
CHAPTER 1
UNDERSTANDING NONPROFIT
ORGANIZATION FINANCES

1.1 DEFINITION OF NONPROFIT
ORGANIZATIONS 2

(a) 501 (c)(3) Corporations 3
(b) Bylaws and Articles of Incorporation 4

1.2 CHARACTERISTICS OF NONPROFIT
ORGANIZATIONS 6

(a) Organizational Mission 6
(b) Organizational Structure 7

1.3 UNDERSTANDING THE LANGUAGE OF
THE NONPROFIT ORGANIZATION 7

1.4 FINANCIAL POLICIES 8

1.5 FINANCIAL PRACTICES 9

1.6 PRIMARY FINANCIAL OBJECTIVE 10

(a) Differences between Businesses and
Donative Nonprofits 11

(b) Survey Evidence on the Primary
Financial Objective 12

(c) Financial Objective for Purely Financial
Decisions 13

(d) Recommended Primary Financial
Objective: Approximate Liquidity
Target 13

1.7 CONCLUSION 14

APPENDIX 1A: THE LILLY STUDY
FINDINGS 16

Almost 1.7 million nonprofits are registered in the United States today, not including
churches and small nonprofit organizations that are not required to register with the
Internal Revenue Service (IRS). The number of registered charitable organizations has
exploded from roughly 300,000 in 1970 to 1,680,000 today. One-half of the nonprofit
sector’s revenue goes to the largest 15 percent of these organizations, some of which are
large hospitals and universities. Faced with growing missions and shrinking resources,
many organizations have turned to for-profit activities, such as issuing credit cards with
their logos and selling their mailing lists to advertising firms, in order to augment their
revenues. Most of these same organizations have overlooked the potential of better finan-
cial management to enhance revenues (from better investment management and faster
cash collections) or reduce costs (from better negotiations with banks and process reengi-
neering).

Our framework is intended to be of immediate value to nonprofit financial profession-
als. This handbook caters to the treasurer with little or no formal training, business-only
training, or too little time (perhaps due to a multitude of responsibilities) or support
staff to do the job the way he or she knows it can be done. Our other target audiences
are the chief executive officer (or executive director) and board members. This hand-
book specifically includes material for small and resource-constrained organizations, as
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2 Ch. 1 Understanding Nonprofit Organization Finances

well as large ones. Material is presented in an easy-to-use format, including forms or
checklists where helpful. The discussion goes beyond the buzzwords to provide reason-
able steps toward more proficient treasury management. We incorporate a number of
concepts:

• Donor accountability and stewardship

• Learning organization, reengineering, and benchmarking

• Balanced scorecard

• Program selection and cost-benefit evaluation

• Social entrepreneurship

• Strategic alliances and collaborations

• Financial statements and ratio analysis

• Budgeting techniques, including cash budgeting

• Financial forecasting

• Liquidity measurement and analysis

• Fundraising evaluation

• Fraud prevention and detection

• Advanced cash flow management

• Investment and other financial policies

• E-business

• Executive performance incentives

1.1 DEFINITION OF NONPROFIT ORGANIZATIONS

In the broadest terms, nonprofit is a designation given by the IRS to describe organizations
that are allowed to make a profit but that are prohibited from distributing their profits
or earnings to those in control of the organizations. If these organizations apply for and
receive tax-exempt status from the IRS, they are not required to pay federal income
taxes or state business income taxes except in specific cases, which are discussed later in
this book. This classification makes them distinctly different from for-profit corporations,
which distribute profits to their owners or shareholders and must pay corporate income
taxes on their earnings. Furthermore, tax-exempt organizations may also be exempt from
paying property tax, sales tax, and use tax—not all states exempt nonprofits from all of
these taxes. As a Section 501(c)(3) organization, the entity does not have to pay federal
unemployment taxes. In addition, contributions to some nonprofit organizations are tax
deductible for donors. After receiving federal tax exemption, refer to the Web site of the
National Association of State Charity Officials (www.nasconet.org) to see whether your
organization is required to register with a state to solicit for contributions or be exempt
from state taxes in that state. Further details regarding nonprofit organizations can be
found in Sections 501 through 521 of the IRS code.

The approximately 2 million nonprofit organizations in the United States include
almost 1.7 million tax-exempt organizations registered with the IRS as well as the
400,000 churches that are not registered with the IRS. The number of nonprofit orga-
nizations in the United States must be estimated because many churches and very



1.1 Definition of Nonprofit Organizations 3

small nonprofits are not included in the IRS statistics. Churches, integrated auxiliaries
of churches, and associations or conventions of churches, as well as any organization
normally having gross receipts each year that are $5,000 or less may be considered
tax exempt under Section 501(c)(3) even without filing the IRS Form 1023. Some of
these may file this form to obtain recognition from exemption from federal income tax
anyway, simply to receive a determination letter from the IRS that both recognizes their
501(c)(3) status and indicates whether contributions to them are tax deductible for federal
income tax purposes.1

The significance of the nonprofit sector in the U.S. economy—the Johns Hopkins
Institute for Policy Studies estimates that it accounts for 7.5 percent of gross domestic
product—is further underscored by these estimates compiled by the Independent Sector
and the Urban Institute:2

• Over 9 percent of all paid employees in the United States are employed in the
nonprofit sector. (Johns Hopkins state-level studies indicate that a high percentage
of these are employed in health services, with social services being a distant
second.)

• About 6 percent of all organizations in the United States are nonprofit organiza-
tions, and more nonprofit organizations are formed each year than businesses.

