesome extent on cash flows from
fund raising activities to pay those loans.

INTEREST
It should be determined whether the interest applies tdebening or average loan balance.
What works best for the NPO depends on the patternrodwimg and repayment.

Interest on a loan may be paid either at maturity (argininterest) or in advance
(discounting the loan). When interest is paid in adeatize loan proceeds are reduced and the
effective (true) interest cost is increased.

EXAMPLE 10.4
An NPO borrows $100,000 at an 8% interest per annum and réggalgan one year later.

Interest = $100,000 x 0.08 = $8,000
The effective interest rate remains at 8%.

If the loan were discounted, the proceeds of the lcauidvoe smaller.
Proceeds = Principal - Interest
$92,000 =$100,000 - $8,000

In this case, the effective interest rate would be mighe
Effective interest rate = Interest$ 8,000= 8.7%
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Proceeds $92,000

COMPENSATING BALANCE
When an NPO borrows under a credit line, it may nedetép a deposit with the bank that does
not earn interest. The deposit is referred to as gensating balance and is expressed as a
percentage of the loan. The compensating balance ict @ff@eases the cost of the loan. A
compensating balance may also apply to the unused poftibe oredit line.

EXAMPLE 10.5
Assume the same information as the prior examplespxbere is a 10% compensating balance
requirement.

Compensating Balance = 100,000 x .10 = $10,000

Proceeds = Principal - Interest - Compensating Balance

$82,000 =$100,000 - $8,000 - $10,000

Effective Interest Rate = Interest$8,000= 9.8%
Proceeds ,36Q

EXAMPLE 10.6

An NPO borrows $400,000 and must keep a 12% compensating balradso has an unused
credit line of $200,000 for which a 10% compensating balanaedsired. The minimum
balance the NPO must maintain is:

($400,000 x .12) +  ($200,000 x.l0) = Minimum Balance
$48,000 + $20,000 = $68,000

Interest rates and compensating balance requirememesasecas the risk of the borrower
increases.

The amount of borrowing needed may be computed using tbeifod formula:
Amount of Loan Needed =
Peak Credit Need - Average Operational Need for Cashohp€nsating Balance Percentage

EXAMPLE 10.7

After preparing a cash budget, an NPO decides its sedsomalving need will be a peak of
$100,000 during a year. The compensating balance requirement isTi#mormal cash need
is $40,000.

The amount of loan needed to satisfy the peak credit seed i
$100,000 - $40,008 $60,000= $66,667
1 - .10 .90

PLEDGES RECEIVABLE AS SECURITY
An NPO can use pledges receivable as collateral forog-wrm borrowing. Pledges from
corporate donors are of higher quality than those fradividuals because the former are more
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likely to fulfill their promise due to greater financiadetling. Pledges must be writtenserve
as collateral. Oral pledges are not acceptable security

In general, banks will lend up to 75% of quality pledges usemblketeral. Because of
the greater uncertainty with pledges, the interest chtgged by the bank is usually about 3
percentage points above the prime interest rate. Atsoe is usually an administrative fee of
about 1% of the loan for pledged amounts.

INTERMEDIATE-TERM LOANS
Intermediate-term (or term) loans generally requibdateral and are paid over a number of
years (usually over one year but less than five years).

Will a financially strong member, community group, or otbeganization cosign a bank
loan to the NPO?

Intermediate-term loans are typically repaid in pedquiyments. The NPO should work
out an installment repayment schedule it is comfortabth, whether constant or irregular.
There may also be a balloon payment meaning the Igstgrd is significantly more than the
others.

Lenders will usually include restrictive loan provisionsksas prohibiting the NPO from
pledging certain assets to another lender (referred tonagaive pledge clause), preventing the
selling-off of certain assets, or keeping a minimum wagktapital (current assets less current
liabilities). These restrictions are designed to protieetlender but may tie the hands of the
NPO's management.

Intermediate-term bank loans may be obtained undeeali credit, revolving credit, or
on a transaction basis.

A line of credit is where the bank allows for a maximamount of credit to be extended
to the NPO over a specified time period (usually for ozer yenewal periods). The credit line
may be on a seasonal basis. The maximum credit ioald be the NPO's expected "peak"
need.

The line of credit may require a "clean up period" wtatdorrowings must be repaid.
They are often issued for one-year periods and mustrissvesl. Lines of credit may not be
appropriate for non-seasonal working capital purposeswhsh inflow will only be available
for over an extended time period. A line of credit maysbcured against the income from a
grant or contract.

A commitment fee may be charged by the bank on the drusion of the credit line.
This increases the effective financing cost.

EXAMPLE 10.8
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If the commitment fee is 0.25 percent and the unused direlis $1,000,000, the annual charge
is $2,500.

A revolving credit places a "ceiling" on the credit imiThe NPO borrows, repays, and
re-borrows as needed. The agreement is usually for thaneone year. In fact, it may run for
many years provided both parties live up to their arrangeméns best used if the NPO is
seasonal or experiences asset growth.

A revolving credit agreement may be financially suitaloledn NPO that engages in a
few large projects yearly. For example, a reliefteemay borrow under a revolving credit to
pay for urgently needed relief supplies when a disasteurscand may repay the loan from
anticipated donations. An example might be what ocdunréhe Oklahoma City bombing.

Loans may be taken out on a transaction basis fpeaific purpose. An example is
borrowing for funds to remodel the NPO's facilitiesheToan may be paid back from increased
membership fees due to the remodeling effort.

LONG-TERM LOANS
Long-term loans (usually more than 5 years) are to fmdmg-term assets (e.g., buildings) and
the permanent growth of working capital assets. Theyusually collateralized against the
property financed.

The NPO should never borrow long-term funds at thetg¢bom interest rates (if higher).
Short-term rates have built in higher administratiosts.

The NPO may benefit from a long loan repayment perigd small annual payments.
The NPO should stipulate the right to pay off the leanly without penalty. This may be
advisable when interest rates have decreased and thediP€bstitute low interest debt for its
high interest loan.

The repayment schedule should take into account thesNg&Sh flow ability, stability,
ability to obtain attractive financing, future spending needterest rate charged, and loan
restrictive provisions.

The NPO may need to prepare a business plan and doctioetdaobtain the loan.

BRIDGE FINANCING
A bridge loan is to be refinanced by another loan in tiberé. It is a temporary financing that
precedes permanent financing. An example is when an N&&€lsnto buy land before
constructing a new building and takes out a short-team to do so with the certain expectation
of receiving a 25- year mortgage from the bank.

EQUIPMENT FINANCING
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Equipment may be the collateral for a loan such agpotens bought with bank financing. The
loan is repaid by money generated from operations. Haweash flows may be uncertain.
There is a risk that the market value of the equipm&y decline because of obsolescence and
use. The value would be even lower in a forced salatgn.

CONSTRUCTION FINANCING
The construction loan is repaid usually from refinancinth\& mortgage. Such financing has
project risk to the NPO in that the funds may be iisieht, the building may not be completed
on time resulting in higher interest expense, constmugtosts may be higher than expected,
construction specifications have not been met, or exppguéemanent financing may not be
available.

LONG-TERM DEBT: MORTGAGES AND BONDS PAYABLE
Long-term debt is permanent financing. It is typicallygdae in installments over a long time
period. The two types of long-term debt are mortgage payadalecorporate bonds (for larger
NPOSs).

MORTGAGES
A mortgage is permanent, long-term financing to buy palperty (e.g., building). The
mortgage may be paid from rental income. The abilityefmay depends on the occupancy rate
of the premises. If mortgage payments are not maderoperty may be foreclosed on.

A blanket mortgage is when the lender has a lien orf #lleoNPO's real assets. An after
acquired clause is when real property acquired afterswaince of the mortgage represents
additional collateral for the loan.

BONDS PAYABLE
A bond is the written promise to repay a loan at a fpdatlate. The costs of a bond include
accounting and legal fees, brokerage fees, interest pateing costs, and insurance. Bonds
issued by NPOs have tax-exempt interest so the intetestnegy be lower than on conventional
loans. Bonds are only issued by large NPOs (e.g., haspitaversities).

The indenture describes the features of the bond issge (@myment dates, call
provisions, and restrictions). A bond may be securedtgage bond) or unsecured (debenture).

Bonds usually come in $1,000 denominations. Many bonds haugrities of 10 to 30
years.

EXAMPLE 10.9
An NPO issues a $100,000, 8%, 10-year bond. The semiannuasinparyment is $4,000
($100,000 x 8% x 6/12).

A bond issued at face value is said to be sold at 100%.bdhd is sold below its face
value (less than 100%)) it is issued at a discount. ¢ial lis issued above face value (more than
100%) it is issued at a premium.
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Why would an NPQO's bond be issued at a discount or premAitlm®d may be issued at
a discount when the interest rate on the bond is btHewprevailing market interest rate for that
type of security. It may also be issued at a discouthieifNPO is risky, or there is a very long
maturity period. A bond is issued at a premium wherogposite market conditions exist.

Revenue bonds are secured only against the income genfeoatetthe project financed.
Examples are hospital buildings, low-income housarg] dormitories. The revenue generated
Is expected to pay principal and interest in a timely Gashi Revenue bonds have a lower
interest rate and are issued on the capital markets.

Bonds may be refunded before maturity through the exedfia call privilege (if one
exists). A call feature in a bond enables the NPOtie né before the expiration date.

When future interest rates are expected to drop, pralision is recommended. Such a
provision enables the NPO to buy back the higher-intéxa@sd and issue a lower-interest one.

SOCIAL LENDERS

Social lenders include community organizations, foundationd, @her socially conscious

groups (e.g., environmentalists) that share similar viesvih@ NPO. These are referred to as
soft loans. The terms for such loans are usually nfaverable than conventional loans

including lower interest rates, less collateral requaets, and payment deferrals. However,
social lenders may place greater restrictions on fured hesause they are concerned with
fulfilling a socially conscious cause. For examplesaxial lender providing construction

financing for an educational center may restrict the daducgrograms by excluding those

dealing with remedial work.

FRIENDS AND FOUNDATIONS
Friends may provide funding or cosign loans for the Np#ticularly at the initial stages. They
are usually understanding, flexible, patient, and willingaleeton greater risk for a cause. For
example, concerned citizens may be receptive to prayon-interest loans to an NPO dealing
with handicapped children. Wealthy individuals and foundatioag also give attractive short-
term loans.

TRUSTEES AND OFFICERS
Loans may be received from trustees and officers. NIR® must be careful not to give the
appearance of a lack of independence or favorable treasuoefnll documentation is needed.
Such loans should be a last resort because they aredvigith suspicion.

NATIONAL OFFICES
A low cost loan on favorable terms may be availaldenfthe national office to which the NPO
is associated. An example might be a religioustirtsin.

INSURANCE COMPANY LOANS
Insurance companies typically provide longer-term lo&as tbanks and are a good source of
mortgage financing.
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Cash value of life insurance may be donated to the NBOrrowings can be made
against these policies. The insurance contract idectethe collateral for the loan. Advantages
are lower interest rates, and such loans do not haverepb@&. Upon death of the insured, the
principal and interest owed reduces the face value qidhey's proceeds.

LEASING
The NPO may lease property instead of buying it. Leasir@nialternative to long-term debt.
Leasing is generally better for larger NPOs such asitiadspnd universities. The NPO should
shop around for the best deal.

Advantages of leasing are:

- Lessor's expert service is available.

- Immediate cash outlay is not required.

- Usually there is a purchase option allowing the lesseebtain the property at a bargain
price at the lease expiration date.

- Fewer restrictions exist on a lease than a loan, [@inimum cash balance).

- Lessee minimizes obsolescence risk of property.

Disadvantages of leasing are:

- Higher cost in the long-term if the asset is puretdas
- Interest cost on a lease is usually more thamifeedst rate on a loan.
- Lessee may have to keep outdated property no longer neegle@denputer system).

RISK ANALYSIS
Risk considerations associated with financing may includerélason for the loan, repayment
source, nature of collateral, and time period. Riskeatgr with the more uncertainty associated
with repayment sources, longer maturity of assets bemagdied, and illiquidity of the security.
The wrong type of financing may be disastrous to the NR@hat will the impact of the
financing have on the NPQ's operations and its inabitityepay? Will the NPO lose some
control to the lender? Will important assets have tedi@ to make repayment? Will the lender
require a change in management? Figure 10.4 presents rigkiafal funding requirements and
sources.

SOFTWARE

Software programs exist to track donors, create budgeds fand reports, perform data
management functions, donor profiles, recordkeeping, paBparof reports, and donor giving
analysis. For computerized grant software refer to Dimrectory of Computer and High
Technology Grants published by Research Grant Guides,B8x01214, Loxahatchee, Florida
33470.

COST OF FINANCING
Lower cost of capital may be achieved by:
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- Pooling pension funds from many nonprofit employees {oanuNPO's bonds.
- Pooling a bond issue of several NPOs to share issuansts. The issue proceeds are
allocated proportionately.

TIMING OF FINANCING
Financing should be obtained at the right times. |4 ceeded to pay expenses until the
expected revenue is forthcoming? Is temporary financ@egled to complete a grant request or
contract that is highly probable? Can the loan be defram a predictable source? A
comparison should be made between the schedules gbalghent relative to the timing of cash
inflows.
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CHAPTER 11
MANAGING WORKING CAPITAL AND INVESTING SURPLUS FUNDS

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

Use working capital management effectively

Utilize a system for cash management.

Give examples of and explain the various cash modeitaale.
Understand how to taking advantage of a cash discount.

Develop banking relationships.

Facilitate the management of pledges and other recesabl
Prepare an inventory management process.

Develop strategies for investing surplus funds and ima# strategies
Detail the uses of other money-market (short-terndfireome) securities.
10 Compute the yield on securities

11. Choose money market funds.

12. Understand and explain the caveat about derivatives.

CoNoOO~WNE

In nonprofit organizations, management is often preocdupith its welfare objectives and
ignores the operations efficiency and operating cogta@lsn An operations-planning and
control framework is required for NPOs. They needtegrate available operations
management planning tools, such as time series forecasgigigggate production planning, ABC
analysis, and material requirements planning, to fawalib@tter demand and resource
management. The model's purpose is to provide managemiettettier resource planning and
a base of performance evaluation.

USING WORKING CAPITAL MANAGEMENT EFFECTIVELY

Effective management of working capital improves cdstd and minimizes the risk that the
NPO will run short of cash. By optimally managing casitcounts receivable, pledges
receivables, and inventory, an NPO can minimize guidiity risk. The amount invested in each
current asset may change daily and should be monitorefiibato ensure that funds are used in
the most productive way possible. Cash refers to currandydemand deposits; excess funds
may be invested in marketable securities. Cash managemvehtes accelerating cash inflow
and delaying cash outflow. Pledges and other receivables eraraginvolve donors with good
financial standing and speeding up collections. Inventory gamant involves having the
optimal order size at the right time.

CASH MANAGEMENT
The goal of cash management is to invest excess oashreturn and at the same time have
adequate liquidity. A proper cash balance, neither exeeswr deficient, should exist; for
example, nonprofit agencies with many bank accountsheaccumulating excessive balances.

207



Proper cash forecasting is particularly crucial in @ssion and is required to determine (1) the
optimal time to receive or pay funds and (2) the amountansfer daily between accounts. A
daily computerized listing of cash balances and transacgporting can let you know the
up-to-date cash balance so you can decide how best to Us@die You should also assess the
costs you are paying for banking services, looking at eambuat's cost.

When cash receipts and cash payments are highly synauloand predictable, your
nonprofit entity may keep smaller cash balances; i€lqliquidity is needed, it can invest in
marketable securities. Any additional cash should be iedest income producing securities
with maturities structured to provide the necessary liguid

At a minimum, an agency should hold in cash the greatdd) compensating balances
(deposits held by a bank to compensate it for providing ss)var (2) precautionary balances
(money held for emergency purposes) plus transaction leslagmoney to cover checks
outstanding). It must also hold enough cash to meeiity requirements.

A number of factors go into the decision on how meesh to hold, including the
organization's liquid assets, business risk, maturity daibdgy to borrow on short notice and on
favorable terms, and rate of return; economic conditiand the possibility of unexpected
problems, such as donor defaults.

Acceleration of Cash Inflow

To improve cash inflow, you should evaluate the causesi@fake corrective action for delays
in having cash receipts deposited. Ascertain the origirash receipts, how they are delivered,
and how cash is transferred from outlying accounts tonbtaen account. Also investigate

banking policy regarding availability of funds and the lengththe time lag between when a
check is received and when it is deposited.

The types of delays in processing checks are: (1) "raeit,f the time required for a
check to move from payor to payee; (2) "processing,fitla¢ time needed for the payee to enter
the payment; and (3) "deposit collection float," theetibtakes for a check to clear.

Figure 11.1 depicts the total float of a check.

FIGURE 11.1
FLOAT ON A CHECK ISSUED AND MAILED BY PAYOR TO PAYE E
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You should try out all possible ways to accekeraash receipts including the use of
lockboxes, return envelops, pre-authorized debits (PAD®, trvansfers, and depository transfer
checks.

Lockbox.A lockbox represents a way to place the optimum cadieghoint near payors.
Payments are mailed to strategic post office boxes geligedly situated to reduce mailing and
depositing time. Banks make collections from these d®exeral times a day and deposit the
funds to the agency’s account. They then prepare a comsibeg of payments received by
account and a daily total, which is forwarded to the NPO.

To determine the effectiveness of using a lockbox, yowuld determine the average face
value of checks received, the cost of operations elimihatducible processing overhead, and
the reduction in "mail float" days. Because per-itencpssing costs for lockboxes are typically
significant, it makes the most sense to use one fovmwne, high-dollar collections. However,
NPOs with high-volume, low-dollar receipts are usingnthemore and more as technological
advances lower their per-item cost.

