co LLC CERTIFIED PUBLIC ACCOUNTANTS
, LO,,

AND CONSULTANTS

Critical Financial Information for Nonprofits
April 28, 2011

Presented by:
— Nonprofit and Social Services Group

North Ron Matan, CPA, Partner-In-Charge
i Bridget Hartnett, CPA, Member




Accounting Basics

Provide overview of accounting services

Review the fundamental concepts and structure of nonprofit
financial statements

Understand how to analyze this information for your own
organization

Cash flow importance

Budget estimates

Understand dash board reports

Knowledge of assessing your Organization’s financial health,
utilizing ratios and dash boards @
.
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Types of Fmanmal Statements

Prepared by outside CPA Firms:
= Audit
= Review
= Compilation
Prepared internally by organlzatlon
= |nternal Budgets

= |nternal Financials
= Dash Boards




Audit — Highest Level of Assurance

= Verification of specific information
= Review of internal controls

= Tests of selected transactions

= Communications with third parties




Review — Limited Assurance

= Primarily consists of analytical procedures
= Inquiries of management team

= Good middle ground without work and
expense of an audit



Compilation — Lowest Level of Assurance

= Present management’s information
= EXpress no opinion or assurance

= No Inquiries of management or analytical
procedures



Audited Financial Statements of Nonprofit/Social Service Organizations

= Independent Auditors’ Report
- Short Form (Lenders)
- Long Form (GAS)

= Financial Statements of Not-for Profit Organizations

- Financial Position (a.k.a. Balance Sheet)

- Activities (a.k.a. Income Statement or Profit & Loss Statement)
- Functional Expenses

- Cash Flows

- Footnotes



Financial Statements Structure

Statement
of
Cash
Flows

Assets

of Financial Position

Liabilities

Surplus/Deficit

Net Assets

Statement of Activities

Revenue
minus

Expenses

Surplus/Deficit

Functiona
Expenses




Financial Statements Structure

Cash versus Accrual Accounting

= Cash Accounting: Very similar to balancing your checkbook.
By definition there are no accounts receivable or accounts
payable.

= Accrual Accounting: Includes receivables and payables
= A more comprehensive look at your financial situation
= Think with an accrual mentality

Accounts Receivable: What others owe you
NOT YET!

Accounts Payable: what you owe to others
NOT NOW!



Statement of Financial Position

= Assets = Liabilities + Net Assets

= Snapshot at a Point in Time

= Net Assets Accounting for Contributions Received and
Contributions Made

- Permanently Restricted
- Temporarily Restricted

- Unrestricted
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Statement of Financial Position
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% in Thousands

Asset Composition
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Liability Composition

% in Thousands

At Fiscal Year End December 31st
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A Primer on Net Assets: The 3 Buckets

Unrestricted Revenue
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A Primer on Net Assets: The 3 Buckets

Temporanly & Unrestricted Contributions Permgnently

Restricted Restricted

Contributions Contributions
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A Primer on Net Assets: The 3 Buckets

Temporarily % Unrestricted Contributions Permanenﬂy
Restricted Restricted
Contributions CF& Earned Revenue Contributions
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Temporarily Restricted
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Permanently Restricted
Endowment

Investment Income

Net Assets Released

Bottle of Water -
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Operating and
non-operating
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Statement of Activities

= Revenues, Gains, Other Support

= EXpenses

- Program services
- Management and general
- Fund raising

= Activity for the reporting period

17




Financial Statements Structure

How the Statement of Activities influences the Statement of Financial Position: The change in Net Assets
over the course of a fiscal period (i.e. month, quarter, year) will either increase or decrease your total Net
Assets, which appears on the Statement of Financial Position.

Statement of Financial Position Statement of Financial Position
FYE 06/30/02 FYE 06/30/03
Statement of Activities
FY 2003
Liabilities o Liabilities
Assets i : d” Assets
Cirnrlfibuted
Expenses
o * IIzer;sonr)el | * o
Surplus/Deficit T Surplus/Deficit
Net Assets Support Net Assets
Change in Net Assets
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Statement of Activities
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Financial Reports

“Accounting for Contributions Received and Made”
= Unconditional transfers or promises to give

= Contributions must be recorded as revenue

= Unconditional promises recorded at present value
= Defines recognition of contributed services

20



Most Common Problems on
Statement of Activities

= OQverstatement or misallocation of revenues
= Understated or misallocated expenditures