• Total nonprofit revenues in 1997 were estimated to be $665 billion, with 38 percent
coming from private dues and services, 31 percent flowing from government grants
and contracts, 20 percent arising from private contributions, and the remaining 11
percent from other sources, such as investments, interest, and dividends.

• Healthcare and education garnered about 67 percent of total nonprofit sector rev-
enues in 1997.

• Private contributions go largely to religious organizations: In 2005, $93 billion
of the estimated $260 billion in private contributions were received by congrega-
tions and other religious entities, according to the Indiana University Center on
Philanthropy’s Giving USA report. Education ranked a distant second, gathering
$39 billion in private gifts.3

(a) 501 (c)(3) CORPORATIONS. Most organizations are qualified for tax-exempt sta-
tus under Section 501(c)(3) of the IRS code. These organizations are usually termed
“charitable” nonprofits. Included here are religious, educational, scientific, literary, social
welfare, private foundations, and other charities. Their 501(c)(3) status gives them tax-
exempt status and enables donors to give tax-deductible donations to them. Other 501(c)
organizations are tax-exempt, but donors may not deduct donations to these organizations
from their federal income taxes.

The management implications of tax-exempt status are fourfold:

1. Organizations are responsible for putting the mission first. Programs and activities
must support that mission, which is to be of benefit to society and serves as the
foundation for the organization’s founding and ongoing existence. This stipulation
implies that income-earning activities may be taxed if not closely linked to the
organization’s primary programs and services.

2. The organization does not issue stock and may not pay out excess revenues (those
over and above expenses) to employees, board members, clients, or donors. This
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stipulation does not imply that the organization may not make a “profit,” or
net revenue, however. It does imply that the capital structure of the nonprofit
is limited to debt financing, which many nonprofits limit or shun entirely, and
equity, which may be obtained only by taking in revenues over and above period
expenses. In the for-profit world those accumulated profits are labeled “retained
earnings.” One advantage for nonprofit financial managers is that they need not
concern themselves with issues of when and how much in cash dividends and
share repurchases to initiate.

3. Nonprofits are not owned by their permanent capital providers, unlike the
shareholder-owned for-profit organization. This stipulation implies that outside
parties such as donors may not exercise direct control over the organization’s
affairs, particularly its financial policies.

4. Without shareholders as the stewardship focus of the nonprofit, the primary finan-
cial objective is not maximizing profits or shareholder wealth. This stipulation
implies that the organization must determine and implement in its operations a
different primary financial objective.

We shall see the significance for managers and board members of items 2 and 4 later
in this chapter and then more fully in Chapter 2.

The 501(c)(3) category includes about 60 percent of all tax exempt organizations
registered with the IRS in 2004. Exhibit 1.1 profiles the various categories of tax-exempt
organizations in the United States and Exhibit 1.2 provides a numerical breakdown of
501(c)(3) and other categories of 501(c) organizations. Faith-based organizations are the
largest single category within the 501(c)(3) world, and they will receive correspondingly
greater attention in this volume. We also highlight managerial applications for healthcare
and education in most chapters due to the disproportionate size of many of these entities.
Many of these are also faith-based organizations since they are affiliated with religious
organizations.

(b) BYLAWS AND ARTICLES OF INCORPORATION. The articles of incorporation (or
charter) and bylaws are the initial documents that spell out the rules, regulations, and
procedures for nonprofit corporations and form the basis for subsequent policy setting.

Nonprofit charitable organizations are exempt under Section 501(c)(3) of the Internal Revenue
Code. Other tax-exempt organizations covered in this section include those exempt under
Sections 501(c) (4) through 501(c)(9). Descriptions of these organizations are below:

501(c)(3) Religious, educational, charitable, scientific, or literary organizations; testing for
public safety organizations. Also, organizations preventing cruelty to children or
animals, or fostering national or international amateur sports competition

501(c)(4) Civic leagues, social welfare organizations, and local associations of employees
501(c)(5) Labor, agriculture, and horticultural organizations
501(c)(6) Business leagues, chambers of commerce, and real estate boards
501(c)(7) Social and recreational clubs
501(c)(8) Fraternal beneficiary societies and associations
501(c)(9) Voluntary employee beneficiary associations

Source: US Internal Revenue Service.

EXHIBIT 1.1 TAX-EXEMPT CATEGORIES—IRS
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Type of Organization,
Internal Revenue 2001 2002 2003 2004
Code Section (1) (2) (3) (4)

Tax-exempt
organizations and
other entities, total

1,567,580 1,580,767 1,640,949 1,680,061

Section 501(c) by
subsection

1,399,558 1,444,905 1,501,772 1,540,554

(1) Corporations
organized under
act of Congress

48 88 103 116

(2) Title-holding
corporations

6,984 6,998 7,078 7,144

(3) Religious,
charitable, and
similar
organizations

865,096 909,574 964,418 1,010,365

(4) Social welfare
organizations

136,882 137,526 137,831 138,193

(5) Labor and
agriculture
organizations

62,944 62,246 62,641 62,561

(6) Business leagues 82,706 83,712 84,838 86,054
(7) Social and

recreation clubs
67,289 68,175 69,522 70,422

(8) Fraternal
beneficiary
societies

81,112 80,193 79,390 69,798

Tax-exempt organizations and other entities listed on the exempt organization business master file, by
type of organization and Internal Revenue Code section, fiscal years 2001–2004.
Source: U.S. Internal Revenue Service.

EXHIBIT 1.2 BREAKDOWN OF TAX-EXEMPT ORGANIZATIONS IN THE UNITED STATES

The trustees are responsible for preparing, periodically reviewing, and amending these
documents to keep pace with the mission and support structure of the organization.