Wholesale lockboxemre used for checks received from other organizations Asde,
the average dollar cash receipts are large, and the numhlbmash receipts is small. Many
wholesale lockboxes result in mail time reductionsnof more than one business day and
check-clearing time reductions of only a few tenths ¢f day. They are therefore most useful
for NPOs that have gross revenues of at least dewdlian dollars and that receive large checks
from distant constituents.

Return Enveloped?roviding return envelopes can accelerate payor remissimshe
return envelope, you can use bar codes, nine-digit coaders, or post office box numbers.
Another option is Accelerated Reply Mail (ARM), irhigh a unique "truncating” ZIP code is
assigned to payments, such as lockbox receivables.odleel cemittances are removed from the
postal system and processed by banks or third parties.
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Electronic Wire TransfersTo accelerate cash flow, you may transfer funds between
banks by wire transfers through computer terminal anghelge. Such transfers should be used
only for significant dollar amounts because wire trantfes are assessed by both the originating
and receiving banks. Wire transfers are best forangianization transfers, such as transfers to
and from investments, deposits to an account made thehgaiscare expected to clear, and
deposits made to any other account that requires immegiatiability of funds. They may also
be used to fund other types of checking accounts, suchyesligeccounts. In order to avoid
unnecessarily large balances in an account, you mayitfiuurda staggered basis. However, to
prevent an overdraft, you should make sure a balanceiain@d in another account at the
bank.

There are two types of wire transfers--preformattedcufring) and free-form
(nonrepetitive). Recurring transfers dot involve extensive authorization and are suitable for
ordinary transfers in which the NPO designates issuirtyraceiving banks and provides its
account number. Nonrecurring transfers require greateratoimcluding written confirmations
instead of telephone or computer terminal confirmations.

Depository Transfer Checks (DTC8aper or paperless depository checks may be used
to transfer funds between the NPO's bank accounts. Thaptdequire a signature, since the
check is payable to the bank for credit to the NPO's acc®Ir€s typically clear in one day.
Manual DTCs are preprinted checks that include all informatiocepk the amount and date;
automatedTCs are printed, as needed. It is usually best to udeatties printer since it is not
cost-effective for the NPO to purchase a printer. Aatiisrcheck preparation is advisable only
for NPOs that must prepare a large number of trankéks daily.

EXAMPLE 11.1
ABC Agency obtains average cash receipts of $200,000 per tagudlly takes five days from
the time a check is mailed until the funds are alsgldor use. The amount tied up by the delay
is:
5 days x $200,000 = $1,000,000

You can also calculate the return earned oatbeage cash balance.

EXAMPLE 11.2
An NPO’s weekly average cash balances are as follows:

Week Average Cash Balance

1 $12,000
2 17,000
3 10,000
4 15,000
Total $54,000

The monthly average cash balance is:

210



$54£,1000 — $13.500

If the annual interest rate is approximately 12 percéetimonthly return earned on the
average cash balance is:

$13,500 XO:L'—JZ'2 =$135

If you are thinking of establishing a lockbox to acekercash inflow, you will need to
determine the maximum monthly charge you will incur forgéevice.

EXAMPLE 11.3

It takes XYZ NPO about seven days to receive and depagients from clients. Therefore, it
is considering establishing a lockbox system. It expdwssystem to reduce the float time to
five days. Average daily collections are $500,000. The ratetofn is 12 percent.

The reduction in outstanding cash balances arfiing implementing the lockbox system is:
2 days x $500,000 = $1,000,000

The return that could be earned on these funds inrasyea
$1,000,000 x 0.12 = $120,000

The maximum monthly charge the NPO should paytha lockbox arrangement is
therefore:
$120000 = $10.000
12
You should compare the return earned on freed cashhetocost of the lockbox
arrangement to determine if using the lockbox is fir@lycadvantageous.

EXAMPLE 11.4

An NPO's financial officer is determining whether toiat® a lockbox arrangement that will
cost $150,000 annually. The daily average collections are $700)80® a lockbox will reduce
mailing and processing time by two days. The rate of resuta%.

Annual return on freed cash (14% x 2 x $700,000) $196,000
Annual cost $150,000
Net advantage of lockbox system $46,000

Sometimes you need to determine whether to swaoks in order to lower the overall
costs associated with a lockbox arrangement.

EXAMPLE 11.5
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You now have a lockbox arrangement in which Bank A len@5 million a day in returns for
an $800,000 compensating balance. You are thinking of cancelingrthigement and further
dividing your western region by entering into contracit wwvo other banks. Bank B will handle
$3 million a day in collections with a compensating bagamic$700,000, and Bank C will handle
$2 million a day with a compensating balance of $600,000. Goltecwill be half a day quicker

than they are now. Your return rate is 12%.

Accelerated cash receipts

($5 million per day x 0.5 day) $2,500,000
Increased compensating balance 500,000
Improved cash flow $2,000,000
Rate of return x0.12

Net annual savings $240,000

Delay of Cash Outlay

Delaying cash payments can help your company earn a gretten and have more cash
available. You should evaluate the payees and determimédb extent you can reasonably
stretch time limits without incurring finance chargesnopairing your credit rating.

There are many ways to delay cash payments, ingluntralizing payables, having
zero balance accounts, and paying by dratft.

-- Centralize Payables.You should centralize your NPQO's payable operatioaki#) make one
center responsible for making all payments--so that dalgtbe paid at the most profitable time
and so that the amount of disbursement float in teeE2esy may be ascertained.

-- Zero Balance Account (ZBAgash payments may be delayed by maintaining zero balance
accounts in one bank in which you maintain zero balaf@eall the NPO's disbursing units,
with funds being transferred in from a master accountegsled. The advantages of ZBAs are
that they allow better control over cash payments raduced excess cash balances in regional
banks. Use of ZBAs is an aggressive strategy thatnesjthe NPO to put funds into its payroll
and payables checking accounts only when it expects cheakear. However, watch out for
overdrafts and service charges.

-- Drafts. Payment drafts are another strategy for delaying disburden#&ith a draft, payment
iIs made when the draft is presented for collectiahédbank, which in turn goes to the issuer for
acceptance. When the draft is approved, the NPO depositkinds to the payee's account.
Because of this delay, you can maintain a lower chgckalance. Banks usually impose a
charge for drafts, and you must endure the inconveniericiesnoally approving them before
payment. Drafts can provide a measure of protection adgesst and theft because they must
be presented for inspection before payment.

-- Delay in Mail. Youwan delay cash payment by drawing checks on remote faugksa New
York NPO might use a Texas bank), thus ensuring thakshake longer to clear. You may also
mail checks from post offices that offer limited seevior at which mail must go through
numerous handling points. If you utilize the mail floabgerly, you can maintain higher actual
bank balances than book balances. For instanceuifwite checks averaging $200,000 per day
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and they take three days to clear, you will have $600,000 ($200,@)0nxyour checking
account for those three days, even though the mondyeleaisdeducted in your records.

-- Check Clearing Youcan use probability analysis to determine the expectedatatbecks to
clear. Probability is defined as the degree of likelihobat tsomething will happen and is
expressed as a percentage from 0 to 100. For examplielysthat not all payroll checks are
cashed on the payroll date, so you can deposit some fataisahd earn a return until the last
minute.

-- Delay Payment to Employee¥oucan reduce the frequency of payments to employees (e.g.,
expense account reimbursements, payrolls); for example,cgn institute a monthly payroll
rather than a weekly one. In this way, you have tleeofishe cash for a greater time period. You
can also disburse commissions on funds raised whepletiges are collected rather than when
the pledges are made. Finally, you can utilize noncash c¢wapen and remuneration methods
(e.g., distribute souvenirs instead of bonuses).

Other ways exist to delay cash payments. Instead ohgndikil payment on an invoice, you
can make partial payments. You can also delay paymentduesting additional information
about an invoice from the vendor before paying it. Anosikategy is to use a charge account to
lengthen the time between when you buy items and wberpgy for them. In any event, never
pay a bill before its due date.

EXAMPLE 11.6
Every two weeks the NPO disburses checks that average $5@h@Q@ake three days to clear.
You want to find out how much money can be saved anndahy itransfer of funds is delayed
from an interest-bearing account that pays 0.0384 percedagdannual rate of 14 percent) for
those three days.
$500,000 x (0.000384 x 3) = $576
The savings per year is $576 x 26 (yearly payrolls) =9854,

A cash management system is shown in Table 1.

CASH MODELS
A number of mathematical models have been developed st #iss financial manager in
distributing an agency so that they provide a maximummetuthe agency. A model developed
by William Baumol can determine the optimum amount ashc for an entity to hold under
conditions of certainty. The objective is to minimi® sum of the fixed costs of transactions
and the opportunity cost (return forgone) of holding cashno&s that do not yield a return.
These costs are expressed as:
F@HQ

C 2

where F = the fixed cost of a transaction
T = the total cash needed for the time period lvea
I = the interest rate on marketable securities
C = cash balance (or transaction size)
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C*= optimal level of cash

The optimal level of cash is determined ushegfollowing formula:

A cash management system is shown in Table 11.1.

TABLE 11.1

CASH MANAGEMENT SYSTEM
Acceleration of Cash Receipts Delay of Cash Payments
Lockbox Delay Frequency of Paying Employeegs
Concentration Banking Pay by Draft
Pre-Authorized Checks Requisition more Frequently
Pre-Addressed Stamped Disbursing Float
Envelopes Make Partial Payments
Obtain Deposits on Large Use Charge Accounts
Orders
Charge Interest on Overdue
Receivables Lock-Box System

EXAMPLE 11.7

The United Way estimates a cash need for $4,00Q080a one-month period during which the
cash account is expected to be disbursed at aactnstte. The opportunity interest rate is 6
percent per annum, or 0.5 percent for an one-mpetiod. The transaction cost each time you
borrow or withdraw is $100.

According to the Baumol's model, the optimal tract®on size (the optimal borrowing or
withdrawal lot size) and the number of transactipms should make during the month follow:

o= [T \/2(100)(4'00Q000):$4oo,ooo
| 0.0005

The optimal transaction size is $400,000.
The average cash balance is:

C*  =$400,000- $200,000
2 2

The number of transactions required is:
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$4,000,006 10 transactions during the month.
$400,000

There is also a model for cash management whem jgagments are uncertain. The
Miller-Orr model places upper and lower limits oash balances. When the upper limit is
reached, a transfer of cash to marketable seaiigienade; when the lower limit is reached, a
transfer from securities to cash occurs. No tramsaoccurs as long as the cash balance stays
within the limits.

Factors taken into account in the Miller-Orr mode¢ the fixed costs of a securities
transaction (F), assumed to be the same for bugsngell as selling; the daily interest rate on
marketable securities (i); and the variance ofydaiét cash flows @®)--(o is sigma). The
objective is to meet cash requirements at the lbwessible cost. A major assumption of this
model is the randomness of cash flows. The cohitndls in the Miller-Orr model are "d" dollars
as an upper limit and zero dollars at the loweittliwhen the cash balance reaches the upper
level, d less z dollars (optimal cash balance) edusties are bought, and the new balance
becomes z dollars. When the cash balance equals zelollars of securities are sold and the
new balance again reaches z. Of course, in pragteeninimum cash balance is established at
an amount greater than zero because of delayansfér; the higher minimum in effect acts as a
safety buffer.

The optimal cash balance z is computed asvist!
7 = 3F02

The optimal value for d is computed as 3z.
The average cash balance approximage;é@.

EXAMPLE 11.8
You wish to use the Miller-Orr model. The followingformation is supplied:

Fixed cost of a securities transaction $10
Variance of daily net cash flows $50
Daily interest rate on securities (10%/360) 0.0003

The optimal cash balance, the upper limit ashc needed, and the average cash balance
follow:

_,/ 31060 _ ,/310(50 _ 5 1500 _ |
_1/4(0-0003_ \/0.0012 00012 /12500000

= $102
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The optimal cash balance is $102; the upper lisn#306 (3 x $102); and the average

cash balance is $1 102;$306) )

When the upper limit of $306 is reached, $204 edusities ($306 - $102) will be
purchased to bring the account to the optimal tasdince of $102. When the lower limit of zero
dollars is reached, $102 of securities will be golégain bring it to the optimal cash balance of
$102.

TAKING ADVANTAGE OF A CASH DISCOUNT
Many suppliers typically offer lower unit pricesphyment is made within a specified period.
The agency should generally take advantage offadiasount offered for early payment
because failing to do so results in a high oppastuwwost. The cost of not taking a discount
equals:

DiscountPercent X 360
10C - DiscountPercer N

EXAMPLE 11.9
Assume a $1,000 invoice with credit terms of 2fi€t/30. You fail to take the discount and pay
the bill on the thirtieth day. The cost of the dmisnt is:

20,360 _ 36 7

$980 20

Thus you would be better off taking the discourgreif you needed to borrow the money from
the bank, since the opportunity cost is 36.7 perddme interest rate on a bank loan would be far
less.

BANKING RELATIONSHIPS
Before establishing a relationship with a bank, ghould appraise its financial soundness by
checking the ratings compiled by financial adviseeyvices such as Moody's and Standard &
Poor's. Your NPO may want to limit its total depesat any one bank to no more than the
amount insured by the Federal Deposit Insurancedzation, especially if the bank is having
difficulties. You should check out for additionatérest earnings from improved yield, resulting
in overall increase in amount available for investin

You may also decide to use different banks fofed#nt services. In selecting a bank,
consider location (which affects lockboxes and alisbment points), type and cost of services,
and availability of funds.

You may undertake a bank account analysis by cangpéhe value of the NPO balance
maintained at the bank to the service charges iath@s compensating balances. Banks will
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provide such analyses for you, if you wish, but gbould scrutinize a bank's analysis closely to
be sure it is accurate. Also check out additioeaVvises provided for the same amount of bank
charges.

Most checks clear in one business day; a cledmmg of three or more business days is
rare. Try to arrange for the financial institutimngive same-day credit on deposits received prior
to a specified cutoff time. If the deposit is maoier the counter, the funds may not be
immediately available; if the deposit is made eapugh, especially through a lockbox, they
may be.

MANAGEMENT OF PLEDGES AND OTHER RECEIVABLES
Many NPOs have uncollected pledges sitting on theaks. Knowing how to secure and collect
on pledges is a difficult task, but is a major seuof cash. Managing pledges by donors and
speeding effort is essential. Grants receivableseindar to pledges, even though they may be a
little more collectible than pledges because theydtto stem from a formalized route than
individuals. Receivables due from insiders and s\aded loan receivables also need to be
carefully scrutinized.

INVENTORY MANAGEMENT
The purpose of inventory management is to develolicips that will achieve an optimal
inventory investment. Successful inventory managgmenimizes inventory and lowers cost.
It is important to create a sound inventory consydtem. The first step in this effort is to decide
what to stock. Decisions should be based on impoetaof demand, rate of use, cost, and
availability. For instance, a high-value, slow-mayitem that can readily be acquired should not
be stocked unless it has a high demand. On thea b#ed, a low-value, fast-moving, high
demand, or easily available item should be stocké&e. second is to know how much to order
and when to reorder.

Investment in Inventory
You should consider the average investment in itorgn which equals the average inventory
balance times the per unit cost.

EXAMPLE 11.10
An NPO places an order for 5,000 units at the begof the year. Each unit costs $10. The
average investment is:

Average inventory (a) 2,500 units
Unit cost,$ x $10
Average investment $25,000

Quantity(Q) _ 5,000

(@) 5 5

To get an average, add the beginning balancetendrding balance and then divide by
2. This gives the mid-value.
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The more frequently an NPO places an orderlaiver the average investment.

Determining Carrying and Ordering Costs
You want to determine the costs for planning, faiag, record keeping, and control associated
with inventory. Once inventory costs are known, yam compute the amount of timeliness of
financing.

Inventory carrying costs include warehousing, hiagd insurance, and the opportunity
cost of holding inventory. A provisional cost fopalage and obsolescence should also be
included in the analysis. The more the inventond hie greater the carrying cost. Carrying cost
equals:

Carrying Cost :% xC
Q

whereE represents average quantity and C is the carposgper unit.

A knowledge of inventory carrying costs wiklp you determine which items are worth
storing. Inventory ordering costs are the costsplacing an order and receiving the
merchandise. They include freight and the clermasts incurred in placing the order. To
minimize ordering you should enter the fewest numtieorders possible. In the case of
produced items, ordering cost also includes scimeglobst. Ordering cost equals:

Ordering Cost % x P

where S = total usage, Q = quantity per order,Rrdcost of placing an order.

The total inventory cost is therefore:
QC SP
~ 4+ =
2 C
A knowledge of ordering costs helps you dedmbw many orders you should place
during the period to suit your needs.

A tradeoff exists between ordering and carryingt€oA large order quantity increases
carrying costs but lowers ordering cost.

Economic Order Quantity (EOQ)
The economic order quantity (EOQ) is the optimunoam of goods to order each time to
minimize total inventory costs. EOQ analysis shduddapplied to every product that represents
a significant proportion of sales.

2SP
EOQ=, =25
=y

The EOQ model assumes:
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-- Demand is constant and known with certainty.

-- Depletion of stock is linear and constant.

-- No discount is allowed for quantity purchases.

-- Lead time, the time interval between placingoader and receiving delivery, is a constant
(that is, stockout is not possible).

The number of orders for a period is the usagel{gjed by the EOQ.
Figure 11.2 graphically shows the EOQ point.