= Aggressive accounting policies

= Related party transactions

21



Aggressive Accounting Policies

= Use of very aggressive accounting principles or
practices for income recognition, deferred
revenues, capitalization and deferral of costs,
amortization

= Lack of supporting documentation

22



Statement of Functional Expenses

= Report Expenses by Functional Categories

- Program Types
- Management
-G &A

- Fund Raising

23




Statement of Functional Expenses
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Statement of Cash Flows

Operating Activities
Financing Activities
Investing Activities
Cash and Cash Equivalents

Non-Cash Financing and Investing Activities

25




Statements of Cash Flow
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L_evels of Audits

F/S GAAP

£

\(ellow Book

OMB A-133
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Cash Flow Cycle

7

Support/Grants/Donations

Accounts Payable

CASH

Accounts Receivable

Cash Purchases/Disbursements

Investments/Cash Reserves
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Cash Budget

Definition: A cash map
showing the amount and the
timing of cash receipts and
cash disbursements on a daily,
weekly, or monthly basis.

29
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Cash Flow Warning Signs

Decreased liquidity
Missed trade discounts
Late vendor payments
Slow collections

Less “safety” cash in bank

30




Why Is Managing Cash Flow Critical for
Nonprofits?

Government payments may be late

Foundation grants are usually paid in one lump
sum

Many nonprofits experience a “seasonal”
demand for program services

Time gap between providing service and
receiving payment for service

31



Big Three of Cash Management

= Accounts Recelvable collect
early

= Accounts Payable stretch
payments

= Programs don’t tie up cash in
wrong (monetary losing)
programs

32




Cash Flow Concerns

= Collecting A/R 35%
= Paying bills on time 26%

= Having enough cash to attract new

programs 2204,
= Tracking cash flow 1LY
= Meeting payroll 6%

33




Accounts Recelvable

JEncouraging prompt payment
=Clear, accurate, timely Invoices
=Clear description and account number

=Prices and language that agree with the
contracts/agreements

=Highlight balance due and terms
= Contact information

34



Increasing A/R Collections

= Reduce the number of days
A/R outstanding improves
cash flow

= Risk of collection is
decreased as days
outstanding decreases

35




Lengthening A/P Average Time

-----------------------

[P |

= Slow down payables, improve
cash flow

= Negotiate current liabilities into
notes payable improves cash flow

=Increase risk of vendor COD

= Decrease discount leverage with
vendor

36



Communication with Key People

= Make sure your critical vendors and key
employees understand that cash flow Is tight
and you are working to improve Iit. Share
your plan!
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Cash Flow Analysis

= Should be performed at least once a month
= Analysis should answer:

= How much do we need?

= Where Is it coming from?

= \When does the money come in from each income
source and go out for each resource?

38



Cash Flow Projection

= A tool that is used to facilitate cash flow analysis

= It Is a forecast of all cash received and expended over
some future period, ideally 12 months

= A “roll forward” 12 months (e.g. June to May then
July to June, etc.)

= Based on Agency’s annual operating and capital budgets
= Takes into account Agency’s cash reserves

= Funds invested In short-term securities, savings, and
money market accounts

39



Cash Flow Projection

= |s dynamic — constantly changing

= Essential tool In the financial decision making process
of the Board of Directors and Finance Committee

= Provides timely information for Agency leadership to
proactively make decisions and provide guidance

40



Managing Cash Deficits

= [ncrease or accelerate cash inflows

= Decrease and/or slow down cash outflows

= Access additional cash through financing
= |_ine of credit

= Bridge loan

41



Managing Cash Surpluses

= Cash balances that are not needed In the
Immediate future should be put to work earning
Interest

= Factors to consider:

= The degree of liquidity desired (ability to
convert the investment to cash)

T

ne return provided by the interest rate

ne degree of ris

K
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Create a Cash Flow Forecast

= A cash flow forecast will assist you managing
through the period of tight cash

= A good (free) cash flow Excel-based cash flow
forecast with directions can be downloaded
here:

www.nhonprofitsassistancefund.org

or

www.lesliethacker.com/resources.htm.
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Cash Flow Worksheet
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“Gottchas’” to Remember

= Make sure you know your true costs of
expenditures

= Make sure you know what your true gross
margin Is by program (lowest revenue
component) Y