The articles of incorporation are prepared and submitted when the organization first
applies for state corporate status, and they are maintained in the state office responsible
for corporate records (i.e., secretary of state’s office).

The board of trustees (or board of directors) is also responsible for drafting the bylaws,
which serve as the organization’s operating rules. Bylaws are more detailed than the
charter and include information such as the number and tenure of trustees, how and
when meetings are to be called, when reports are to be presented, how board vacancies
are to be filled, and other details needed to ensure the consistent and efficient operation
of the organization.

The trustees are legally responsible for periodically reviewing the nonprofit organiza-
tion’s bylaws and articles of incorporation to ensure that they accurately reflect what is
happening in the organization. It is also the trustees’ responsibility to ensure that those
provisions of the governing documents are followed.

Once these two documents are in place, the trustees should develop policy manuals
covering their own service, personnel, finances, equipment, and other areas. These poli-
cies should address issues related to the operational and financial means of implementing
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the organizational mission, such as conflict of interest, human resource management,
cash controls, cash management, investment guidelines, debt and liability guidelines,
risk management, property, and facility use.

1.2 CHARACTERISTICS OF NONPROFIT ORGANIZATIONS

A nonprofit organization has most or all of these characteristics:

• Public service mission

• Organizational structure of a not-for-profit or charitable corporation

• Governance structures that preclude self-interest and personal financial gain

• Exemption from paying federal taxes

• Special legal status stipulating that gifts made to the organization are tax-deductible

We shall introduce the mission and the organizational structure in this chapter. We
detail these items as well as governance structures and tax and legal provisions in sub-
sequent chapters.

(a) ORGANIZATIONAL MISSION. One essential difference between a nonprofit and
for-profit corporation centers on its mission. The ultimate mission of for-profit organiza-
tions is to make money for the owners/shareholders, ranging from an individual, as sole
proprietor, to corporate ownership through the purchase of shares.

A nonprofit organization does not include the concept of ownership and, therefore,
has a completely different thrust. Its mission is to serve a broad public purpose, which
is clearly incompatible with ownership and personal gain. This prohibition of “private
inurement” does not prevent nonprofit organizations from paying salaries to their employ-
ees, including the chief executive officer or chief financial officer. The board members
typically donate their time as a public service and receive no compensation.

These requirements also do not prevent nonprofit organizations from making money.
Nonprofit organizations can and do make money in the same way as for-profit organi-
zations. The difference is that the monies earned must be directed to the public purpose
for which the nonprofit organization was established, held in reserve, or turned over to
another organization with a public purpose. Thus, a key element of all nonprofit organi-
zations is the use of earnings from the endeavor to promote the organizational goals, not
to enrich the owners or stockholders.

The customers of nonprofit organizations are as diverse as their missions. Constituen-
cies may include not only people, but also historic buildings, forests, endangered animals,
and sports teams, individually or collectively. In addition, the people who have given
their time, money, and other types of assets to further the cause are as much customers
of the nonprofit as the actual recipients of the service being provided. They ask the most
difficult questions of the nonprofit, have the greatest knowledge of the asset base, and
are able to measure it against the activity performed on behalf of the organization. The
organization acts as a steward both for its clients and its donors.

A for-profit organization has a clear mission (to make a profit) and a clear decision-
making path for achieving it. However, the public service nature of a nonprofit poses
a major challenge in terms of identifying and articulating its mission and developing
criteria for measuring its success. The mission statement must not only define what the
organization is and does; it must also state these concepts in a way that enables its
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achievements to be measured and evaluated. As we shall see a bit later in this chapter,
many nonprofits are unclear even as to the primary financial objective(s) that they are or
should be pursuing.

After developing its mission statement, a nonprofit organization faces two additional
major challenges: identifying its client population and identifying its donor constituency
and level of involvement. After clearly identifying the group it intends to serve, a non-
profit must design an organizational structure that reinforces its commitment to the target
group. It must then establish an image in the community, provide direction to poten-
tial fund sources, and either attract or repel the people to be served by the nonprofit
organization.

(b) ORGANIZATIONAL STRUCTURE. The structure of an organization defines the roles
and responsibilities of those charged with pursuing its mission—the board of direc-
tors/trustees, committees, staff, officers, outside contractors, and volunteers. A nonprofit
organization must be structured to meet its goals. Water reclamation projects will require
a structure involving engineers and construction experts, while feeding the homeless
requires a completely different set of skills and hard assets to meet that goal. Although
both operate as nonprofits, one may need to retain a huge amount of capital-intensive
equipment, while the other may require only a portable cooking facility.

The type of nonprofit determines the organizational structure and complexity of its
membership. Medical research, conducted in conjunction with commercial medical devel-
opment, requires a strict accounting for the input of each member or contributor and an
equally strict accounting for any profit or gain realized from the joint venture. The orga-
nizational structure for financial management, including treasury and controller duties,
will be addressed in greater detail in Chapter 4. We shall document how control and
reporting duties, due to chief financial officer (CFO) education and training as well as
time and staffing concerns, have unfortunately taken precedence over treasury duties.

1.3 UNDERSTANDING THE LANGUAGE OF THE NONPROFIT ORGANIZATION

Some of the terms most commonly used by nonprofits with working definitions follow:

Articles of incorporation Legal document used to create a nonprofit organization;
sometimes termed a “charter.”

Board of directors Two or more individuals who serve as the governing body of an
organization.

Board of trustees Governing board of the nonprofit corporation (trust or charity); see
board of directors.