FIGURE 11.2
THE EOQ POINT

Cost

(dollars) Total cost

Carrying cost

Ordering cost

EOQ

Order size (units)

In the next two examples, we compute foradpct the EOQ, the number of orders, and
the number of days that should elapse before tkieander is placed.

EXAMPLE 11.11

A charity uses 1,600 oil filters yearly for its miog trucks. The cost of placing an order is $5.00.
The unit cost is $3.50. The carrying cost is 20ceet, and the carrying cost per unit is $0.70
($20% x $3.50). The charity wants to know how frewfly to place orders to lower its costs.

Note:
S = 1,600 filters per year
P = $5.00 per order
C = $0.70 per unit

2SP _ \/2(160()(5) _

EOQ:\/ c Y 722857 =150 filters
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The number of orders each year is:

_S _1600_ 1067
EOQ 150

Therefore, an order should be placed almostyewionth (255/10.67=24 days)

The Reorder Point
The reorder point (ROP) is a signal that tells wdwen to place an order. Calculating the reorder
point requires knowledge of the lead time betweeteinand receipt of merchandise. It may be
influenced by the months of supply or total doliilings on inventory to be held or the
inventory to be ordered.

Reorder point is computed as follows:
ROP = lead time x average usage per unit of tirhex£S/working days)

This reveals the inventory level at which a neweorshould be placed. If a safety stock is
needed, add to the ROP, as follows:

ROP =L x (S/working days) + (M - A)

where M=most used during lead time period
A=average used during lead time period

You have to know at what inventory level you sdgulace an order to reduce inventory
costs and have an adequate stock of goods witthwisatisfy client or patron orders.

EXAMPLE 11.12
In Example 11.11, assume 255 working days in a,\@ad each order requires three working
weeks of lead time. What is the reorder point? fHoeder point is:

3 weeks xﬂ =3x627=19 filters

255 week:
When the inventory level drops to 19 uniteeav order should be placed.

EXAMPLE 11.13
The most oil filters used during any three-weekeorperiods was 30. The average or expected
rate of use is 18 filters (6 x 3). What is the dmrpoint? The reorder point is:

3 weeks xﬂ + (30-18) =3x 627+12 =231 filters
255 week:
Quantity Discount
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You may be entitled to a quantity discount whencpasing large orders. The discount reduces
the cost of materials.

EXAMPLE 11.14
An NPO purchases 1,000 units of an item havingtapliice of $10 each. The quantity discount
is 5 percent. The net cost of the item is:

Acquisition cost (1,000 x $10) $10,000
Less: Discount (0.05 x $10,000) __ 500
Net cost $ 9,500

INVESTING SURPLUS FUNDS AND INVESTMENT STRATEGIES
NPOs must place an increasing emphasis on enstirdtgong-range plans are in place. As a
part of strategic planning and after extensiverfeial analysis, they should establish investment
strategies for surplus funds. For example, an tmwest plan may put funds in growth
investments rather than fixed-income vehicles, @epgkup with inflation and operating needs
over a longer period.

You do not want to be in the situation many in tlo@-profit (sector) face when they use
up their resources. It is critical to be proactivather than waiting for something negative to
happen in the future.

This section covers how to manage a NPO’s surmugdity funds. An organization's
surplus funds or idle cash are usually considerdg @f a temporary nature. The funds should be
made available to cover a shortfall in cash flonmarking capital or to serve as a reservoir for
capital spending and acquisition. Most CFOs of NRB@Gmuld be conservative (not speculative)
when considering investing idle cash in financiedwsities since the money should be on hand
without loss in value of the funds when needed.

How Is This Surplus Cash Used?
Generally, there are three choices:

1. Investing in marketable securities.
2. Reducing outstanding debt.
3. Increasing compensating balances at banks.

What Are the Factors To Be Considered in Investment Désions?
Consideration should be given to safety of principaeld and risk, stability of income,
marketability/liquidity, and maturity.

Security of principallt is the degree of risk involved in a particulavestment. The agency
will not want to lose part or all of the initialiastment. Security is usually given the highesirpy
for nonprofit organizations.

Yield and risk The primary purpose of investing is to earn arrebn invested money in the
form of: interest, dividends, and capital appreasiatMany nonprofits have increased their effoots t
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monitor cash balances to ensure that surplus sasyested immediately. However, increasing total
returns would entail greater investment risks. Thield and degree of risk are directly related.
Greater risk also means sacrificing security ai@pal. CFOs of nonprofits generally rank yield as
the least important of all the criteria in selegtan investment vehicle.

Stability of incomeWhen steady income is the most important corgither, money market
investments should be emphasized. U.S. Treasllsyale considered the most stable of all money
market instruments, mainly because they are bablgethe full faith and credit of the federal
government.

Marketability and liquidity It is the ability to find a ready market to disppwhen needed,
of the investment at the right price. Marketabiliidity varies among money market instruments,
depending not only on the stability of the instraméut also on the extent that the active secgndar
market is available. T-bills, for example, are picadly free from risk and enjoy an active market.

Maturity. One way to get around the liquidity/marketapifiroblem and hope to obtain a
higher yield is to time maturities so that secesitmature at time when cash is needed. In other
words, the maturity dates and the dates when fanelsdesired need to be synchronized. For
example, part of the investment holdings may benadted for capital projects, and part for
anticipated operating expenses. It would not belifficult to time maturities, since securities cem
in different maturity periods, such as 1-month, @dths, 1 year, or 5 years.

What Are the Questions To Be Asked for the Formulatiorof Investment Strategies?
In developing the agency’s investment strategyillitbe advisable to ask the following questions:

-How much excess money will be available to invastd for how long? Cash flow
projections should be made on a conservative bastder to determine available funds for
investment. A cash budget should produce an egtiofain NPO’s needs for cash disbursement by
months or weeks. Such an estimate would allow th® @ determine what portion of the cash
balances can be invested and how long.

-What proportions of funds does the NPO want safé liquid? Nonprofit CFOs can not
afford to risk their funds. Is there a portion admey available for more aggressive investing? When
the timing for cash needs is uncertain, funds nmesteld in short-term and liquid securities.
Investment with longer maturities tends to offeghar yields but less liquidity. Nonprofit charters
may place restrictions and limitations on theireisivnent policy.

-What should be the mix of investments for divieaiion? Diversification can be in terms
of the number of vehicles as well as their maesitDifferent investments can be timed to mature
when the funds are needed for operating expenséstrulating an investment strategy, the CFO
should investigate the investment vehicles avalabthe market, determine their relative yields fo
maturities required, and assess the differencesknassociated with them. On the basis of an
overall assessment, a policy should be establiashddsubmitted for amvestment committefer
review and approval.

What Are the Types of Securities?
Securities cover a broad range of investment ingnts, including common stocks, preferred
stocks, bonds, and options. There are two broaeheaes of securities available to investors:
equity securities, which represent ownership ofoaganization, and debt (or fixed income)
securities, which represent a loan from the inve&ioan organization or a government. Fixed
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income securities generally stress current fixezcbnme and offer little or no opportunity for
appreciation in value. They are usually liquid dmehr less market risk than other types of
investments. This type of investment performs weling stable economic conditions and lower
inflation. Examples of fixed income securities ud#: corporate bonds, government securities,
mortgage-backed securities, preferred stocks, andeyn market (short-term debt) securities.
Nonprofit financial managers must be knowledgeadteut each investment instrument with
respect to its liquidity, risk, and yield. Tabl&.2 ranks the investment options according to their
relative liquidity and risk. Deciding on which irstenent vehicle to use will depend upon an
agency'’s investment policy, tolerance for risk, #r&lamount of cash available for investment.

TABLE 11.2
INVESTMENT VEHICLES AS TO LIQUIDITY AND YIELD
Degree of Liquidity Degree of Risk
Cash Overnight repurchase Risk-free State investment pools
agreements
State investment pools Bank deposits (up to $100,000)
Treasury bills U.S. Treasury bills, notes and
bonds
Other treasuries U.S. government agencies
U.S. government agencies U.S. Treasury repos
Banker’s acceptances Banker’s acceptances
Negotiable CDs Collateralized bank CDs
Commercial paper Commercial paper
Nonnegotiable bank CDs Higher-risk ~ Bank CDs
(uninsured/uncollateralized)
Long-term government
bonds
llliquid U.S. agency bonds

Source: Adapted from Girard Miller, Investing Public Funds (Chicago: Government Finance Officers Association, 1986),
pp. 119-29.

Each type of security has not only distinct cheastics, but also advantages and
disadvantages which vary by an investor. This @ecfocuses on investing in money market
securities and government securities, since theytla®@ most popular and secure investment
instruments available to nonprofit organizations.

How About Mortgage-Backed Securities?
A mortgage-backed security is a share in an orgdmpol of residential mortgages. Some are pass-
through securities where the principal and intgpagiments on them are passed through to holders,
usually monthly. There are several kinds of morégbgcked securities. They include:

223



(a) Government National Mortgage Association (GNMA - Girviae) securities. GNMA
primarily issues pass-through securities. Thesergies pass through all payments of interest and
principal received on a pool of federally insuredrtgage loans. GNMA guarantees that all
payments of principal and interest will be madetlm mortgages on a timely basis. Since many
mortgages are repaid before maturity, investor&NMMA pools usually recover most of their
principal investment well ahead of schedule. Gilvige is considered an excellent investment. The
higher yields, coupled with the U.S. governmentrgogee, provide a competitive edge over other
intermediate-term to long-term securities issuethbyU.S. government and other agencies.

(b) Federal Home Loan Mortgage Corporation (FHLMC - Freddiadylecurities. Freddie
Mac was established to provide a secondary magketdnventional mortgages. It can purchase
conventional mortgages for its own portfolio. FredMac also issues pass-through securities--
called participation certificates (PCs)--and gutgad mortgage certificates (GMCs) that resemble
bonds. Freddie Mac securities do not carry diregegiment guarantees and are subject to state and
federal income tax.

(c) Federal National Mortgage Association (FNMA - Fannie Msecurities. The FNMA is
a publicly held corporation whose goal is to prevasecondary market for government-guaranteed
mortgages. It does so by financing its purchasediyng debentures with maturities of several
years and short-term discount notes from 30 tod26@ to private investors. The FNMA securities
are not government guaranteed and are an unsembiigdtion of the issuer. For this reason, they
often provide considerably higher yields than Toeasecurities.

(d) Collaterized mortgage obligations (CMPE£MOs are mortgage-backed securities that
separate mortgage pools into short-, medium-, amg-ferm portions. Investors can choose
between short-term pools (such as 5-year pools)oauggterm pools (such as 20-year pools).

Mortgage-backed securities enjoy liquidity andghldegree of safety since they are either
government-sponsored or otherwise insured. Thesengortant features for NPO investors.

Other Money-Market (Short-Term Fixed Income) Securitie®
Besides bonds and mortgage-backed securitiese tare other significant forms of debt
instruments from which NPO investors may choose they are primarily short-term in nature.

Certificates of deposit (CDsThese safe instruments are issued by commeiandisband
thrift institutions and have traditionally beenamounts of $10,000 or $100,000 (jumbo CDs). CDs
have a fixed maturity period varying from severanihs to many years. However, there is a
penalty for cashing in the certificate prior to thaturity date.

. Repurchase agreements (repd2epurchase agreements is a form of loan in wiheh
borrower sells securities (such as government siesuand other marketable securities) to the
lender, but simultaneously contracts to repurchi@ssame securities either on call or on a spécifie
date at a price that will produce an agreed yietat.example, an investment officer agrees to buy a
90-day Treasury bill from a bank at a price tod/iélpercent with a contract to buy the bills back
one day later. Repos are attractive to NPO invedtecause, unlike demand deposits, repos pay
explicit interest and it may be difficult to locateone-day-maturity government security. Although
repos can be a sound investment, it will cost tothem (such as bank safekeeping fees, legal fees,
and paperwork).

. Banker's acceptances (BA®#\ banker's acceptance is a draft drawn on a lmnk
corporation to pay for merchandise. The draft psasipayment of a certain sum of money to its
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holder at some future date. What makes BAs unijtigat by prearrangement a bank accepts them,
thereby guaranteeing their payment at the stateel filost BAs arise in foreign trade transactions.
The most common maturity for BAs is three monthibpagh they can have maturities of up to 270
days. Their typical denominations are $500,000&indhillion. BAs offer the following advantages
as an investment vehicle:

. Safety.

. Negotiability.

. Liquidity since an active secondary market f@triuments of $1 million or more exists

. BAs offer several basis points higher yield adrthan those of T-bills.

. Smaller investment amount producing a yield Isinto that of a CD with a comparable
face value.

. Commercial paperCommercial paper is issued by large corporationthe public. It
usually comes in minimum denominations of $25,00€epresents an unsecured promissory note.
It usually carries a higher yield than small CDeeTmaturity is usually 30, 60, and 90 days. The
degree of risk depends on the NPQO's credit rating.

. Treasury bills Treasury bills have a maximum maturity of oneryaad common
maturities of 91 and 182 days. They trade in mimmunits of $10,000. They do not pay interest in
the traditional sense; they are sold at a discoamd, redeemed when the maturity date comes
around, at face value. T-bills are extremely ligundthat there is an active secondary or resale
market for these securities. T-bills have an extigriow risk because they are backed by the U.S.
government. Table 11.3 summarizes the money maskett-term instruments most widely used
by NPOs against the characteristics described atdnweerstanding the unique features of each
type of security available to NPOs is criticallve formulation of prudent investment strategies.

HOW TO COMPUTE THE YIELD ON SECURITIES
Nonprofit financial managers should know how to pate key investment-related statistics such as
the yield on various securities. For example, somsieuments are bought on a premium or discount
basis.

Yields on discount securities such as T-billscaleulated using the formula:

where P1=redemption price, PO=purchase price, andturity in days

EXAMPLE 11.15
Assume that P1=$10,000, P0=$9,800, and n=91 dags the T-bill yield is:

$10,000 - $9,800 360 $200
----------------- X - = -  x3.956 =.080Z 8.07%
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You can either hold T-bills to maturity or seleth in open markets. Moreover, you can buy
already issued securities in the so-called secgndarket. Trading in the secondary market occurs
any time during normal business hours. Newspaerdgnely report what is bid, asked, and the
yield. You can calculate the purchase price ofl@llTin the secondary market on a discount basis,
as follows:

d= - x db and PO =$100-d

where  d = full discount per $100 maturity value
n =days to maturity
db=discount basis (%)
PO=purchase price

EXAMPLE 11.16
An agency buys a T-bill due in 250 days on an 8df€éount basis. What is the purchase price?

d= - xdb= - X 8.7% = 6.21% = $6.21 [$r00 maturity value

PO =$100 - d = $100 - $6.21 = $93.79 per $10&epri

What if an agency sells T-bills prior to maturdttydiscount rates different from the original
discount basis. Then the holding period return (HPBtter known as annualized bond equivalent
yield (BEY), can be calculated, using the formula:

S-P 365
BEY= = - X - x100
P N

where  S=price at sales
P=price at purchase
N=number of days held (holding period)

EXAMPLE 11.17
A 250-day bill was purchased at an 8.7% discoudtvaas sold at 8.6% discount after a 30-day
holding period. What is the BEY?
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We know N=30 days and P (the purchase price) =789@rom Example 16). First, we
must compute S, which is the price of a 220-dayll250 days -30 days) at 8.6% discount.

d= - xdb= - X 8.6% = 5.26% = $5.26r1$100 maturity value

S=P0 =$100 - d = $100 - $5.26 = $94.74 per $ite.

In other words, the 220-day T-bill sold at 8.6%cdignt is priced at $94.74.

$94.74 - $93.79 365
=] ) = — X -~ x100=12.32%
$93.79 30

HOW DO YOU CHOOSE MONEY MARKET FUNDS?
Money market funds are a special form of mutualdéunThe investor can own a portfolio of
high-yielding CDs, T-bills, and other similar setias of short-term nature, with a small amount to
invest. There is a great deal of liquidity and iftlity in withdrawing funds through check-writing
privileges. Money market funds are considered wenyservative, because most of the securities
purchased by the funds are quite safe. This iegdyfsuitable for NPOs.

Money market mutual funds invest in short-termagawment securities, commercial paper,
and certificates of deposits. They provide moretgadf principal than other mutual funds since net
asset value never fluctuates. Each share hassaswitvalue of $1.

The yield, however, fluctuates daily. The advaetagye:
-Money market funds are no-load.
-There may be a low deposit in these funds.
-The fund is a form of checking account.

The disadvantage is that the deposit in thesesfisidot insured as it is in a money market
account or other federally insured deposit in banks

Table 11.3 summarizes the money market instrunasatitable to nonprofit CFOs and their

main characteristics. Understanding the uniquieifea of each type of security is critical to the
formulation of prudent investment strategies.
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Investment Obligation
Instrument Issuer Denomination Maturities Marketability Yield Basis Comments/Restrictions
U.S. Treasury bills U.sS. $10,000 to 3,6,9,and 12 Excellent Discounted on 365-day Popular investment. Can be
government $1 million months secondary basis. Also offered as tax purchased in secondary
obligations market anticipation bills through market for varying
special auctions. maturities.
Repurchase Commercial $100,000 Overnight No secondary Established as part of Open: can liquidate at any
agreements banks minimum minimum; 1— market purchase agreement. time. Fixed: maturity set
21 days Yield generally close to for specific period.
common prevailing federal rates.
Negotiable Commercial $500,000 to Unlimited; 30- Active Interest maturity on Backed by credit of the
certificates of banks $1 million day minimum secondary 360-day basis. issuing bank.
deposit market
Nonnegotiable Commercial $1,000 30-day Limited Interest maturity on Lower interest rates for
certificates of banks and minimum minimum secondary 365-day basis. amounts under $100,000;
deposit savings and (usually market 90-day interest penalty for
loan $100,000) early withdrawal.
associations
Commercial paper Promissory $100,000 to 5-270 days No secondary Either discounted or Dealers will often negotiate
notes of $5 million market interest-bearing on a “buy-back” agreements at
finance 360-day basis. a lower rate prior to
companies maturity.
Banker’s Commercial $25,000 to Up to 6 months  Good Discounted on a 360-day Backed by credit of issuing
acceptances banks $1 million secondary basis. bank with specific
market collateral.
U.S. agency Various $1,000 to 30 days, 270 Good Discounted on a 360-day Not a legal obligation of or
securities federal $25,000 days, and 1 secondary basis. guaranteed by the federal
agencies year market government.
Source: Alan Walter Skiss, in Public Ok (Pacific Grove, CA: Brooks/Cole, 1989), p. 108.

TABLE 11.3

MONEY MARKET INSTRUMENTS USED BY NONPROFIT ORGANIZA TIONS
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A CAVEAT ABOUT DERIVATIVES
Derivatives are defined as financial contracts veh@dues are designed to track the return on
stocks, bonds, currencies, etc. Derivatives mayladscontracts derived from an indicator such as
interest rate or stock or bond index. The valudgefderivative is directly tied to the underlying
investment instrument. A leveraged investment iggbbon credit and has a lot of risk.

With leveraged derivatives, when you win, you Wig. But when you lose, you lose big.
The Orange County debacle put a $2 billion logeénhands of the County government and its
agencies. Derivatives and leveraged investmentleshare interest sensitive. For example, if
interest rates go up, the value of a derivativeo{@r bond for that matter) goes down. For this
reason, the use of derivative investments and atligmessive financial strategies to enhance returns
needs to be under intensive scrutiny by nonprogiinizations
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CHAPTER 12
COST MANAGEMENT AND PRICING DECISIONS

LEARNING OBJECTIVES:
After studying this chapter you will be able to:

Conduct a cost analysis for pricing.

Implement a cost finding and pricing strategy.

Prepare an allocation of service center costs $siom centers.

Develop a procedure for service center cost-aliogat

Differentiate among: direct method, step-down {stage) method, and reciprocal
method.

Explain the organizational considerations of cositiol.

Outline the procedure for activity-based costin@(.

Explain the value and use of ABC.

agrwbdE

©oNO

Even though there is no profit incentive in NPOgstcaccounting is vital. The use of cost
information is to measure effectiveness. We seg¢heh@redetermined goals have been attained.

1. For expense control.
2. For preparation of operating budgets.
3. For establishing prices for services rendered.

It is important to be able to measure the qualitgaeyvice provided in units of service, a
difficult measurement to say the least. And eveemsuch measurement is accomplished, the
organization's ultimate effect on society is evenerdifficult to quantify.

Non-profit organizations have tended to lag belprafit-oriented ones in the development
of cost accounting systems, primarily due to theeabe of an inventoriable product. Job order,
process, and estimated cost accumulation systeensagely encountered as they are in normal
manufacturing organizations because non-profitiestare service-oriented. Services cannot, in
most instances, be stored and later distributegtvic® organizations are generally highly labor
intensive.

COST ANALYSIS FOR PRICING
Various funding practices are found in NPOs. Soeheheavily on contributions, donations, or
grants to provide free services to the clientse@tlcharge the users for services rendered a a rat
close to the full cost of such services. Full castiide all program specific costs as well asira fa
share of common or indirect fixed costs. Stillesthmay depend on contributions, donations, and
grants to finance the bulk of their expenses anédrche rest of the expenses through service fees
collected form users or their clients.
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The extent of pricing and the actual pricing practised by an NPO are the result of
deliberate consideration of costs, revenues, ataireat support. The policy is often affected by the
need to negotiate cost reimbursement contractsgeiernment agencies or with private insurers.
In some programs only program-specific variableésage reimbursable. Frequently, program-
direct fixed costs as well as variable costs ametrersable. In many programs, however, the full
costs are reimbursable.

COST FINDING AND PRICING
The big questions for NPOs are: “How much doeodt ¢o provide our services?” and “ How
much should we charge for our services?” Nonpoaft accounting systems must address these
questions. They should provide nonprofit manageits wmformation that is designed to (1)
distinguish between direct and indirect costs, a{@cate certain support costs to cost objects, (e.
department, programs, or services), and (3) deteraiull-cost per unit of service.

There are two basic types of responsibility cantercost centers in an NPO: mission center
and service centers. A mission center (such asutsorial department in a museum) is where the
revenue production activities take place. It iq@iently called a revenue-producing center. A
service center (finance department in a museunvigee support to both mission centers and other
service centers. For the purpose of measuringuthedst of mission centers, the costs of a service
center should be allocated to the appropriate omssnters.

The main objective of cost accounting in non-profganizations is to match costs incurred
with the various services rendered. This assighragicosts may be accomplished for certain
direct costs. However, other indirect costs mayire some type of allocation. This process of
allocation of costs to mission centers (revenuehpcmg) is common to non-profit entities and is
called cost finding. This process is similar to full absorption cogtin a normal manufacturing
company, where overheads are assigned to direts adsproducts. Cost finding and cost
allocation are also essential for establishinggsritor services rendered. For example, hospital
patient charges must cover the direct costs ofighray care, a fair share of service center (support
department) costs, and a portion of the discoumisadlowances due to free care, Medicaid, and
Medicare. The total cost of care is used to detegrtie patient charge in the same manner as a
manufacturing firm determines the selling price y@t of product.

The cost finding procedure may be summarized |Es\vs:

« Direct costs associated to a revenue center are@miely recorded. An example of
such direct cost would be a nurse's salary in aerg§emcy Room of a hospital.

* Unassociated or indirect costs are recorded inrgeaperating accounts. An example
of an indirect cost would be a janitor's salarthie same hospital.

e Operating statistics are developed as a basis rfmaging indirect costs to mission
centers. Support department costs are allocatpdtient service departments (revenue
centers) and to each other as well.

* Indirect costs are prorated or allocated by udiegappropriate operating statistics.
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It should be noted that the cost finding procedarenly acceptable for a cost center
structure and when adequate statistical informdtoallocating costs are available.

ALLOCATION OF SERVICE CENTER COSTS TO MISSION CENTE RS
Some service center costs are direct. Exampletharsalaries of the workers in the center. Other
service center costs are indirect--that is, they iacurred jointly with some other center. An
example is depreciation of building. These indidts must be allocated on some arbitrary basis.
The problem is that of selecting appropriate b&seassigning the indirect costs of service centers
to other centers. Service center costs shoulddeated on a basis that reflects the type of égtiv
in which the service center is engaged. The idesdisbshould be logical, have a high
cause-and-effect relationship between the serviméded and the costs of providing it, and be easy
to implement. For example, kitchen expenses arsethby preparing meals; the allocation base
should be meals served.

The basis selected may be supported by physicanedtion, by correlation analysis, or
logical analysis of the relationships between #mwters. A list of some service centers and possible
bases for allocation is given below.

Service Centers Allocation Basis
Laundry services Pounds processed
Housekeeping Number of square cubic feet
Dietary Number of meals served
Supplies Number of requisitions
Nurse supervisors Number of beds supervised
Personnel Number of employees
Waste disposal Number of rooms serviced
Power Kilowatt-hours used
Buildings and grounds Number of square or cubit fee
Maintenance and repairs Machine hours or numbealsf
Personnel Number of employees
Cafeteria Number of employees
Purchasing Number of orders

PROCEDURE FOR SERVICE CENTER COST ALLOCATION
Once the service center costs are known, the textisto allocate the service center costs to the
mission centers. This may be accomplished bylmnétlowing procedures:

(1) Direct method
(2) Step-down (two-stage) method
(3) Reciprocal method

Direct Method

The direct method is a method of allocating thesco$ each service center directly to mission
centers, with no intermediate allocation to otleevise centers. That is, no consideration is gieen
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services performed by one service center for anoffikis is perhaps the most widely used method
because of its simplicity and ease of use.

EXAMPLE 12.1
Assume the following data for Cleanup Air USA:

Service Cost Centers Mission Cost Centers
Housekeeping Fund- A B
(HK) raising (FR) Recycling Public
education
Overhead costs before
Allocation $20,000 $10,000 $30,000 $40,000
Square feet 15,000 20,000 60,000 40,000
by housekeeping
Labor hours 5,000 4,000 50,000 30,000
by Fund-raising
Total units of service 100 days 150 seminars
Using the direct method yields:
Service Cost Centers Mission Cost Centers
Housekeeping Fund- A B
(HK) raising (FR) Recycling Public education
Overhead costs $20,000 $10,000 $30,000 $40,000
Reallocation:
HK(60%, 40%)* ($20,00p 12,000 8,000
FR(5/8, 3/8)# ($10.000 6,250 3,750
Full cost $48,250 $51,750
Total units of service 100 days 150 seminars
Unit cost $ 483 per day $345 per seminar

*Base is (60,000+40,000=100,000); 60,000/100,006+)®00/100,000=.4
#Base is (50,000+30,000=80,000); 50,000/80,000-3/®00/80,000=3/8

Step-down (Two-Stage) Method
This is a method of allocating services rendereddyyice centers to other service centers using a
sequence of allocation; also called the two-stagthoad, the pyramiding process, or the sequential
method. The sequence normally begins with the c#merenders service to the greatest number of
other service centers; the sequence continuesprbststep fashion and ends with the allocation of
costs of service centers that provide the leasuatrmaf service. After a given service center'ssost
have once been allocated, it will not receive dmgrges from the other service centers.

Using the same data, the step-down method yields:

Service Cost Centers Mission Cost Centers
Housekeeping Fund- A B
(HK) raising (FR) Recycling Public education
Overhead costs $20,000 $10,000 $30,000 $40,000

Reallocation:
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HK(1/6, 1/2, 1/3)* ($20,000 3,333 10,000 6,667

FR(5/8, 3/8)# ($13,333) 8,333 5,000
Full cost $48,333 $51,667
Total units of service 100 days 150 seminars
Unit cost $ 483 per day $344 per seminar

*Base IS (20,000+60,000+40,000=120,000);20,0000XB;1/6; 60,000/120,000=1/2;
40,000/120,000=1/3
#Base is (50,000+30,000=80,000); 50,000/80,000-3/®00/80,000=3/8

Reciprocal Method
The reciprocal method, also known as the recipremalice method, the matrix method, the double-
distribution method, and the simultaneous allocatieethod, is more refined than the step-down
approach. It too acknowledges that non-revenudyaing departments provide service to each
other; however, it also allows a second round lotations. After the initial round of allocations,
a cost center is still eligible to receive allocas (unlike the step-down technique). Then, the
second allocation is identical to the step-downhmet The method sets up simultaneous equations
to determine the allocable cost of each servictecen

Using the same data, we set up the following eojsit

HK= $20,000 + 50/85 FR
FR=$10,000 + 1/6 HK

Substituting FR from the second equation intdfitise
HK = $20,000 + 5/85 ($10,000 + Hif€)

Solving for HK gives HK = $28,695. Substituting H$28,695 into the second equation and
solving for FR gives FR= $14,782.

Using these solved values, the reciprocal metheldsyi

Service Cost Centers Mission Cost Centers
Housekeeping Fund- A B
(HK) raising (FR) Recycling Public education

Overhead costs $20,000 $10,000 $30,000 $40,000
Reallocation:
HK(1/6, 1/2, 1/3) ($28,695) 4,782 14,348 9,565
FR(50/85, 30/85, 8,695 ($14,782) 5,217 870
5/85)
Full cost $49,565 $50,435
Total units of service 100 days 150 seminars
Unit cost $ 496 per day $336 per seminar

In the next section, a cost-finding worksheethospitals is illustrated, using the step-down
and the reciprocal methods.
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Table 12.1 illustrates the step-down approaclsti cost centers to which costs are to be
allocated in the left hand column, and the costezsrfrom which costs are to be allocated across
the top. The adjusted balances from the ledgeyusmts of a hospital are in the first column; and
Columns 2 through 15 are used to allocate costs.

The final totals in the last column represent thdy fallocated costs of the revenue
producing centers. Statistics are the basis ferctst allocation; and in this particular example,
such statistics are shown in Table 12.2.

The reciprocal method is illustrated in Table 12I8can be noted that a second round of
allocations take place for laundry, records, ararpiacy.

Under both the step-down and reciprocal methodse must be taken in determining

which cost centers provide the most service toradlepartments. Those departments providing
the least service to other nonrevenue cost cestterdd be closed out last.
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ORGANIZATIONAL CONSIDERATIONS OF COST CONTROL
The segments of a nonprofit organization shouldeddon the type of service rendered (i.e., it
should be built around the type of service provjdethis type of structure permits a matching of
the revenue gathering activity with expense incweeby individual responsibility. In fact,
traditional responsibility accounting systems agsihble because this type of reporting structure
requires a sound organization and clearly assigespbnsibilities. Non-profit organizations tend
to be governed from the top by some type of bo&tdamples include the hospital board, school
board, club board, or church board. As a genalal these boards are
composed of either professional people (usualbtike to the organization's services provided), or
concerned citizens with minimal administrative exige. Unfortunately, the lack of profit as a
motivation and the majority of emphasis being plaocs the providing of service results in
financial control being given insufficient attentiat the board level. As a matter of fact, thethi
administrator and his or her assistant administsace often professionals or technicians who tend
to lack leadership and managerial skills. Howetherse situations have become less
prevalent in recent years.

Because most non-profit organization boards arenamagement oriented, the controller is
looked to as having administrative responsibilifjhe controller usually has responsibility for all
aspects of the management and financial contraésys In large organizations, the controller
maintains a technical staff of accountants, auglitélectronic Data Processing (EDP) staff, and
similarly trained persons.

Control systems should be designed to accumuiatndial data for two different
purposes:

- One should be structured in terms of progranseorices.
- One should be structured in terms of organinaticesponsibilities.

As expenditures are incurred, they are recordedlsmeously to both areas resulting in
summarizations to reflect the cost of service et@sjeservice subcategories, service categories,
and at the same time budgetary or fiscal perforemameach responsibility area.

ACTIVITY-BASED COSTING

An activity-based cost (ABC) system is one whidlstfitraces costs to activities and then to
products or services. Traditional product costifsp anvolves two stages, but in the first stage
costs are traced to departments, not to activitre®oth traditional and activity-based costing,
the second stage consists of tracing costs to theupt or service. The principal difference
between the two methods is the number of cost drivsed. Activity-based costing uses a larger
number of cost drivers than the one or two voluraseld cost drivers typical in a conventional
system. In fact, the approach separates indirestisdato cost pools, where each cost pool is
associated with a different cost driver. Then algtermined overhead rate is computed for each
cost pool and each cost driver. In consequencentbthod has enhanced accuracy.
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First-Stage Procedure
In the first stage of activity-based costing, iedir costs are divided into homogeneous cost
pools. Ahomogeneousost pool is a collection of indirect costs forigéhcost variations can be
explained by a single cost driver. Overhead a&®iare homogeneous whenever they have the
same consumption ratios for all products or sesvice

Once a cost pool is defined, the cost per unihefcost driver is computed for that pool.
This is referred to as thgool rate Computation of the pool rate completes the 8tage. Thus,
the first stage produces two outcomes: (1) a sebofogeneous cost pools and (2) a pool rate.

Second-Stage Procedure
In the second stage, the costs of each pool aredr® products or services. This is done using
the pool rate computed in the first stage and thasure of the amount of resources consumed
by each service. This measure is simply the quaofitthe cost driver used by each service.
Thus, the indirect cost assigned from each costtpogach service is computed as follows:

Applied indirect cost=Pool rate x Cost driver united

The total indirect cost per unit of service isaied by first tracing the indirect costs
from the pools to the individual services. Thisata$ then divided by the number of units served.
The result is the unit indirect cost. Adding the-pait indirect cost to the per-unit direct costs
yield the total full cost per unit of service.

EXAMPLE 12.2

Suppose that an NPO has costs on a consulting emgaxg whose direct costs are: professional
labor of $50,000 and travel costs of $14,000. ¢ éstablished the following overhead cost pools
and cost drivers for its service:

Overhead Budgeted Predicted Level Predetermined
Cost Pool Overhead Cost Cost Driver for Cost Driver @erhead Rate
Telephone
Calls $ 10,000 Number of calls 1,000 $10 per call
Computer
Time 125,000 Number of computer 1,000 hrs. $125 per hour
time
Fringe benefits 80,000 Direct labor dollars $200,000 pounds  40%eof tibor
dollar
Other
Overhead Costs $150,00Mirect Labor Hours 10,000 hours $15 per hour
$365,000

Program No. 107 has the following requirements:
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Telephone calls 50 calls

Computer time 100 hours
Fringe benefits $50,000
Other overhead costs 500 labor hours

The overhead assigned to Program No. 107 is comhjineiew:

Overhead Predetermined Level of Assigned

Cost Pool Overhead Rate Cost Driver Overhead Cost
Telephone calls $10 per call 50 calls $ 500
Computer time $125 per hour 100 hours 12,500
Fringe benefits 40% $50,000 20,000
Other overhead cost $15 per labor hour 500 labor hour __ 7,500
Total $40,500

The total overhead cost assigned to Program Noisl840,500. Thus, the total full cost
of the program is $104,500 ($50,000 direct protesalilabor + $14,000 travel costs + $40,500
applied overhead).