Bylaws Set of rules that govern a nonprofit organization’s internal affairs.
Chair of board Person selected by board to be its leader.
Chief financial officer Staff member most responsible for financial analysis and

decision-making; in smaller organizations without finance staff this role may
be jointly assumed by the CEO and the bookkeeper or board treasurer.

Conflict of interest State of affairs that looks suspicious and raises questions of appear-
ances.

Deferred giving A charitable gift made before one’s death.
Endowment An accumulation of contributions that is held for investment; earnings, if

any, can be distributed to programs.
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Fiduciary One who is legally bound to oversee the affairs of another using the same
standards as one would employ to look after his or her own assets.

501(c)(3) Section of the IRS Internal Revenue Code that defines charities as a special
type of tax-exempt, nonprofit corporation; other than testing for public safety
organizations, all 501(c)(3) organizations are eligible to receive tax-deductible
donations.

Fund Separate accounting records for a part of the organization, such as permanent
endowment, board-designated investment amounts, or restricted for a specific
purpose by donors.

Fund accounting Technical accounting term that refers to a system of accounting for
funds by project, so that assets and liabilities are grouped by the purpose for
which they will be used; use of fund accounting is inconsistent with newer
accounting standards’ emphasis on showing the financial position of the organi-
zation as a whole, but many organizations continue to use fund accounting for
internal bookkeeping and stewardship purposes.

Nonprofit Corporation that is not allowed to distribute profits or surpluses to its board
or those in control of the organization.

Officer of corporation Legal representative of the board of nonprofit corporation:
president, vice president, secretary.

Permanent fund A fund in which the principal is never spent.
Philanthropy Goodwill; active effort to promote human welfare.
Restricted fund A fund that has been contributed to a nonprofit organization for a

specific, designated purpose and cannot be used for general operations.
Secretary Officer of nonprofit board responsible for preparing board agendas, minutes,

and other documentation of business of the nonprofit board.
Stewardship Holding something in trust for another.
Tax-exempt Not subject to income taxes.
Treasurer Traditionally, the chief financial officer of nonprofit organization; now used

in more restricted sense as board member having the primary responsibility for
the board’s oversight of financial policy and financial issues such as budget
approval.

Unrestricted fund A fund contributed to a nonprofit organization whose use is deter-
mined by the board of directors.

Volunteer One who does meaningful, but unpaid, work for the nonprofit organization.

1.4 FINANCIAL POLICIES

We cannot emphasize this strongly enough: The most important aspects of proficient
financial management in the nonprofit sector are the primary financial objective and
the financial policies the organization uses. Second in importance are the tools and
practices used, but these are primarily means of implementing the objective and policies.
Throughout this book, we emphasize how the various financial management areas link
up to the primary financial objective, and we provide guidance on appropriate financial
policies in those areas.

Policy is the rule of law for an organization in a particular decision area. We often hear
of an organization’s investment policy or internal cash control policy. Policies should
be viewed as a set of guidelines (laws, rules) or principles for how day-to-day business
should be performed. Some policies are determined internally; others are prescribed for
the organization by outside organizations and are necessary in order to accept funds from
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those organizations or to work within applicable laws and regulations. Even if policies
are not written down, all organizations have some financial policies that comprise the
guiding principles regarding how they do certain things. Were it not for policies, a method
or plan would have to be established each time someone needed to do something.

To help us distinguish between policy and procedure, let’s consider two general defi-
nitions for policy and procedure, one authoritative and the other practical:

Authoritative Practical

Policy A definite course of action adopted as
expedient or from another managerial
consideration

A set of guidelines or principles defining
an organization’s philosophy about
how business should be conducted

Procedure The act or manner of proceeding in any
action or process; conduct

Steps and/or actions to be taken to
comply with a specific policy

Throughout this book, we illustrate financial policies and some financial procedures.
In addition, for those wishing to further investigate policies and procedures, Chapter 5
provides guidance on how to go about setting policies in many areas, for organizations
that have never before formalized their policies and for those organizations that wish to
revisit their policies periodically to modify and update them. In today’s donor, grantor,
and regulatory environments, it is extremely important to be able to document policy.

1.5 FINANCIAL PRACTICES

A special focus in this book is the “state of the art” regarding practices in nonprofit
financial management. We develop this profile in three ways:

1. We provide survey evidence from studies we have done as well as others on
the degree to which organizations use tools and techniques in carrying out the
finance function.

2. We profile business-sector practices that nonprofit sectors may adapt for their
charitable missions and for earned income ventures.

3. We present brief case studies or single-organization illustrations of “best practice”
implementation, including anecdotal observations we have made and illustrations
gathered from consulting firms and financial service providers.

Practices covered include the following:

• Primary financial objectives

• Organizing the finance function

• Accountability structure

• Use of technology in treasury

• Conforming to external watchdog standards

• Cash and liquidity management

• Banking selection and relationship management

• Budgeting

• Cash forecasting

• Financial ratio analysis
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• Long-range financial planning

• Capital project evaluation

• Investment policies and management, short-term and long-term

• Relative use of different forms of debt

• Bank borrowing and how banks view nonprofit organizations

• Tax-exempt bond issuance

• How bond raters view nonprofit organizations

• Earned income ventures

• Evaluating mergers and acquisitions

• Risk management

• Foreign exchange and interest rate risk exposure

• Board duties and how they are viewed

• Internal controls

• Financial accountability

In the companion book, Cash & Investment Management for Nonprofit Organizations
(scheduled for publication in May 2007), we provide in-depth guidance on:

• How and why cash management and investments provide financial strength for
the nonprofit

• Cash and liquidity management

• Appropriate size for cash and operating reserves

• Using reserves to self-fund new program and program expansion capital expendi-
tures and maintenance

• Short-term investment policies and practices

• Long-term investment policies and practices

• Endowment

• Pensions

All of these decision areas steer the organization toward accomplishment of its primary
financial objective.