Compare this with the overhead cost that is assign the program if the NPO uses a
single predetermined overhead rate based on daeat hours:

Total budgeted overhead cost / Total predictadmme hours
= $365,000 / 10,000
= $36.50 per direct labor hour

Under this approach, the total overhead cost aasdigo Program No. 107 is $18,250
($36.50 per labor hour x 500 labor hours). Thus, tital full cost of the program is $82,250
($50,000 direct professional labor + $14,000 traests + $18,250 applied overhead).

The reason for this wide discrepancy is that gimsgram requires a relatively large
number of computer time, varying labor rates, amigé benefits. Thus, they are relatively
costly in terms of driving overhead costs. Usea aingle predetermined overhead rate obscures
that fact.

Inaccurately calculating the overhead cost pet tmithe extent illustrated above can
have serious adverse consequences for the NPO.exaonple, it can lead to poor decisions
about pricing, program, or contract bidding.

MORE ON WHY TO USE ACTIVITY-BASED COSTING (ABC)

Using a single, company-wide rate for applying sapplepartment costs would result in over
costing some services and undercosting others. rBEeels of revenue centers for support
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activities depend on the services rendered. Thexettepartmental cost pools will provide more
accurate cost information.

Activity based costing (ABC), unlike the traditidqoduct costing method, attempts to
identify why an overhead item exists. These reasomseferred to asost driverspecause they
drive the costs. Traditional costing does not aersdifferences between jobs that affect the cost
generators. The use of cost drivers provides ingaa@osting data. ABC is an accounting system
that identifies the various activities performedamorganization and collects costs on the basis
of the underlying nature and extent of those aetwi This approach recognizes that costs
originate from, and are driven up or down by fagtother than volume and direct labor.

For example, hospital administrators can go beyarerage costing techniques to study
the basic factors affecting hospital costs andctherolling forces behind these factors.

Benefits from an ABC system are numerous from thedpoint of planning, control, and
decision making. They include:

1. Cost reduction by eliminating the activitieattdo not add value.

2. Improved product or service cost data.

3. Improved decisions about pricing, service mie®l product strategies based on more
accurate cost information.

4. Greater control of costs because of its focostle behavior of costs at their
origination, both short-term and long-term.

5. More accurate evaluation of performance by g and responsibility centers.

Value Added and Nonvalue-Added Activities and Costs
Under ABC, costs can be subdivided into value-addeti and nonvalue-added cost. Value-added
costs contribute to meeting department objectivdenvalue-added costs do not contribute to the
accomplishment of the department’s mission staterhensing ABC, the department managers are
devoted to reducing the costs of activities thahdbdirectly help to accomplish the organization’s
mission objectives. The nonvalue-added costs a&edbkts that the managers should focus their
attention on and try to avoid as much as possible.

To be able to divide the cost into value-added rmmd/alue-added is one advantage of the
activity-based cost accounting system. Under ioadit accounting, we are not able to divide into
overhead into these details, and managers aréleotoarecognize which costs are not contributing
to the department’s mission objective.

Take a library, for example. Each library hasitgr mission objective. The primary
service objectives of a specific library will varfherefore, differences will exist in the definiio
of value-added activities. Examples of nonvalueeaidaictivities are reporting, moving library
materials, sorting, storing, counting, recordinggcleecking. The costs of these activities generate
nonvalue-added costs. They reduce the servicetiewbé patrons of the library because, with an
increase in these costs, less time and resourees/allable for patron services. Other examples
of nonvalue-added activities are the time spenti&artmental parties, jury duty, docked time
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not reported, activities involving promotion or tea process, university-wide committee
meetings, recruiting, compiling workload statistisammaries, administrative personnel
performing tasks that should be assigned to loexezllpersonnel, preparing budgets or strategic
plans that are later rejected, and wasted idle tiomeng holiday periods when library use
decreases. These and a number of other activitidsrmed within a library may add no value to
the patron-oriented objectives of the various depants. Activity-based accounting
concentrates its efforts on reducing these castsviihen cost curtailment is required. Under
traditional accounting methods, the costs assatiath these activities are part of the general
overhead, and they are not separately reportednmibkharder to control them or understand
how they are interrelated.

Given the examples of nonvalue-added costs, wegoaon to see the value-added cost.
Value-added cost is easy. If a cost incurred dourkes to the goal of the department, the cost ean b
considered a value-added cost. Take the circuldepartment for example, the mission objective is
to maximize the availability of library materials patrons. All costs incurred to help achieve this
goal could be considered a value-added cost.

The benefit of separating nonvalue-added cost® fvalue-added costs is obvious. The
separation of these costs allows the departmenagpeario concentrate on reducing nonvalue-added
costs. Under traditional accounting, it would téake manager a long time to figure the cost that
should be cut.

In addition, when activities are the focus of astceeport rather than the object of
expenditure reporting and overhead, identificabbthe specific factors causing cost incurrence is
easier. The cost incurrence activities are caltest drivers. They are the activities that creage th
cost. In the traditional cost reports, it is diffiicto isolate the specific activities that causereases
in cost. Under ABC, cost cutting can be achieveddaucing nonvalue-added activities that will
leave patron services intact. Efforts should beertadreduce activities listed under the nonvalue-
added column when cost curtailment becomes negessar

Product Costing Less Distorted
Using single pools of indirect costs and overhegaglieation bases such as direct labor hours or
direct labor dollars is no longer considered gondugh. The costs resulting from such broad
averages are often misleading because they fahpture cause-and-effect relationships. Unlike
traditional costing, ABC allocates overhead cost$racing costs to activities and then allocating
the activities and their costs to products or sei With a minimum of detail, there are three
steps to ABC for product costing:

1. Identify the major cost elements in an organizatod separate into cost pools.

2. ldentify the drivers of the most significant costs, the activities that drive the
costs.

3. Calculate the rate for each cost pool by determgitie volume of each driver.

The following is a list of cost drivers for varioastivities.
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Activity Pool

Cost Driver

oA WONE

General Administration & MIS
Marketing and member services
Recruiting personnel

Ordering

Accounts payable/receiving
Data processing

Direct labor dokar
Number of members
Number of hires
Number of purchase orders
Number of vendor ice®
Number of reports requestatisactions processe
programming hours; program change requests

7. Accounting Number of reports requested; dokaqzended

8. Record storage Number of move notices; Numbéreatments

9. Xeroxing Number of copies

10. Quality control Number of inspection hours gpsamples analyzed

11. Centralized appointment center Number of agpwnts made
12. Employee insurance Number of claims filed

13. Account receivable Number of client invoices
14. Payroll and mail delivery Number of employees

15.

Supervision costs

Hours of treatment receimad)ber of patient days as

percentage of direct cost

16. Respiratory therapy Number of hook-ups
17. Laboratory Number of lab test orders
18. Claims payment Number of claims processed

d;

19. Utilization review Number of authorization fasrmprocessed
20. Pharmacy Number of prescriptions filled
21. Radiology Number of X-rays

Improving Performance

One of the major advantages of ABC is that it shthvesconnections between performing certain
activities and the demands those activities makanoorganization’s resources. As a result, ABC
gives management a clearer picture of how prograeices, regions, or facilities not only
generate revenues but also consume resources.ontrgation analysis provided by ABC can
assist managers by focusing their attention andggren improving activities that will have the
biggest impact on the bottom line.

ABC activities within various departments may bempared or be combined with
activities within other departments. For examphe total cost of maintaining quality would

encompass many costs. It would be the sum of 8pettion costs in the purchasing department,
the inspection costs in the service departments tlan customer-service costs in the marketing
department. Only if detailed costs are kept byva@s can the total NPO costs or quality (or any
other aspect, such as acquiring, storing, and hmandiaterials) be obtained.

We define cost management as the performance égugxes and others in the cost
implications of their short-run and long-run plamgpiand control functions. Cost accounting
systems exist to provide information to help exmsest in performing their cost management
duties. More than ever, managers' primary cost gemant focus is on underlying activities and
services, not products. If the activities are maadagell, costs will fall and the resulting services
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will be more competitive. If massive changes arelena activities and operations, managers
want their accounting systems to change accordingly

Existing cost accounting systems often fail to hhght interrelationships among
activities in different departments or functionaéas. Developments in information--gathering
technology--including bar coding, numerically cafigd equipment, and hand-held computers-

has made practical the gathering and processingnaré detailed information demanded by
ABC.

Note:

e Activity-based costing is more likely to result major differences from traditional
costing systems if the firm manufactures multipleducts rather than one product.

e Activity-based costing differs from traditional ¢mg systems in that products are not
cross-subsidized.

« Activity-based costing is useful for assigning netinkg and distribution costs as well.
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CHAPTER 13
ANALYSIS FOR SHORT-TERM AND CAPITAL EXPENDITURE
DECISIONS AND FINANCIAL MODELING

LEARNING OBJECTIVES.:
Atfter studying this chapter you will be able to:

Evaluate a make or buy decision.

Evaluate a proposal to discontinue a program.

Prepare and discuss capital budgeting.

Identify a variety of types of investment projects.

Describe the features of various investment preject

Understand the concept of time value of money.

Calculate future values and explain how money grows

Compute the present value.

Discuss the present value of mixed streams of ft@ask.

0. Discuss how to use financial calculators and siateaet programs for capital expenditure
analysis.

11. Select the best mix of projects with a limited betdg

12. Explain how to determine the cost of capital usetha discount rate.

13. Determine the benefits of lease versus purchase.

14. Implement program analysis through financial mouagli

HoOoo~NoO~wpdE

When performing various functions, nonprofit finettiananagement is constantly faced with the
problem of choosing between alternative coursegtidn. Typical decisions to be tackled include:

1. Make or buy.

2. Program additions and deletions.

3. Pricing a service.

4. Decentralizing service delivery services.

5. Adopting a major change in treatment methods.
6. Investing in long-term facilities.

All such decisions typically involve substantialadges in the existing cost and/or revenue
structure. In a short-term situation, fixed costs generally irrelevant to the decision at hand.
Nonprofit financial managers must recognize as gmaecision tool, an important concept:
relevant costsandrelevant revenuesRelevant costs and revenues are defined as atigek in
future cash outflows and inflows of the entity tlaa¢ expected to result from adopting a given
proposal.
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Make or Outsource Decision
The decision whether to perform a service inteyralto outsource it is called a "make-or-buy" , or
“make-or-outsource” decision. This decision inwshboth quantitative and qualitative factors. The
gualitative factors include ensuring service quabind the necessity for long-run business
relationships with the supplier. The quantitatigetbrs deal with cost. The quantitative effects of
the make-or-buy decision are best seen througteléeant cost approach.

EXAMPLE 13.1

Eldorado Junior High School is considering varipugposals to reduce costs and eliminate its
operating deficits. The school currently emplagsown janitorial staff, incurring the following
Costs:

Labor $200,000

Supplies 80,000

Overhead (indirect) 260,000
$540,000

Overhead includes depreciation of $40,000, aledtaidministrative and other fixed costs
of $200,000, and variable indirect costs of $20,008e employees’ union is demanding a
general increase in wages. Management estimatdswages will go up by 20%. An
independent contractor has offered to provide ahéqrial services at an annual fee of $400,000.
Should Eldorado accept the contractor’s offer?

The key to the decision lies in the investigatidthose relevant costs that change between
the make-or-buy alternatives. Assuming that theiceicapacity will be idle if not used to perform
the service, the analysis takes the following form:

Perform Internally Outsource

Purchase price $400,000
Labor $240,000

Supplies 80,000

Overhead that can be

avoided by outsourcing 20,000

Total Relevant Costs $340,000 $400,000
Difference in Favor of

Performing Internally $60,000

Note that (1) depreciation of $40,000 is a surst end therefore irrelevant and (2) allocated
fixed costs cannot be avoided by going outsidelemde are irrelevant.

The make-or-buy decision must be investigatddng with the broader perspective of
considering how best to utilize available facistidhe alternatives are:

1. Leaving facilities idle.
2. Outsourcing and renting out idle fa@bti
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3. Outsourcing and using idle facilities ddner services.

Evaluating a Proposal to Discontinue a Program
The decision whether to drop an old progranada a new one must take into account both
gualitative and quantitative aspects. Attention tnimespaid to the relevancy of fixed costs common
to programs. After all, any final decision shobtl based primarily on the impact the decision will
have on contribution margin.

EXAMPLE 13.2

ABC Agency reports a deficit of $10,050 for the nhoaf January, as shown below. The report is
made under three cost categories, i.e., variabbstdprogram-specific) fixed, and common fixed.
The agency is considering the decision to dropfrod because the statement shows it is losing
money.

REVENUE AND COST REPORT, JANUARY 20X2

PROGRAM A PROGRAM B TOTAL
3250 750
TOTAL Per TOTAL Per
Unit Unit
Variable
Revenues $ 6,50C$ 2 $ 2250($ 30 9% 29,000
Costs $ 3250C$ 10 $ 18,75($ 25 % 51,250
Margin $ (26,00 $ (8 $ 375(% 5 % (22,250)
Direct (progranspecific)
fixed
Revenues $ 72,50C $ 6,00( $ 78,500
Costs:
Salaries $ 12,50C $ 11,00C $ 23,500
Employee benefits, etc $ 1,20C $ 1,00( $ 2,200
Depreciation $ 20C $ 10( $ 300
Total cost $ 13,90C $ 12,10( $ 26,000
Margin $ 58,60C $ (6,100 $ 52,500
Total program specifit
margin $ 32,60C $ $ 30,250
(2,350)
Common fixed
Revenues $ 32,200
Costs:
Salaries $ 37,500
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Employee benefits $ 3,400
Office $ 15,000
Travel $ 6,300
Rent $ 6,700
Utilities $ 1,200
Depreciation $ 2,100
Others $ 300
Total cost $ 72,500
Margin $ (40,300)
Total excess (deficit) $ (10,050)

Note that Program A is highly subsidized sinceatency spends $8 more of variable costs
over variable revenues for every unit of servicewilver, Program A contributes $32,600 toward
the agency’s common fixed costs because of var@eenue sources such as grants, contributions,
and public support. This is not the case for ProgBa Should Program B be discontinued? Assume
the following additional information that is peeint to Program B:

1. Depreciation of $100 in Program B relates tpiece of equipment having neither
alternative use nor a disposal value.

2. Some donors are opposed to dropping Prografs B result, revenues, now classified
under common fixed, are expected to go down by $800

3. There is no need to renew the lease on onditogiiturrently rented for $4,000.

4. One Program B employee cannot be terminatedi@lmer age and past service. Her
monthly salary of $1,000 will continue.

The analysis of the nonroutine proposal to dropglRRm B can be analyzed using
“incremental reasoning.” It shows a projected sgwiaf $4,450 for the agency instead of a savings
of $2,350 as might be inferred from routine reveane cost reports.

Deficit avoided $2,350
Depreciation avoided -100
Common fixed revenues foregone -800
Savings in rental 4,000
Salaries not avoided _-1,000

Net savings from dropping Program B $4,450

CAPITAL BUDGETING
Many nonroutine decisions facing nonprofit orgatiigas are ones of capital budgeting. Capital
budgeting is the process of making long-term plagndecisions for alternative investment
opportunities. There are many investment decidiaaisthe organization may have to make in order
to provide further service and grow. Examples gitedbudgeting applications are the purchase of
a computer, keep or sell a segment, lease or bsgt 8 invest in, and what services to provide.
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WHAT ARE THE TYPES OF INVESTMENT PROJECTS?
There are typically two types of long-term investtngecisions:

1. Selection decision®m terms of obtaining new facilities or expandixjsting ones: Examples
include:
(a) Investments in property and equipmentelbas other types of assets.
(b) Resource commitments in the form of newise development, expansion or introduction
of a computer or network, refunding of long-ternbitj@and so on.
(c) Mergers and acquisitions in the form wyihg another NPO to add a new service line.
2. Replacement decisiona terms of replacing existing facilities with nemnes. Examples
include replacing an old computer system with &-#érh one.
wW
WHAT ARE THE FEATURES OF INVESTMENT PROJECTS?
Long-term investments have three important features

1. They typically involve a large amount of initeash outlays which tend to have a
long-term impact on the agency’s future viabilifyherefore, this initial cash outlay needs to be
justified on a cost-benefit basis.

2. There are expected recurring cash inflows €f@mple, increased revenues, savings in
cash operating expenses, etc.) over the life ofinliestment project. This frequently requires
considering théime value of money

UNDERSTANDING THE CONCEPT OF TIME VALUE OF MONEY
A dollar now is worth more than a dollar to be reed later. This statement sums up an important
principle: money has a time value. The truth of ginciple is not that inflation might make the
dollar received at a later time worth less in bgywower. The reason is that you could invest the
dollar now and have more than a dollar at the fipddater date.

Time value of money is a critical considerationewaluating investment proposals. For
example, compound interest calculations are netmledtermine future sums of money resulting
from an investment. Discounting, or the calculatidrpresent value, which is inversely related to
compounding, is used to evaluate the future cashdksociated with capital budgeting projects.

How Do You Calculate Future Values - How Money Grows?
A dollar in hand today is worth more than a dditabe received tomorrow because of the interest it
could earn from putting it in a savings account piacing it in an investment account.
Compounding interest means that interest earnsestteFor the discussion of the concepts of
compounding and time value, let us define:

K = future value: the amount of money at the engkaf n
P = principal

I =annual interest rate

n = number of years
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Then,
R = the amount of money at the end of year 1
= principal and interest = P + iP = P(1+i)
k> = the amount of money at the end of year 2
= R(1+i)=P(L+i)(1+i)=P(1+i

The future value of an investment compounded diymatarate i for n years is:
F= P(L+]

What Is Present Value - How Much Money Is Worth Now?
Present value is the present worth of future sulmsianey. The process of calculating present
values, or discounting, is actually the oppositefiofling the compounded future value. By
reversing the computations in the previous secti@ncan compute the present value of future cash
flows, shown below.

Recallthat = P(1+i)

Therefore,
Fn 1
Pz e S S RR— ]1=F,. T1(i,n)
@+ (1+i)

Where T1(i,n) represents the present value of $ilisagiven in Table 1. In connection with present
value calculations, the interest rate i is called discount rate We use thecost of capital(or
minimum required of retujras the discount rate.

EXAMPLE 13.3

You have been given an opportunity to receive $#D,0 years from now. If you can earn 10
percent on your investments, what is the most yould pay for this opportunity? To answer this
guestion, you must compute the present value o200 be received 6 years from now at a 10
percent rate of discount. ¢ I $20,000, i s 10 percent, and n is 6 yearslL0Ph(6) from Table 1 is
0.565.

P =$20,000 [-------- ] =$20,000 T1(10%,6) = $AW(D.564) = $11,280

This means that you can earn 10 percent on yowstiment, and you would be indifferent to
receiving $11,280 now or $20,000 6 years from tosiage the amounts are time equivalent. In
other words, you could invest $11,300 today atdr@gnt and have $20,000 in 6 years.

Present Value of Mixed Streams of Cash Flows
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The present value of a series of mixed cash flewtea sum of the present value of each individual
cash flow. We know that the present value of d@adividual amount is the amount times the
appropriate T1 value.

EXAMPLE 13.4

An investment of $32,000 now is expected to geaaxaiash flow savings of $10,000, $20,000, and
$5,000 at the end of each of the following thregrgeThe applicable discount rate is 10%, the rate
at which investment funds can be generated. Isnthestment financially desirable? The present
value of this series of mixed streams of cashwslds calculated as follows:

Year Cashinflows xT1(10%,n) Present Value

1 $10,000 0.909 $9,090

2 $20,000 0.826 $16,520

3 $5,000 0.751 $3,755
$29,365

since the present value of future cash benefitsuatado only $29,365, the $32,000 investment is
not desirable.

Present Value of an Annuity
Interest received from bonds, pension funds, asdramce obligations all involve annuities. To
compare these financial instruments, we need tavkhe present value of each. The present value
of an annuity (F) can be found by using the following equation:

= A. T2(i,n)
where T2(i,n) represents the present value ofnaity of $1 discounted at i percent for n years
and is found in Table 2.

EXAMPLE 13.5
If cash inflows form an annuity of $10,000 for 3ay® the present value is:

P=A.T2(i,n)
P = $10,000 T2(10%, 3 years) = $10,000 (2.48524,870

Use of Financial Calculators and Spreadsheet Programs
There are many financial calculators that conteapmgrammed formulas to perform many present
value and future applications. They includewlett-Packard 10BSharpe EL733and Texas
Instrument BA35 Furthermore, spreadsheet software such as Mitsdexcel has built-in
financial functions to perform many such applicasio

HOW DO YOU MEASURE INVESTMENT WORTH?
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Several methods of evaluating investment projeetgs follows:

Payback period

Net present value (NPV)
Internal rate of return (IRR)
Benefit/Cost (B/C) ratio

HonNPE

The NPV method and the IRR method are callsdounted cash flow (DCF) methodEach of
these methods is discussed below.

Payback Period
The payback period measures the length of timelinesd) to recover the amount of initial
investment. It is computed by dividing the idifiazestment by the cash inflows through increased
revenues or cost savings.

EXAMPLE 13.6
Assume:

Cost of investment $18,000
Annual cash savings  $3,000

Then, the payback period is:
Initial investment $18,000

Payback period = = - =6 years
Cost savings $3,000

Decision rule Choose the project with the shorter payback deridhe rationale behind this
choice is: The shorter the payback period, therigky the project, and the greater the liquidity.

EXAMPLE 13.7
Consider the two projects whose after-tax caslowslare not even. Assume each project costs
$1,000.

Cash Inflow
Year A(9) B($)
1 100 500
2 200 400
3 300 300
4 400 100
5 500
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6 600

When cash inflows are not even, the paybacikgdas to be found by trial and error. The
payback period of project A is ($1,000= $100 + $208800 + $400) 4 years. The payback period
of project B is $1,000 = $500 + $400 + $100):

$100
2 years + --- =21/3 years
$300

Project B is the project of choice in this casegsiit has the shorter payback period.

The advantages of using the payback period meihedaluating an investment project are
that (1) it is simple to compute and easy to urideds and (2) it handles investment risk effecyivel
The shortcomings of this method are that (1) itsdo& recognize the time value of money, and (2)
it ignores the impact of cash inflows receivedrate payback period; essentially, cash flows after
the payback period determine profitability of amestment.

Net Present Value
Net present value (NPV) is the excess of the ptesdoe (P) of cash inflows generated by the
project over the amount of the initial investmet (

NPV =P —|

The present value of future cash flows is computadg the so-called cost of capital (or minimum
required rate of return) as the discount rate. Wesh inflows are uniform, the present value
would be

P=A.T2(,n)
where A is the amount of the annuity. The valu&fs found in Table 2 at the end of the chapter.

Decision rulelf NPV is positive, accept the project. Otherwisgct it.

EXAMPLE 13.8
Consider the following investment:

Initial investment $37,910
Estimated life 5 years
Annual cash inflows $10,000

Cost of capital (minimum required rate of return) 8%
Present value of the cash inflows is:

P =AT2(in)
= $10,000. T2(8%,5 years)
= $10,000 (3.993) $39,930

256



Initial investment (1) 37,910
Net present value (NPV =P - |) $2,020

Since the NPV of the investment is positite, investment should be accepted.

The advantages of the NPV method are thditvibasly recognizes the time value of money and
it is easy to compute whether the cash flows fanmaranuity or vary from period to period.

EXAMPLE 13.9

A university is considering the purchase of a cotapat a cost of $140,000 in order to reduce data
processing costs. The computer would have a sabalge of $20,000 at the end of four years. The
annual cash flow savings in payroll costs, suppéied utilities would amount to $48,000 during the
next four years. Increase in annual repairs andhter@nce expenses as a result of the new
computer would be $2,500, $5,000, $7,500, and ®00r6spectively during the next four years.
The cost of the computer will be depreciated atrdie of $30,000 each year. The university
considers 12% annual interest rate as the releasatfor discounting its future cash flows. Is this
investment desirable?

Years

0 1 2 3 4
Initial investment (1) -140000
Annual savings 48000 48000 48000 48000
Repairs and maintenance -2500 -5000 -7500 4000
Salvage value 20000
Annual cash flow -140000 45500 43000 40500 58000
Present value of $1 (T1 at 12%) 1 0.8929 0.7972 1187 0.6355
Present value (P) -140000 40626.95 34279.6 288286859

Net present value (NPV =P -I)] 593.45
NPV(rate, valuel,value2,...) $528.11]

IRR(values,guess) 12.19%

Note: (1) Depreciation is a non-cash charge, and therefrelevant. It is also irreverent due to
the fact that nonprofits are not subject to inctaxes.

(2) The NPV of the project is $593.45 as showth@above while using Excel's function
NPV(rate,valuel,value2,...) yields $528.11, whgdue to rounding errors.

Internal Rate of Return
Internal rate of return (IRR) is defined as thee raf interest that equates | with the P of
future cash inflows. In other words,

atIRR =P or NPV =0
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Decision rule: Accept the project if the IRR exceeds the cosiapital. Otherwise, reject it.

EXAMPLE 13.10
Assume the same data given in Example 13.8, anbes&illowing equality (I = P):

$39,710 = $10,000 .T2(E5)

$37,910
T2(i,5 years)= - =3.791
$10,000

which stands at 10 percent in the 5-year line dida.
Since the IRR of the investment is greaten tha cost of capital (10 percent), accept thesptoj

The advantage of using the IRR method is thabésdconsider the time value of money.
The shortcomings of this method are that (1) fine-consuming to compute, especially when the
cash inflows are not even, although most finareaddulators and PCs have a key to calculate IRR,
and (2) it fails to recognize the varying sizesnvestment in competing projectsote: The NPV
and IRR methods are collectively calldidcounted cash flow (DCF) models

CAN A COMPUTER HELP?

Spreadsheet programs can be used in making IRRlat&@as. For example, Lotus 1-2-3 has a
function @IRR(guess, rangd)-2-3 considers negative numbers as cash outBowals as the initial
investment and positive numbers as cash inflowsiyMmancial calculators have similar features.
As in Example 10, suppose you want to calculatel®@ of a $37,910 investment (the value -
37910 entered in cell A3) that is followed by 10nthdy cash inflows of $10,000 (B3..K3). Using a
guess of 8% (the value of .08), which is in effdet cost of capital), your formula would be
@IRR(.12,A3..K3) and 1-2-3 would return 10. MicrtisoExcelhas the IRR function command.

EXAMPLE 13.11
In Example 13.9, using Excel's function IRR(valgegss) yields the IRR of 12.19%, which is
greater than the cost of capital of 12%. So thgeptas financially desirable.

Benefit/Cost (B/C) ratio
Benefit/Cost (B/C) ratio, commonly called the pragsealue index, is the ratio of the total present
value of future cash inflows to the initial investnt, that is, P/l. This ratio is used as a medns
ranking projects in descending order of attractess.

Decision rulelf the B/C ratio is greater than 1, then acceptitoject.

EXAMPLE 13.12
Using the data in Example 13.8, the benefit/cdsi st
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P $39,930
I $37,910

Since this project generates $1.05 for each dallasted (i.e., its B/C ratio is greater than 1),
accept the project.

The ratio has the advantage of putting allgwtsj on the same relative basis regardless of size.

HOW TO SELECT THE BEST MIX OF PROJECTS W ITH A LIMITED BUDGET
Many NPOs specify a limit on the overall budget @apital spending. Capital rationing is
concerned with the problem of selecting the mixacdeptable projects that provides the highest
overall NPV. The benefit/cost ratio is used wydalranking projects competing for limited funds.

EXAMPLE 13.13

The Westmont Agency has a fixed budget of $250,D@fa for initial cash outlay and the present
value of benefits for six projects are given bel@e agency needs to select a mix of acceptable
projects from the following:

Projects I(%) P($) NPV($) Benefit/Cost Ratio Ranking
A 70,000 112,000 42,000 1.60 1
B 100,000 145,000 45,000 1.45 2
C 110,000 126,500 16,500 1.15 5
D 60,000 79,000 19,000 1.32 3
E 40,000 38,000 -2,000 0.95 6
F 80,000 95,000 15,000 1.19 4

The ranking resulting from the profitability indekows that the NPO should select projects
A, B, and D.

I P
A $70,000 $112,000
B 100,000 145,000
D 60,000 79,000
$230,000 $336,000

Therefore,
NPV = $336,000 - $230,000 = $106,000

THE CHOICE OF THE DISCOUNT RATE AND THE COST OF CAP ITAL
Project managers must know the cost of capitagnadilledthe minimum required rate of retyrn
that is used either as a discount rate under thé MEthod or as a hurdle rate under the IRR
method. For this reason, the choice of the didcoate may make the difference between
acceptance and rejection of a project. Unfortupate straightforward guidelines are available for
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choosing a proper discount rate for nonprofit itmests. At least in theory, the cost of capital is
defined as the rate of return that is necessargpamtain the value of the agency. Two common
bases are: (1) the cost of borrowing the moneyssacg to finance a project and (2) the return that
could be realized if a comparable investment wevested for the same period of time. In case
more than one source is used for funding, the aosapital is computed as a weighted average of
the various capital components.
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T1(i,n)

Table ; Present Value of $1
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Table 9 Present Value of an Annuity of $1 =Ty (i,n)
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Cost of Long-Term Debt
The cost of long-term debt is the interest rategdthon the funds.

Cost of Grants and Contributions
The cost of grants and contributions is generaltysaered free.

Measuring the Overall Cost of Capital
The NPO'’s overall cost of capital is the weightedrage of the individual capital costs, with the
weights being the proportions of each type of famag used.
The computation of overall cost of capital issthated in the following example.
EXAMPLE 13.14
Assume that the capital structure at the latesersent date is indicative of the proportions of
financing that the NPO intends to use over time @dmputation is illustrated below.

Specific Cost of Proportion of  Weighted-average

Source of Funds Capital Financing Cost of Capital
Long-term debt 10% 3/4 7.5%
Grants and

contributions 0 1/4 0

Weighted-average cost
of capital 7.5%

Overall cost of capital is 7.5%

LEASE VERSUS PURCHASE
When confronted with the need to make large capigaénditure, NPOs often consider lease-
purchasing equipment or facilities rather than pggutright. A major advantage of leasing is that
costly one-time cash outlays, which can disrupbtli@get, are avoided.

EXAMPLE 13.15

An agency can either purchase a mini-computer 6,000 or lease it at an annual $13,000
payment and own it after five years. The anticipadescount rate will be 8 percent. Is it more
economical to lease or purchase? The present @8%13,000 a year for five years at 8% is:

$13,000 T2(8%, 5 years) = $13,000 (3.993) =$51,909
Since the purchase price is higher than $51,90&)uld be more economical to lease.

PROGRAM ANALYSIS THROUGH FINANCIAL MODELING
More NPOs are increasingly using financial modelmmdevelop their budgets and making program
choices and analyses. This section introducesdiaemodeling. A financial model is a system of
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mathematical equations, logic and data, which dessrthe relationships among financial and
operating variables. A financial model can be veves a subset of broadly defined planning
models or a stand-alone functional system thaimgtie to answer a certain financial planning
problem.

A FINANCIAL MODEL
A financial model is one in which:

(1) one or more financial and operating varialalppear (expenses, revenues, cash flow,
etc.);

(2) the model user can manipulate (set and ahieryalue of one or more variables; and

(3) the purpose of the model is to influence syt decisions by revealing to the decision
maker the implications of alternative values osth&nancial variables.

Financial models fall into two types: simulati better known as what-if models, and
optimization models. What-if models attempt to datel the effects of alternative management
policies and assumptions about the NPO's extermatomment. They are basically tools for
management's laboratory. Optimization models ageoties in which the goal is to maximize or
minimize an objective such as volume or cost. Muffective techniques such as goal
programming are being experimented.

Models can be deterministic or probabilistic. Detiaistic models do not include any
random or probabilistic variables, whereas proisitiiimodels incorporate random numbers and/or
one or more probability distributions for variab&sh as costs. Financial models can be solved and
manipulated computationally to derive from it tharent and projected future implications and
consequences. Due to technological advances in utersp(such as spreadsheets, financial
modeling languages, graphics, data base manageystaems, and networking), more companies
are using modeling.

BUDGETING AND FINANCIAL MODELING
Basically, a financial model is used to build a poamensive budget (that is, projected financial
statements such as the surplus/deficit, balanet, sl cash flow statement). Such a model can be
called a budgeting model, since we are essentiagloping a master budget with such a model.
Applications and uses of the model, however, gobeyleveloping a budget. They include:

« Financial forecasting and analysis

« Capital expenditure analysis

* Analysis for mergers and acquisitions
* Labor contract negotiations
 Cost-volume-revenue analysis
 Lease/purchase evaluation
 Appraisal of performance by segments
» Market analysis

* New service analysis
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» Development of long-term strategy
* Planning financial requirements
 Risk analysis

 Cash flow analysis

» Cost and price projections

USE OF FINANCIAL MODELING IN PRACTICE
The use of financial modeling, especially a compb#sed financial modeling system is rapidly
growing. The reason is quite simple: the growingdéor improved and quicker support for
management decisions as a decision support sy$d&8)(and wide and easy availability of
computer hardware and software.

Some of the functions served by financial modeds a

* Projecting financial results under a given setssianptions; to evaluate the financial impact of
various assumptions and alternative strategiestaprepare long range financial forecasts.

* Providing answers to insights into “what-if’ quests.

* Projecting operating results and various financiegds.

e Generating performance reports of various cosecent

* Projecting financial implications of capital invesnt programs.

« Showing the effect of various service and actityels on budget and cash flow.

» Forecasting revenues and costs by division, by imont

* Evaluate alternatives of leasing or buying competgripment.

e Generating activity statements, cash flow, presahte, and discounted rate of return for
potential ventures, based on revenue and casHdl@weasts.

Supported by the expanded capabilities providedmbgels, NPOs are able to include
long-term strategic considerations in their plahsis enabling them to investigate the possible
impact of their current decisions on the long tereffare of the NPO.

DEVELOPING FINANCIAL MODELS
Development of financial models essentiallyoimes two steps: (1) definition of variables and
input parameters and (2) model specification. Galyespeaking, the model consists of three
important ingredients:

* Variables
* Input parameter values
« Definitional and/or functional relationships

Definition of Variables

Fundamental to the specification of a financialdelois the definition of the variables to be
included in the model. There are basically thrggesyof variables: policy variables, external
variables, and performance variables. The policialskes (often called control variables) are those
management can exert some degree of control owvampdes of policy variables are cash
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management, working capital, debt management, maaggiisition decisions, and the size of its
cash balances and liquid asset position. The efteaniables are the environmental variables that
are external to the NPO. Generally speaking, donsitand pledges influenced by overall general
economic conditions. The performance variablegnofialled output variables, measure the NPO's
performance, which are usually endogenous. Theubugiables of a financial model would be the
line items of the balance sheet, cash budget,usiddficit statement, or statement of cash flow.

Input parameter values

The model includes various input parameter valtes.example, in order to generate the balance
sheet, the model needs to input beginning balaotearious assets, liability, and fund balance
accounts. These input and parameter values aréeslipp management.