1.6 PRIMARY FINANCIAL OBJECTIVE

Board members and financial executives who come to nonprofit organizations from the
business sector are often frustrated and confused by the different environment. Consider
the two polar extremes in Exhibit 1.3. At one extreme are organizations that are able to
gain all of their revenue from product or service sales. These “commercial” organiza-
tions look much like businesses and are sometimes labeled “businesses in disguise.” But
most nonprofits are religious organizations or charities, which find themselves at or near
the opposite pole, with their revenues coming from grants and gifts. These are termed
“donative” or donation-dependent nonprofits. They provide “public goods” free of charge
to their clients. Before directly addressing the most appropriate financial objective for a
nonprofit, let us discuss why this is important.
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Business-like
Organizations

Hospitals
Educational Institutions

Human Service Charities
Religious Organizations

Arts
Organizations

Donative
Nonprofit

Organizations

EXHIBIT 1.3 SPECTRUM OF NONPROFIT ORGANIZATIONS

(a) DIFFERENCES BETWEEN BUSINESSES AND DONATIVE NONPROFITS.

(i) Businesses Have a Numerical, Specific Objective: Maximize Stock Price. This
specific objective typically translates into maximizing long-run risk-adjusted profits. Inter-
mediate targets that foster increased profits and stock price are also pursued. These
targets include increasing market share (a company’s percent of total industry sales),
increasing quality, increasing share of mind (identified by company’s target audience),
and increasing short-run revenues or reducing short-run costs (or both). Nonprofits that
are businesslike in nature, such as hospitals and private schools or colleges, can adopt
many of these same intermediate targets. However, donative nonprofits generally do not
see their revenues automatically increase when they provide more services. This fact is
significant for two reasons.

1. The donative organization is forced to do additional fundraising just to cover the
added costs of providing more of the same or new services, instead of simply
collecting higher revenues from additional sales, as a business would.

2. The nonprofit that does not understand this linkage will find itself in an ever-
worsening financial shortfall each period that transpires without new donations.

For both of these reasons, financial management is more challenging for the donative
nonprofit. Soon we shall point to a more appropriate primary financial objective.

(ii) Businesses Can Price Their Services and Then Use Revenues to Gauge Their
Marketing Success. “Businesslike” nonprofit entities, such as hospitals and educational
organizations, can and do gauge marketing success from revenues for some of their
programs and services, insofar as they do not violate their exempt status and societal
role. Donatives and dues-based nonprofits may also apply this standard to certain of their
earned income ventures. Revenues do not clearly reflect the quality and quantity of all
services provided, however.

(iii) Businesses Typically Know Who Their Customers and Owners Are. Knowing
who customers and owners are may be difficult for nonprofit organizations, particularly
donative ones. Are the donors the customers, the owners, both, or neither? Or is the
organization tied permanently to the activities specified in the charter and/or articles of
incorporation, in a sense owned by society? Determining this is important because in order
to assess trade-offs correctly when making major programmatic decisions, especially
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when finances are tight, managers must make the assessment based on the proper cri-
teria. Some organizations have gone overboard with this, defunding or mothballing key
programs due to declining financial support, even though those programs were central to
their missions.

(iv) The Typical Pattern of Cash Flows Often Differs, Particularly for the Donative
Nonprofit. In donative nonprofits, the fiscal year often begins with a stockpile of finan-
cial resources that must cover the shortfall of donations experienced prior to the major
inflow around Thanksgiving and Christmas. The stockpile may include one or more of:
cash on hand, short-term securities, bank loans, soon-due pledges receivable, or salable
merchandise. The service effort is typically constant or almost so during the year, and
the payroll and supplies expenditures continue on a fairly steady basis. Donations tend
to cluster around Easter and the period from Thanksgiving to Christmas. The organi-
zation lives off its stockpile, to a large degree, until the heavy inflows materialize, at
which time it replenishes its stockpile. When face-to-face fundraising is done, and wills
and bequests are received periodically as a matter of course—as with Father Flanagan’s
Boys Home—the organization may use an income stream generated by endowments
to partly offset the dry periods. The restricted nature of many of the large gifts, wills,
and bequests may preclude interest or principal from being used for operational needs.
Consequently, many nonprofits may experience a short-term need for funds during their
operating cycles. The need for funds may have resulted from a downward trend in dona-
tions, a predictable seasonality in the receipt and disbursement of cash, or an unexpected
event affecting costs, such as a strike. The worst case may occur when demand suddenly
accelerates: When a business experiences higher sales, the sales revenues typically offset
the higher costs, but a nonprofit has no assurance that donations will increase quickly
when more services are provided.

Taken together, these operating characteristics of organizations that depend on dona-
tions for a significant percentage of their annual revenues drive their financial focus to
a different objective. We now turn to some survey evidence to find out what that is.

(b) SURVEY EVIDENCE ON THE PRIMARY FINANCIAL OBJECTIVE. In our 1992 to 1994
Lilly study of 288 chief financial officers of faith-based organizations, “financial break-
even” (revenue equals expenses) was the dominant financial objective (111 respondents),
followed by “maximize net revenue” (59 respondents).4 As secondary objective, respon-
dents indicated a concern for cost minimization (34 respondents), avoiding financial risk
(25 respondents), and maximizing net donations (20 respondents). One observation we
make here is that financial risk avoidance is justifiably gaining attention from nonprofit
organizations. Yet we believe that break-even and cost minimization are inadequate as
primary financial objectives. It would be much better to focus on net revenue, financial
risk, net donations, or cash flow—all of which represent more focused attention to the
positive contribution the finance function can make to mission achievement. Maximiz-
ing cash flow or net revenue, or attempting to break even, will force attention on cost
control. Accordingly, cash flow or net revenue may retain the best of each of the other
two related objectives while adding to them. This in no way negates the importance
of program outreach and quality attainment, but indicates ways in which resources will
be allocated to carry out the mission. (See Exhibit 1A.1 for more on this study and its
results.)

More recently, the Lilly survey instrument was revised to include more objectives
from which to choose as the organization’s primary financial objective. A fax-back survey
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was administered in late 2002 to member organizations of the Evangelical Fellowship of
Mission Agencie (EFMA). The results are fascinating. Respondents were asked first to
select their organization’s primary financial objective. The results are shown below:

Percent of Respondents Primary Financial Objective

35.7% Break even financially
21.4% Maintain a targeted level of cash reserves and

financial flexibility
14.3% Maximize cash flow
7.1% Minimize costs
7.1% Maximize net revenue
7.1% Maximize net donations
7.1% Make a small surplus
0.0% Avoid financial risk

The key point to note is that ten years after the original survey 35.7 percent (21.4% +
14.3%) of nonprofit organizations are focusing much more on cash flow and cash posi-
tion—or “liquidity management” (just as many as are following the “received wisdom”
that has been recommended by various sources to nonprofits: of not making a profit but
covering costs).

Cash flow refers to the difference between cash inflows and cash outflows in a given
period. Cash position is the amount of amount of cash and near-cash investments held
by the organization. Liquidity management includes forecasting, and managing cash
flow and the cash position, and ideally should include setting and managing toward a
preferred cash position, or liquidity target. A liquidity target includes the elements of the
cash position, along with unused short-term borrowing capacity. Your organization may
have a pre-approved line of credit with a bank, some of which has not been borrowed
or “taken down” at present.

Also important to note here is that the majority of respondents, 64.3 percent, chose an
objective other than financial break-even as best describing their organization’s primary
financial objective. Apparently an increasing number of CFOs have concluded that striv-
ing for financial break-even cannot suffice as a nonprofit’s primary financial objective.
We elaborate on liquidity targeting below.

(c) FINANCIAL OBJECTIVE FOR PURELY FINANCIAL DECISIONS. Richard Wacht, an
academic who has written on nonprofits, proposes that a nonprofit’s financial objective be
limited to “purely financial decisions” and is best stated as “cost minimization, subject to
the absolute constraint of maintaining organizational liquidity and solvency over time.”5

He arrives at this objective by assuming that the financial objective must be largely
divorced from the programmatic, mission-related objectives. While this is true up to a
point, we believe that the program and financial objectives are more closely linked in
most organizations and in most major spending and service-level decisions.

(d) RECOMMENDED PRIMARY FINANCIAL OBJECTIVE: APPROXIMATE LIQUIDITY
TARGET. Our view, based on field evidence we have gathered and on the environmen-
tal and management constraints nonprofits face, is that the primary financial objective of
organizations is to strive to meet an “approximate liquidity target” over time. Managing
cash flow and the cash position are the keys to accomplishing this. We develop the basis
for this conclusion in Appendix 1A and in Chapter 2.
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For those uncomfortable with a single objective, consider the financial objectives
articulated by William Hopkins, the treasurer of the Christian Children’s Fund, in a pre-
sentation at the 2002 annual conference of the Association for Financial Professionals:6

• Cost effectiveness

• Financial accountability

• Maximization and protection of cash flows

• Maintaining liquidity that ensures the future of the organization

Were we to adopt these objectives, we would order them in terms of importance:

• Maintaining liquidity that ensures the future of the organization

• Maximization and protection of cash flows

• Cost effectiveness

• Financial accountability

No doubt some readers will express surprise that we placed financial accountability
last. We do so for two reasons:

1. Managers tend to focus on one or at most two primary objectives, and we
believe the first two in our ordering of Hopkins’s list are the most important
objectives.

2. Environmental factors and the accounting training of the CFO of many organiza-
tions ensure that much attention will be paid to financial accountability.7 We have
seen a small number of organizations that are not as careful in being accountable
as we would hope.

1.7 CONCLUSION

The nonprofit environment is a challenging one for financial managers. Multiple stake-
holders, confusion about what financial objective to pursue, limited staff, funding, and
technology resources, and inattention to treasury management are all factors contributing
to the difficulty of the nonprofit financial management.

We have presented the main structural components, the key policy areas, and the pri-
mary financial objective in this chapter. We profiled the survey evidence regarding the
objective that the chief financial officers of faith-based charities say that they pursue,
and found that cash position and cash flow management are becoming more prominent.
We then recommended as a primary financial objective striving to meet an “approxi-
mate liquidity target” over time. This entails running surpluses in some years, possibly
deficits in other years. We develop the idea of liquidity management, including monitor-
ing the cash position and managing cash flow, in greater detail in Appendix 1A and in
Chapter 2.