MODEL SPECIFICATION

Once we define various variables and input parasidte our financial model, we must then
specify a set of mathematical and logical relatiguss linking the input variables to the performance
variables. The relationships usually fall into twgpes of equations: definition equations and
behavioral equations. Defintional equations take form of accounting identities. Behavioral
equations involve theories or hypotheses aboutb#éfeavior of certain economic and financial
events. They must be empirically tested and vadiaefore they are incorporated into the financial
model.

Definitional Equations

Definitional equations are exactly what the terfeneto--mathematical or accounting definitions.
Definitional equations are fundamental definitiamaccounting for the balance sheet and statement
of activities, respectively. For example,

Surplus = Revenues - Expenses
CASH = CASH(-1) +CR + DEBT - CD - LP

which is a typical cash equation in a financial elott states that the ending cash balance (CASH)
is equal to the beginning cash balance (CASH(Hiiy pash receipts (CR) plus borrowings (DEBT)
minus cash disbursements (CD) minus loan paymeR)s (

Behavioral Equations

Behavioral equations describe the behavior of tR©Negarding the specific activities that are
subject to empirical testing and validation. Fearaple, donations and contributions (DC) may be
a function of such variables as gross domesticyato@DP), promotional efforts (P), interest rates
(), competition (C), community support (CS), andnber of volunteers (NV). Symbolically,

DC =f(GDP, PE, I, C, CS, NV, etc.)
Assuming linear relationship among these variabkeszan specify the model as follows:

DC =a + bGDP+ cPE + dl + eC + fCS ¥gN
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With the data on DC, GDP, PE, |, C, CS, and NVwilebe able to estimate parameter values a, b,
c, d, e, and f, using linear regression. We cdrthesstatistical significance of each of the pastan
estimates and evaluate the overall explanatory poWwie model, measured by the t-statistic and
r-squared, respectively.

This way we will be able to identify most influaltfactors that affect the donation and
contribution for an NPO. With the best model chosemprofit managers can simulate the effects
on donation and contribution of alternative prommoai strategies. We can also experiment with
alternative assumptions regarding the externalao@nfactors such as GDP, competition, and the
like.

“WHAT-IF” MODEL FOR COLLEGE PLANNING
The following example shows a simple financial mMddethe instructional program for a college.

EXAMPLE 13.16

This model puts together the relationships of irtgoarinstructional variables for a college. The
equations are developed in accordance with thegm8 policies regarding section sizes, faculty
salaries and workloads, the number of nonteactangltf, and other expenses. Two “what-if”

scenarios are addressed:

1. How much tuition and fees should the collegargh for it to break even? The

spreadsheet simulation, as shown below, indicatgstie college should charge $8,891 at which
amount the revenues available for instruction exn@ costs of instruction.

"What-If" Model for College Planning

Name and Symbol Initial Value
Tuition and fees per student (TF) ?
Number of students (NS) 1550
Other revenue available for instruction such asoamdent (OR) $ 400,00
Instruction cost other than faculty compensati@) (| $ 7,993,00
Number of courses per student per semester (NC) 5
Average number of students per section (ANS) 24.3
Number of sections offered (NSO) 323
Number of FTE teaching faculty (NF) 107.8
Number of FTE nonteaching faculty such as sablataad leave 12.3
(NFN)
Average compensation per faculty (AC) $ 51,52
Number of sections per teaching faculty (NSF) 3

Planning Model Results
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NSO = (NS x NC)/ANS 318.93

NF = NSO/NSF 107.7

TE= ACX(NF+ NFN) +IC $ 14,181,152.5
Decision Analysis Results

(1)) TF = (TE - OR)/NS 8891

2. Assuming tuition is set at $8,250 by the trustedat is the number of enroliments required for
the college to break even? The spreadsheet sionutzlow indicates 1,670 students.

Name and Symbol Initial Value
Tuition and fees per student (TF) $ 8,250
Number of students (NS) 1572
Other revenue available for instruction such asoamdent (OR) $ 400,00
Instruction cost other than faculty compensati@) (| $ 7,993,00
Number of courses per student per semester (NC) 5
Average number of students per section (ANS) 24.3
Number of sections offered (NSO) 323
Number of FTE teaching faculty (NF) 107.8
Number of FTE nonteaching faculty such as sablataad leave 12.3
(NFN)
Average compensation per faculty (AC) $ 51,52
Number of sections per teaching faculty (NSF) 3
Total expenses (TE) ?

Planning Model Results

NSO = (NS x NC)/ANS 323.46
NF = NSO/NSF 107.67
TE= ACX(NF+ NFN) +IC $14,181,152.5

Decision Analysis Results
(2) NS = (TE-OR)/TF 1670

A model such as this could be used to answerietyaf “what-if’ scenarios by changing
the parameters in the model or by changing thege® policy regarding faculty workloads,
salaries, section sizes, or any combination oethesamples include:

1. If we increase the course offerings, by how maould tuition have to be increased?
2. What would happen if we increase the numbestuafents by 15%7?
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3. What would happen to average faculty compemsé#tive reduced (a) the number of
sections by, say, 10 percent, (b) the number afeaching faculty by 10 percent, or (c) nonfaculty
instruction costs by 10 percent?

Financial models can be complicated and detailedgh to quantify the NPO'’s policy
decisions and require policy makers to determinghwariables are policy-driven and which can
be formula- or equation-driven. Computer-based iisdde a variety of NPOs are being developed
and spreadsheet packages can be utilized tottzdPO’s management and policy needs.

HOFPLAN FOR HOSPITALS
Some hospitals use a model called HOFPLAN. Thidehs capable to compute:

1. Fees by class of patient

2. Direct costs and charges by cost center
3. Reimbursements by financial class, and
4. Financial statements.

Based on specific assumptions such as the typatiehp, the length of stay, unit variable costs,
total fixed costs, units of service for each cestter, allocation method, growth rates, seasonal
patterns, endowment revenue, bad debts, and dajwechospitals can quickly see “bottom line
impact” of varying any of these assumptions.
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GLOSSARY OF NONPROFIT FINANCIAL MANAGEMENT TERMS

ACCRUAL METHOD OF ACCOUNTING The recognition of remue when earned and
expenses when incurred.

ACTIVITY-BASED COSTING (ABC) A costing system whidirst traces costs to activities and
then to services. It separates overhead costsowdthead cost pools, where each cost pool is
associated with a different cost driver. Then algtermined overhead rate is computed for each
cost pool and each cost driver. In consequencs, rtléthod has enhanced service costing
accuracy.

ADMINISTRATIVE BUDGET A formal and comprehensivenfincial plan through which
management of an NPO may control day to day aféaicsactivities.

AGENCY FUND The assets held in a fund under an egeelationship for another entity. For
example, it consists of resources retained by ABTOMs an agent for DEF NPO governmental
unit.

ALLOTMENT The part of an appropriation which may éacumbered or expended during an
allotment period, which is usually a period of titess than one fiscal year. Bi-monthly and
guarterly allotment periods are most common.

ANALYSIS OF VARIANCES The analysis and investigatiof causes for variances between
standard costs and actual costs; also called &rianalysis. A variance is considered favorable
if actual costs are less than standard costsuibfigvorable if actual costs exceed standard costs.
Unfavorable variances are the ones that need fuihiestigation for their causes. Analysis of
variances reveals the causes of these deviatidms. fdedback aids in planning future goals,
controlling costs, evaluating performance, and ngkicorrective action. Management by
exception is based on the analysis of variancesagtedtion is given to only the variances that
require remedial actions.

ANNUAL BUDGET A budget prepared for a calendar dcél year. See also Long Range
Budget.

APPORTIONMENT The allocation of state or federal, alistrict taxes, or other monies among
NPOs.

APPROPRIATION The authorization of a governmentait to spend money within specified
restrictions such as amount, time period, and élegEcThere must be prior approval for such
expenditure through agreements or legislation.

ASSESSED VALUATION The value placed upon personateal property by a governmental
unit for taxation purposes.
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BALANCED BUDGET A budget in which total expenditgrequal total revenue. An entity has
a budget surplus if expenditures are less thanetgenues. It has a budget deficit if expenditures
are greater than tax revenues.

BANKRUPTCY A situation in which an entity's lialdiles exceed the fair value of its assets.
BENEFIT-COST ANALYSIS see Cost-Benefit Analysis.
BEQUEST A conditional pledge based on some unceftdiire event that must occur.

BOND FUND A fund established for the receipt andtalbution of monies received from the
issuance of a bond.

BONDED DEBT SERVICE The expenses incurred for ias¢rand redemption of bonds.

BREAK-EVEN ANALYSIS A branch ofCost-Volume-Revenue (CVR) analybigt determines
the break-even revenues, which is the level of/iigtwhere total costs equal total revenue. See
also Cost-Volume-Revenue Analysis.

BUDGET A quantitative plan of financial operatiomnsisting of an estimate of proposed
revenue and expenditures for a specified time deaond purpose. The budget expresses the
organizational goals in terms of specific financald operating objectives. Advantages of
budget preparation are planning, communicating tyemtide goals to subunits, fostering
cooperation between departments, control by eviatyactual figures to budget figures, and
revealing the interrelationship of one functioratemther. See also Master Budget.

BUDGET CONTROL The budgetary actions carried owoading to a budget plan. Through the

use of a budget as a standard, an organizatiomesnthat managers are implementing its plans
and objectives and their activities are appraise@dmparing their actual performance against
budgeted performance. Budgets are used as a bassafarding or punishing them, or perhaps
for modifying future budgets and plans.

BUDGET VARIANCE Any difference between a budgetegife and an actual figure.

BUDGETARY ACCOUNTABILITY The process of recordingubtlgetary amounts in the
accounts of a fund. Recording the balances haslkeffect. The control aspect of the budgetary
function is stressed and recognition is given tlégal foundations of the budget.

BUDGETING MODELS Mathematical models that generatsurplus planning budget. The
models help budget analysts answer a variety oft-lguestions. The resultant calculations
provide a basis for choice among alternatives undaditions of uncertainty. Budgeting models
are usually quantitative and computer-based. Thezeprimarily two approaches to modeling:
simulation and optimization. See also Financial BledSimulation Models.
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CAPITAL BUDGET A budget or plan of proposed acaungis and replacements of long-term
assets and their financing. A capital budget isetipped using a variety of capital budgeting
techniques such as the payback method, the netrpreslue (NPV) method, or the internal rate
of return (IRR) method. See also Capital Budgeting

CAPITAL BUDGETING The process of making long-termiapning decisions for capital
investments. There are typically two types of inremnt decisions: (1) Selecting new facilities or
expanding existing facilities. Examples include) {avestments in long-term assets such as
property and equipment; and (b) resource commitsn@nthe form of new service development,
market research, refunding of long-term debt, ohtiction of a computer network, etc. (2)
Replacing existing facilities with new facilitieExamples include replacing obsolete office
equipment with a new one.

CAPITAL CAMPAIGN Large donations usually restrictdty major donors to construct a
facility (e.g., hospital wing).

CAPITAL EXPENDITURE BUDGET A budget plan prepareat individual capital expenditure
projects. The time span of this budget depends upenproject. Capital expenditures to be
budgeted include replacement, acquisition, or cang8on of facilities and major equipment. See
also Capital Budgeting.

CAPITAL PROJECTS FUND A fund that accounts for fic@l resources to be used for the
acquisition or construction of facilities.

CAPITAL RATIONING A problem of selecting the mix @cceptable projects that provides the
highest overall net present value (NPV) where aityehas a limit on the budget for capital
spending. The profitability index is used widelyranking projects competing for limited funds.

CARRYING COSTS The costs incurred in maintaining iamentory including storage and
handling costs.

CASH BUDGET A budget for cash planning and conpasenting expected cash inflow and
outflow for a designated time period. The cash letdhglps management keep cash balances in
reasonable relationship to its needs. It aids aidang idle cash and possible cash shortages.

CASH FLOW (1) cash receipts minus cash disbursesrieatn a given operation or asset for a
given period. Cash flow and cash inflow are ofteeduinterchangeably. (2) the monetary value
of the expected benefits and costs of a projeahaly be in the form of cash savings in operating
costs or the difference between additional doltaceived and additional dollars paid out for a
given period.

CASH FLOW STATEMENT A statement showing what sosrcé cash have come into the

NPO and on what the cash has been spent on. @ashisf broken down into operating,
investing, and financing activities.
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CHIEF FINANCIAL OFFICER (CFO) The number one fingdofficer of an NPO. He or she is
a vice president of finance.

COEFFICIENT OF DETERMINATION A statistical measud how good the estimated
regression equation is. Simply put, it is a measdifgoodness of fit" in the regression.
COLA A cost of living allowance.

COLLECTION PERIOD The number of days it takes tdlemb receivables. It equals 365 days
divided by the receivables turnover.

COLLEGE FUNDS The funds set up for college and ersity accounting. It consists of current
funds, loan funds, endowment funds, annuity ardflihds, agency funds, and plant funds.

COMMON COSTSA cost shared by different departments, programsctivities, also called
joint costs or indirect costs.

COMPREHENSIVE BUDGET see Master Budget.

CONTINUOUS BUDGET An annual budget which continteshe earliest one month or period
and adds the most recent one month or period,adcathwelve-month or other periodic forecast
is always available.

CONTRIBUTION MARGIN (CM) The difference between exwe and the variable costs of the
project or service, also called marginal incomeisIthe amount of money available to cover
fixed cost to generate surplus.

CONTRIBUTION The price per unit less variable cpst unit.

CONTROL CONCEPT A concept that ensures that actmmes carried out or implemented
according to a plan or goal.

COST-BENEFIT ANALYSIS An analysis to determine whet the favorable results of an
alternative are sufficient to justify the cost aking that alternative. This analysis is widelydise
in connection with capital expenditure projects.

COST-VOLUME-REVENUE (CVR) ANALYSIS An analysis thateals with how revenue and
costs change with a change in volume. More spedlicit looks at the effects on surplus or
deficit of changes in such factors as variablesdsted costs, fees, volume, and mix of services
rendered. By studying the relationships of cagtéenue and activity, an NPO is better able to
cope with many planning decisions.

COST-VOLUME FORMULA The cost function in the formf & = a + bX where Y=
semivariable (or mixed) costs to be broken up, Ky given measure of activity such as volume
and labor hours, a= fixed cost component, and brbie rate per unit of X. The formula is used
for cost prediction and flexible budgeting purposes
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COST CENTER The unit within the organization in elhithe manager is responsible only for
costs. A cost center has no control over the géngraf revenue.

COST CONTROL The steps taken by management toeadisar the cost objectives set down in
the planning stage are attained, and to assurallhsegments of the organization function in a
manner consistent with its policies. For effectogst control, most organizations use standard
cost systems, in which the actual costs are cordpagainst standard costs for performance
evaluation and the deviations are investigated riemedial actions. Cost control is also
concerned with feedback that might change anylafahe future plans, the method of delivery
services, or both.

COST DRIVER A factor that causes a cost item tanoarred (e.g., labor hours, number of
patient days, or number of inspections).

COST EFFECTIVE Among decision alternatives, the at@se cost is lower than its benefit.
The most cost effective program would be the oneseltost-benefit ratio is the lowest among
various programs competing for a given amount nfifu See also Cost-Benefit Analysis.

COST MANAGEMENT A system that measures the cossighificant activities, recognizes
non-value-added costs, and identifies activities wll improve overall performance.

COST POOL A group of related costs that are asdigogether to a set of cost objectives (such
as services, programs, or activities).

CURRENT RATIO Current assets divided by currentiliies.

DECISION SUPPORT SYSTEM (DSS) A branch of the bipadefined Management
Information System (MIS). It is an information sgst that provides answers to problems and
integrates the decision maker into the system a®mponent. The system utilizes such
quantitative techniques as regression and finapdgaining modeling. DSS software furnishes
support to the managers in the decision-makinggesic

DEFICIT SPENDING The excess of actual expendituresr actual revenue, also called an
operating deficit.

DEFICIT The excess of liabilities over assets.

DISCOUNTED CASH FLOW (DCF) TECHNIQUES The methods selecting and ranking
investment proposals such as the net present VAlB®) and internal rate of return (IRR)
methods where time value of money is taken int@act

DISCRETIONARY (FIXED) COSTS The fixed costs thatadge because of managerial
decisions, also called management (fixed) costgr@agrammed (fixed) costs. Examples of this
type of fixed costs are advertising outlays, tragncosts, and research and development costs.
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DOUBTFUL PLEDGES Pledges made but not likely tadeeived.
DSS see Decision Support System.

ECONOMIC ORDER QUANTITY (EOQ) The order size thabsld be ordered at one time to
minimize the sum of carrying and ordering coststh& EOQ amount, total ordering cost equals
total carrying cost.

ENCUMBRANCES The obligations in the form of purclasrders, contracts, and other
commitments reserved for a specific purpose.

ENDOWMENT Donated funds to be spent for a generabpecific purpose.

ENDOWMENT FUNDS Funds established to preserve #i®us goals (e.g., educational,
charitable, cultural, and/or scientific) of the poofit entity.

EOQ Economic order quantity.

EXPENDITURES The amounts paid or liabilities in@drfor all purposes.
EXPONENTIAL SMOOTHING A forecasting method of camtially revising a forecast in the
light of more recent experience.

FAVORABLE VARIANCE The excess of standard (or butigh costs over actual costs. See
also Variance.

FEE FOR SERVICE One method of pricing nonprofitvemss. It is the price agreed in advance,
such as college tuition and Medicaid.

FINANCIAL MODELS The functional branch of a generabrporate planning model. It is
essentially used to generate pro forma financialestents and financial ratios. A financial
model is a mathematical model describing the ietationships among financial variables of the
entity. It is the basic tool for budgeting and betdglanning. Also, it is used for risk analysislan
what-if experiments. Many financial models are tbusding special modeling languages such as
Comshare's Planning or spreadsheet programs sieitak

FINANCIAL PROJECTION The essential element of pleagnthat is the basis for budgeting
activities and estimating future financing needsanf NPO. Financial projections (forecasts)
begin with forecasting sales and their related esps.

FIXED BUDGET see Static Budget.

FLASH REPORT A report that provides the highliglalskey information promptly to the
responsible managers. An example is an exceptiparresuch as performance reports that
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highlight favorable or unfavorable variances. AsHareport allows managers to take corrective
action for an unfavorable variance.

FLEXIBLE (VARIABLE) BUDGET A budget based on diffent levels of activity. It is an
extremely useful tool for comparing the actual aostirred to the cost allowable for the activity
level achieved. It is dynamic in nature rather thtatic.

FLEXIBLE BUDGET FORMULA See Cost-Volume Formula.

FORECAST 1. projection or an estimate of revenueplas, or costs. 2. projection of future
financial position and operating results of an aigation. See also Financial Projection.

FORM 1041 U.S. income tax return for estates amstgr

FORM 990-EZ A simplified form 990 for use by an NR@h gross receipts less than $100,000
for the year and total assets less than $250,00@ &nd of the year.

FORM 990-T Exempt organization business incomedaxn.
FORM 990-W Estimated tax on unrelated businesstaxacome for tax-exempt organizations.

FULL-TIME EQUIVALENTS (FTE) One person working fulime for 52 weeks. Itis
computed to measure personnel expenditures uniorml

FUND A fiscal and accounting entity with a selfdsating set of accounts recording cash and
other financial resources, together with relatedilities and residual balances, and changes
therein.

FUND ACCOUNTING A system used by nonprofit orgamizas. Since there is no profit
motive, accountability is measured instead of pability.

FUND BALANCES See net assets.

GENERAL FUND A primary operating fund of a goverantal unit.

GOAL SEEKING A situation where a manager wisheslétermine what change would have to
take place in the value of a specified variabla ispecified time period to achieve a specified

value for another variable.

GOVERNMENT ACCOUNTING STANDARD BOARD (GASB) An orgdzation that
formulates accounting and budgeting standardsdeemmental units.

ILLIQUID 1. Lacking enough liquid assets, like bagnd marketable securities, to cover short-
term obligations. 2. Current liabilities exceenrent assets.
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INCOME Revenue and nonrevenue receipts.

INCREMENTAL BUDGET A budget in which next year's dget will differ little from this
year's budget and line item adjustments are madesbraight percentage basis.

INDIRECT PUBLIC SUPPORT Contributions received mdily from the public conducted by
federated fund raising agencies and similar fuinglmg organizations such as the United Way.

INSOLVENCY The failure of an entity to meet its mations as they become due. An analysis
of insolvency concentrates on the operating andtadegiructure of the agency. The proportion
of long-term debt in the financing structure musbae considered.

INTERNAL CONTROL The segregation of duties, safegiragy of assets, and accuracy of
accounting records.

INTERNAL RATE OF RETURN (IRR) The rate earned opraposal. It is the rate of interest
that equates the initial investment (1) with thegent value (PV) of future cash inflows.

INVENTORY TURNOVER The number of times inventoryssld during the year. It equals
cost of goods sold divided by the average dolldarme. Average inventory equals the
beginning and ending balances divided by two.

INVESTMENT CENTER A responsibility center within arganization that has control over
revenue, cost and investment funds. It is a po#fiiter whose performance is evaluated on the
basis of the return earned on invested capital.

IRS FORM 990 The IRS tax form (Return of OrganizatiExempt From Income Tax) to be filed
by nonprofits under section 501(C) of the IRS Code.

JUDGMENTAL FORECAST A forecasting method that bsngpgether in an organized way
personal judgments about the process being analyzed

JUST-IN-TIME (JIT) A demand-pull system where deghdar customer output (not plans for
using input resources) triggers production. Praduacactivities are "pulled”, not "pushed," into
action. JIT, in its purest sense, is buying anddpemng in very small quantities just in time for
use.

LEAD TIME The time (usually measured in days) regdifor inventory to arrive after an order
is placed.

LEAST-SQUARED METHOD A method of fitting a trench& which minimizes the sum of the

squares of the errors between the estimated pomtthe trend line and the actual observed
points that were used to fit the line.
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LINE ITEM BUDGET A budget typically used by NPOswhich budgeted financial statement
elements are grouped by administrative entitiesadojeict. These budget item groups are usually
presented in an incremental fashion that is in crpn to previous periods.

LIQUIDITY The ability of current assets to meet cemt liabilities when due.

LONG RANGE BUDGET The projections that cover mohart one fiscal year; also called
strategic budgeting. The five-year budget plathesmost commonly used in practice. See also
Annual Budget.

MANAGEMENT BY EXCEPTION The management concept otigy by which management
devotes its time to investigating only those situa in which actual results differ significantly
from planned results. The idea is that managentenild spend its valuable time concentrating
on the more important items (such as the shapirtigeoéntity's future strategic course).

MANAGEMENT BY OBJECTIVE (MBO) A system of performaa appraisal having the
following characteristics: (1) It is a formal systén that each manager is required to take certain
prescribed actions and to complete certain writie@cuments; and (2) The manager and
subordinates discuss the subordinate's job demarjgree to short-term performance targets,
discuss the progress made towards meeting thegetdarand periodically evaluate the
performance and provide the feedback.

MANAGEMENT CONTROL SYSTEM A system under which mgmesas assure that resources
are obtained and used effectively and efficientlythe accomplishment of the organization's
goals.

MANAGEMENT INFORMATION SYSTEM (MIS) A computer-base system, which
transforms data into information useful in the supf decision making.

MASTER (COMPREHENSIVE) BUDGET A plan of activitiexpressed in monetary terms of
the assets, fund balance, revenues, and costs wilicbe involved in carrying out the plans.
Simply put, a master budget is a set of projectgulanned financial statements.

MISSION CENTER A responsibility center in an NPQ@ttlcontributes directly to the objectives
of the NPO. An example is the curatorial departnieat museum.

MIXED COSTS The costs that vary with changes iruazd, but unlike variable costs, do not
vary in direct proportion, also called semivariabtests. Examples are telephone and electric
bills.

MODEL A mathematical abstract of a real life system

MOVING AVERAGE An average that is updated as neferimation becomes available.
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MULTIPLE REGRESSION ANALYSIS A statistical procedurthat attempts to assess the
relationship between the dependent variable and a@wanore independent variables. For
example, funds raised are related to such explandawtors as the number of prospective
donors, advertising, and fund raising events.

NAIVE MODELS A group of forecasting techniques tlesisume that recent periods are the best
predictors of the future.

NEGATIVE CASH FLOW A situation in which cash infl@anare less than cash outflows. This
is an unfavorable situation because it may resdiguidity problems.

NET ASSETS Also called fund balances, total ass®ghus total liabilities.

NET PRESENT VALUE (NPV) The difference between ghiesent value (PV) of cash inflows
generated by the project and the amount of theuimtvestment (1).

NET PRESENT VALUE METHOD A method widely used foraduating investment projects.
Under the net present value method, the preseme VB\V) of all cash inflows from the project is
compared against the initial investment (I).

NON-DUES REVENUE Revenue other than membership,dies as grants and gifts.

NONCASH CONTRIBUTIONS Contributions made other tharash, including donations of
equipment, real estate, securities, and services.

NONREVENUE RECEIPTS The receipts of money in exgeafor property of the entity or for
which the entity incurs an obligation.

NPO An acronym for nonprofit organizations.

OBJECT As used in an expenditure classificatioteren that applies to the item purchased or
the service obtained.

OPPORTUNITY COST The net benefit foregone by répectan alternative. There is always an
opportunity cost involved in making a choice dewisilt is a cost incurred relative to the
alternative given up.

ORDERING COSTS The costs of getting an item inte itiventory; these costs are incurred
each time an order is placed. An example is theafggrocessing an order.

OUT-OF-POCKET COST The actual cash outlays madenguthe period for payroll,

advertising, and other operating expenses. Degreciis not an out-of-pocket cost, since it
involves no current cash expenditure.

279



PAYBACK PERIOD The number of years it takes to nemoyour initial investment. The
payback period equals the initial investment didithy the annual cash inflow.

PERFORMANCE BUDGET A medium to short-range budgetduby NPOs. It is typical of the
type incorporated by a program planning budgetiysfesn (PPBS) but without references to
long range goals.

PLANNED GIVING Gifts to be made to nonprofit orgaations in the form of wills and
bequests and as a beneficiary of the donor’sridernance policy.

PLANNING The selection of short- and long-term aitiees and the drawing up of tactical and
strategic plans to achieve those objectives. Inmplay, managers outline the steps to be taken in
moving the organization toward its objectives. eAftdeciding on a set of strategies to be
followed, the organization needs more specific plauch as locations, methods of financing,
hours of operations, etc. As these plans are ntheg, will be communicated throughout the
organization. When implemented, the plans will edrvcoordinate, or meld together, the efforts
of all parts of the organization toward the engitybjectives.

PRESENT VALUE The current worth of future sums afmay.

PROFITABILITY INDEX The ratio of the total presemailue of future cash inflows to the initial
investment.

PROGRAM-PLANNING-BUDGETING SYSTEM (PPBS) A plannifagiented approach to
developing a program budget. A program budget Imidget wherein expenditures are based
primarily on programs of work and secondarily omaretcter and object. It is a transitional type
of budget between the traditional character anceabbpudget, on the one hand, and the
performance budget on the other. The major corttabwf PPBS lies in the planning process,
l.e., the process of making program policy decsitrat lead to a specific budget and specific
multi-year plans.

PROGRAM A group of related activities that consistsa unique combination of objects that
operate together to achieve common goals.

PROGRAM SERVICE A major (usually ongoing) objectiean organization such as
adoptions, recreation for the elderly, rehabil@atior publication of journals or newsletters. It
can also include the entity’s unrelated trade @irimss activities whose income is taxable.

PROGRAM SERVICE REVENUE Also called exempt functionome, revenue from services
that form the basis of an organization’s exempfiom tax. Examples are tuition received by a
school, revenue from admissions to a concert @argibrforming arts event.

PROGRAM-RELATED INVESTMENT INCOME Income generatidm investments made to
accomplish an exempt purpose of the investing\erdther than to produce income. Examples
are scholarship loans and low-interest loans toitelfide organizations, or victims of a disaster.
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PROJECTED (BUDGETED) FUND STATEMENT A schedule fexpected assets, liabilities,
and fund balance. It projects an entity's finanpiasition as of the end of the budgeting year.
Reasons for preparing a budgeted balance sheetfo(ll) discloses unfavorable financial
conditions that management may want to avoid; é?)es as a final check on the mathematical
accuracy of all other budgets; and (3) highligtsife resources and obligations.

PROJECTED (BUDGETED) STATEMENT OF INCOME AND EXPENDJRES A summary
of various component projections of income and eggares for the budget period. It indicates
the expected surplus or deficit for the period.

RATE OF RETURN ON INVESTMENT (ROI) 1. for the aggnas a whole, net surplus after
taxes divided by invested capital. 2. For the segneé an organization, net operating surplus
divided by operating assets. 3. for capital bushgepurposes, also called simple, accounting, or
unadjusted rate of return, expected future netlssigivided by initial (or average) investment.

REGRESSION ANALYSIS A statistical procedure foriestting mathematically the average
relationship between the dependent variable (rexgioun example) and one or more independent
variables (price and advertising, for example).

RELEVANT COST The expected future cost that wilffeli between the alternatives being
considered.

REORDER POINT The inventory level at which it ipappriate to replenish stock.

RESIDUAL The difference between an actual value isstbrecast value, also called @mor or
adeviation

RESPONSIBILITY ACCOUNTING The collection, summaria, and reporting of financial
information about various decision centers (resjpaitg centers) throughout an organization;
also called activity accounting.

RESPONSIBILITY CENTER A unit in the organization iwh has control over costs, revenues,
or investment funds. For accounting purposes, resbity centers are classified as cost
centers, revenue centers, profit centers, and timesg centers, depending on what each center is
responsible for.

RESTRICTED REVENUE Monies that are received withnecstrings attached.

REVENUE An addition to assets for which no obligas are incurred. It is income derived
from rendering services or selling a product.

REVENUE BUDGET An operating plan for a period exgmed in terms of activity volume and

fees for each class of service. The preparatiolm oévenue budget is the starting point in
budgeting since revenue influences nearly all oteens.
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REVENUE FORECASTING The projection or predictionfofure revenue. It is the foundation
for the quantification of the entire business pad a master budget. Revenue forecasts serve as
a basis for planning.

SECTION 501(C) The IRS code under which nonpmafanizations are organized. Section
501(C) entities are exempt from federal and usisllye income taxes.

SEGMENTED REPORTING The process of reporting atési of various segments of an
organization such as divisions, departments, seiines, or service territories.

SENSITIVITY ANALYSIS form of simulation that enaldedecision makers to experiment with
decision alternatives using a "what-if" approache Thanager might wish to evaluate alternative
policies and assumptions about the external enwiest by asking a series of "what-if"
guestions. See also Simulation.

SERVICE CENTER. A responsibility center in an NP@tt contributes to the work of other
responsibility centers. An example is the persodegbrtment in a museum.

SIMPLE REGRESSION A regression analysis which imesl one independent variable. For
example, total factory overhead is related to octevity variable (either direct labor hours or
machine hours).

SIMULATION An attempt to represent a real life sst via a model to determine how a change
in one or more variables affects the rest of th&esy, also called what-if analysis. See also
Financial Models; Simulation Models.

SIMULATION MODELS "What-if* models that attempt teimulate the effects of alternative
management policies and assumptions about they'sneixternal environment. They are
basically tools for management's laboratory.

SITE-ORIENTED BUDGETING A budgeting method in whighneater emphasis is placed on
differences among sites such as schools ratheratimamg programs.

STATEMENT OF FUNCTIONAL EXPENSES A statement of thgganization’s expenses
designated by object classifications (e.g., legatf salaries, supplies, etc.). These expenses are
allocated into three functions: program serviceanagement and general, and fund raising.

STATEMENT OF REVENUE, EXPENSES, AND CHANGES IN NEASSETS, OR FUND
BALANCES A required financial statement of NPOswimg operating performance.

STATIC (FIXED) BUDGET A budget based on one levEhotivity (e.g., one particular volume
of sales or production).

STEP METHOD The method of support cost allocathmat &llows for partial recognition of
services rendered by support departments to otipgost departments.
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STEP-DOWN ALLOCATION METHOD see Step Method.

STRATEGIC PLANNING The implementation of an orgation's objectives. Strategic
planning decisions will have long-term impacts ba brganization while operational decisions
are day-to-day in nature.

SURPLUS-VOLUME CHART A chart that determines howuses vary with changes in
volume.

SYNERGY A merger of comparable NPOs resulting ireragonal efficiencies and cost
reduction such as by eliminating duplication.slan idea that “ 2 plus 2 is greater than 4.”
The revenue forfeited by rejecting an alternatise af time or facilities.

TIME VALUE OF MONEY The value of money at differetime periods. As a rule, one dollar
today is worth more than one dollar tomorrow. Th@et value of money is a critical
consideration in financial decisions.

TOTAL QUALITY CONTROL (TQC) A quality program in whbh the goal is to complete
elimination of service deficiencies.

TOTAL QUALITY MANAGEMENT (TQM) The application of gality principles and concepts
to all of the organization’s efforts to satisfy tarmers.

TRANSFER The interfund payments or receipts notrgdmble to expenditures or credited to
income.

TREND LINE A line fitted to sets of data points whidescribes the relationship between time
and the dependent variable.

TREND The movement and direction of an item oveeti

TURNOVER The number of times an asset, such asiowe or receivables, turns over during
an accounting period.

UNAPPROPRIATED FUND BALANCE The portion of a fundalance not segregated for
specific purposes.

UNENCUMBERED BALANCE The portion of an appropriati@r allotment not yet expended
or obligated.

UNRELATED BUSINESS INCOME TAX (UBIT) Tax imposed dar section 1.511 of the IRS

regulation on revenues from a trade or businesswdnnonprofit entity constantly carries on
and which is unrelated to the tax-exempt purposésecentity.
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UNRESTRICTED REVENUE Monies where the grantor had ho strings on how the money
may be spent.

VARIABLE BUDGET See Flexible Budget.

VARIANCE The difference of revenues, costs, andokws from planned amounts. One of the

most important phases of responsibility accountingstablishing standards in costs, revenues,
and surplus and establishing performance by compaactual amounts with the standard

amounts. The differences (variances) are calculmedach responsibility center, analyzed, and
unfavorable variances are investigated for posséteedial action.

VOLUME-BASED COST DRIVER A cost driver that is baken service volume, such as labor
hours or units of service.

WEIGHTED AVERAGE An average of revenue, costs, aatlassets giving more weight to the
most recent years.

WHAT-IF ANALYSIS see Simulation.

ZERO-BASE BUDGETING A planning and budgeting tobht uses cost/benefit analysis of

projects and functions to improve resource all@ratn an organization. Traditional budgeting

tends to concentrate on the incremental change fl@mprevious year. It assumes that the
previous year's activities and programs are esdestid must be continued. Under zero-base
budgeting, however, cost and benefit estimatedaiteup from scratch, from the zero level, and

must be justified.
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