In the remainder of this book, we provide guidance on how this cash position and
cash flow management focus translates into financial policy and practices. In our next
chapter we turn to a fuller investigation of why these concerns should be at the top of a
nonprofit organization’s financial concern list.
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APPENDIX 1A
THE LILLY STUDY FINDINGS

THE LILLY STUDY

We have seen much hyperbole about the true state of financial management in nonprofit
organizations. This is especially the case regarding perceptions of social services charities,
religious, and art organizations—and all nonprofits outside the health and education
sectors. A large group of these donative organizations, which depend on gifts for 60
to 100 percent of their annual operating revenues, was the focus of a two-phase study
completed in 1992 to 1994. This study was funded by the Lilly Endowment, Inc. as
part of a project entitled “Organizational Goals and Financial Management in Donative
Nonprofit Organizations” conducted by John Zietlow.

More than 1,000 religious or religiously based organizations in four categories were
selected for study: denominational headquarters, denominational foreign missions (where
the headquarters was separate), independent foreign mission agencies, and localized res-
cue missions. The latter are often called homeless shelters, but their work goes beyond
sheltering.

Treasury management topics were studied in detail in Phase 1 of the project. Ques-
tions were asked on a 12-page mail survey about organizational and financial goals
and all “short-term financial management” (STFM) areas: cash management, cash fore-
casting, inventory management, accounts receivable and accounts payable management,
bank selection and relations, fundraising evaluation, short-term investing, short-term
borrowing, risk management, and organizational attributes. Logical organizational char-
acteristics were studied to better understand why certain organizations functioned more
effectively or efficiently than others: size, age of the organization, role and interest
of the board of directors, and formal training and experience of the chief financial
officer.

Completed surveys were received from 288 (29 percent) of the surveyed organizations,
a good response rate for a survey that is lengthy and difficult to complete. Based on
the survey responses, and with the help of an expert advisory panel, each organization’s
survey responses were scored based on the STFM sophistication portrayed in the answers
provided. For each of the four categories listed, the “best in class” organization was
visited in person, as was an “average-rated” organization. How and why CFOs followed
specific approaches and used various financial management techniques was the focus of
in-depth interviews and additional decision making and board evaluation questionnaires.
Interviews were conducted with the CFO, CEO, and the outside (nonemployee) board
member most familiar with that organization’s financial management.
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The typical organization was small, having an annual revenue of only $800,000, on
average. One-half of the CFOs had related business experience, with the one-half having
eight years or more. The “best of the best,” those organizations having the highest overall
STFM score in their respective categories, were:

Independent Foreign Mission: Campus Crusade for Christ (Orlando, FL—John Webb,
Director of Finance)

Denominational Mission: (1) Church of God Missionary Board (Anderson, IN—Darryl
Smith, CFO); and

(2) Southern Baptist Board of Missions (Richmond, VA—Carl Johnson, CFO)
Rescue Mission: Peoria Rescue Ministries (Peoria, IL—Reverend Jerry Trecek, CEO

and CFO)
Denominational Headquarters: Church of the Brethren (Elgin, IL—Darryl Dear-

dorff, CFO)

The findings provided in the next section are mostly linked to survey results, although
our understanding of these findings was enriched by what was learned in the onsite visits.
We now turn to what the survey results revealed.

KEEP THE MISSION FIRST! The first principle that the survey results revealed cannot
be emphasized strongly enough: Mission first! Nonprofit organizations do not answer to
stockholder owners but instead must adhere to the charter and mission of the organization.
Finance sustains mission. Regrettably, some organizations allow that a proposed new
program take precedence over existing programs, simply because corporate or foundation
or government grant money is easier to get for the proposed program (which often is not
closely linked to the charter or mission of the organization).

MANAGEMENT AND FINANCIAL OBJECTIVES

Management Objectives Maximizing the quality and quantity of service was selected
by most respondents, followed by maximize quality. Mission-minded organizations are
service-minded, as one would expect.

Financial Objectives Break-even (total revenues equal to total expenses) was the dom-
inant choice selected as descriptive of the organization (111 of the 288 respondents),
followed by maximize net revenue (59 respondents). As a secondary objective, respon-
dents indicated a concern for cost minimization (34 respondents), avoiding financial risk
(25 respondents), and maximizing net donations (20 respondents).

The main observation we make in light of these results is that financial risk avoidance
is justifiably gaining attention by religious nonprofit organizations. Break-even and cost
minimization are inadequate as primary financial objectives, in our view. It would be
much better to focus on net revenue, financial risk, and net donations—all of which
represent more focused attention to the positive contribution the finance function can
make to mission achievement. In Chapter 1 we proposed and in Chapter 2 we defend
an objective that supersedes these objectives, that of achieving an approximate liquidity
target. One must recognize the overlap between the break-even and cost minimization
and maximizing net revenue, as shown in Exhibit 1A.1. Maximizing net revenue or
attempting to break even will force attention on cost control. Accordingly, net revenue
may retain the best of the other two objectives while adding to them. This in no way
negates the importance of program outreach and quality attainment, but it indicates ways
in which resources will be allocated to carry out the mission.



18 Appendix 1A

Financial
Break-even

Cost
Minimization

Net
Revenue

Maximization

EXHIBIT 1A.1 OVERLAP OF SEVERAL POPULAR FINANCIAL OBJECTIVES

Achievement of Financial Objective: How Well Are You Doing, Regardless of Objec-
tives Pursued? Self-ratings on the achievement of the stated financial objective were:
excellent (14 percent of respondents), very good (43 percent), good (30 percent), fair
(10 percent), and poor (4 percent). This self-rating was one of the best indicators of
the organization’s overall Short-Term Financial Management (STFM) Score, which is
based on a careful evaluation of each question in terms of its ability to indicate profi-
cient financial management. An expert advisory panel, assembled under guidance of the
Lilly Endowment, assisted in this process. Primitive financial management process and
techniques are unlikely to achieve effectiveness in an organization’s financial manage-
ment outcomes. Individual questions within the survey were differentially rated, based
on appropriateness for the size and type of organizations studied. Most respondents had a
fairly accurate idea of how effective their financial management process was, and the tab-
ulated results indicate that sophistication (what the questionnaire was really measuring)
had a strong correlation with perceived effectiveness (as measured by the respondent’s
self-assessment).

Is the Indicated Financial Objective Really Operational? A hypothetical decision was
posed to the respondent to find out whether the financial objective was actually being
pursued or was merely a stated objective. A new or expanded program recommended by
the CEO or board clearly conflicts with the financial objective: What would most likely
be done? In 46 organizations (17 percent), the program would be fully implemented
anyway; in 68 organizations (24 percent), it would be scaled down somewhat, but the
financial objective would still be set aside; and in 166 organizations (59 percent), the
objective would be met by scaling down the program adequately or not implementing
it at all. In other words, the finance function imposes essentially no discipline on 46 of
the organizations that responded, and in an additional 68 organizations, that discipline is
weak. Possibly this is due to ignorance among the officers regarding either the proper
role of finance or the importance of sound financial management.

Some nonprofit executives would object to our conclusion that forging ahead with a
new program despite the fact that it causes the organization to fall short of meeting its
primary financial objective implies poor management because faith must be exercised.
For organizations with a religious orientation, this response may be legitimate. Finance
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staff would carefully monitor such program initiatives to ensure that additional funds are
ultimately raised to vindicate that faith. Where sufficient funds do not materialize during
program implementation, this fact should be made apparent to the CEO and board in
order to (1) ensure that the organization does not unduly expand those programs (draining
resources from other important program areas) or add new ones until cost coverage is
attained, and (2) inform decision makers of the types of situations about which to be
more cautious in the future.

ON-SITE INTERVIEWS, QUESTIONNAIRES, AND ARCHIVAL STUDIES The second phase
in the Lilly study involved field studies of eight selected organizations. In-depth inter-
views, study of archived documents such as board meeting minutes and financial reports,
and statistical study of cash flows were executed for each of the eight organizations. A
pattern of financial decision making appeared from these studies, particularly for those
organizations that were scored highly on the financial management proficiency scoring
that we applied to the survey results. Bear in mind that the organizations studied were
noncommercial, donative nonprofits. These results and the conclusions we garner from
them are not necessarily applicable to commercial nonprofits such as hospitals or colleges.

THE APPROXIMATE LIQUIDITY TARGET MODEL We call the model the “Approximate
Liquidity Target” model of financial decision making. Exhibit 1A.2 provides a graphical
presentation of the hierarchy of factors influencing decision making in this model. Notice

Mission

Liquidity Target

Financial Mgmt.
Philosophy & Technology

Legal/Regulatory/
Associational Environment

Donative Nonprofit Decision-Making Influence Spheres

EXHIBIT 1A.2 MISSION AND FINANCIAL OBJECTIVES
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EXHIBIT 1A.3 INTERTEMPORAL APPROXIMATE LIQUIDITY TARGET MODEL

that the central concentric circle depicts the primacy of the organization’s mission—its
charitable purpose.

Note the financial objective nearest to the center—“liquidity target.” It appears that
organizations strive to maintain, within some range they are comfortable with, a certain
amount of liquidity—an Approximate Liquidity Target (ALT). This target is managed
intertemporally, meaning that the liquidity may dip below or shoot above the targeted
range in any given year, but the organization will attempt to return the level of liquidity
to the prescribed range in the following year(s). What might be an acceptable amount
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of liquidity for one organization could well be too high or low for another, very similar
organization.

The ALT model suggests that (1) the liquidity target range is actually the chief finan-
cial objective of the donative nonprofit organization, and (2) mission-related program
initiatives may actually be managed in such a way to assist the organization in meeting
its target. That items 1 and 2 hold is masked by two factors: (1) it does not necessarily
happen each year, but over time, and (2) the level of mission-related program initiative
may be managed more with new program development and expansion/reduction of exist-
ing programs than with a given year’s “output” level of program services. This fact seems
to imply that the cart (financial resources) is driving the horse (mission-related program
delivery). However, it may simply be that the managers of these organizations are well
aware of the inability to tap external equity and the limited ability to utilize long-term
debt (and, in many cases, a disinclination to use short-term debt) and are thus assigning
more importance to liquidity and its linkage to survival. Without financial health, and
with a threat to survival, the organization’s ability to deliver its mission in the future is
impaired.

The Approximate Liquidity Target model can be expanded to show behavioral aspects
of managerial decision making. The joint effect of three categories of variables drives
the programmatic and resource allocation decisions as the donative nonprofit organi-
zation strives to reach its ALT. We can see the environmental, mission, and financial
management categories in Exhibit 1A.3.

Although not shown in the exhibit, the model allows for feedback effects from the
realized liquidity position in any given year to the mission delivery (for assets and
programs in place), mission expansion or growth path, and preexisting liquidity for
following periods.

The box labeled “financial planning calculus” needs further explanation. This “calcu-
lus” involves the philosophy as well as technology employed for cash budgets, operational
budgets, and pro forma financial statements. So it encompasses both short-run and
long-run financial planning methodologies, including (for faith-based organizations) the
decision maker’s view of the relevance of faith in developing the coming years’ output
levels.

Throughout the remainder of this book, we provide guidelines regarding how to set
the liquidity target and how to manage cash flows to best ensure the maintenance of that
target and the continued financial vitality of the organization.