45




“Gottchas’” to Remember

= Never, ever, ever use the IRS as an “unauthorized
lender” /

= File 941 tax reports on time

= Pay 941 taxes on time

= Monetary penalties are very high for:
= Failing to file 941 tax returns on time

= Failing to pay tax on time
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A Word on Budgeting

Build realistic (conservative) budgets
= Underestimate revenue and overestimate expenses

Do not ‘plug’ budgetary gaps with unidentified or unlikely revenue sources

= Prioritize incremental expenses so that “if” new revenue sources materialize
management has a predefined defined plan to use the revenue strategically

Start by reviewing the Statement of Activities from the prior year and make
adjustments based on what management expects to be different

Organizations should be encouraged to:
= Budget for a surplus rather than breakeven (or at least manage to a surplus)
= Monitor actual results against budget on a monthly/quarterly basis
= Prepare and monitor balance sheet on a regular basis
= Prepare monthly/quarterly cash flow projections

47




Budgeting

= |t Is an estimate of the money the organization will
earn and spend

= Usually during a specific period

= 12 month period used for financial purposes is called a
fiscal year

= |t Is today’s plan for tomorrow’s operations

= |t represents the allocation of resources based on the
planning process

= Normally a nonprofit would aim to budget for at least a
small surplus
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Budget Elements

= The budget process begins when the annual strategic
planning starts

* The budget is the tool for accomplishing the plan

= Planning steps include:
= Board Vision
= Mission Statement
= Goals
= Objectives

= Planning steps feed the long and short range
planning cycles

49



Budget Steps

= |dentify expected revenues before expenses
= Diversify revenue sources

= Match the costs to the revenue budget

= Build the budget on accurate estimates

50



Budget Steps

= Develop an ongoing budget narrative
= Relate the budget to the strategic plan

= Establish fiscal controls to ensure budget
compliance

= Review fiscal performance at specified times
and develop new budgets based on gained
experience

o1



Budget Preparation Phase

= Usually takes place in the last quarter of a
fiscal year

= Includes a written plan of action on how to
achieve goals and objectives

= The revenue side of the work plan may be
called the financial development plan

= |t specifies how and why you are seeking the
revenue sources
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Budget Comparisons

Budget estimates should be compared to actual expenditures
at least monthly

Variances to budget are normal
= Emergencies do happen
= Positively approach lessons learned
= Adjust accordingly

A flexible budget should be flexible in both revenue and
expenditures

A fixed budget may result in major adjustments if the
comparison shows expenses outpacing income
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Assessing Financial Health

What trends do you see? What are the amazement numbers?

How do this year’s numbers compare with last year’s?

L

Profitability & Savings: Does the agency cover its costs? How large are surpluses/deficits
relative to revenue? Is the agency saving? If so, is it enough?

Revenue Dynamics: Where does the organization’s money come from? Is revenue well
diversified; at risk? Do the revenue streams appear reliable/consistent?

Expense Dynamics: What levers does the agency have in its control to manage expenses?
How hard is it to tighten the belt? Is management responsive to operating changes and
prepared to make difficult decisions?

Health of Balance Sheet: Is the distribution of assets appropriate, given the core
business? Is the organization investing in its fixed assets? How leveraged are they? What is
the composition of net assets? How much is unrestricted and liquid?

Liquidity: Does the agency have enough cash to cover current obligations? How well are
they managing receivables? Are they asking others to pay the bills?

&1 2
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Take Aways
= Reliable, accurate and timely financial data is the first step to
owning your numbers and telling your financial story.

= Even with good data, it is important to know what to look for
(e.g. indicators that reveal the degree or risk an enterprise can
tolerate, given its future plans and goals).

= Key stakeholders need to have a common understanding of
your financial story.

= Ask guestions often!
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=L iquidity

=Profitability

=|_everage

Types of Ratios

56




Liquidity

Sufficient current assets that can be easily converted
Into cash to cover maturing debts and meet cash needs
of the organization.

= Examples:
- Months of cash
- Working capital
- Current ratio
- Quick ratio (Acid ratio)
- Days cash In reserve
- Accounts receivable turnover
- Profit margin

o7



Months of Cash: A Measure of Liquidity

What is it?
= The number of months the organization could operate with current cash reserves

= The cash position at some point in time (usually at fiscal year end) divided by the
average monthly operating expense

Example
= One organization had $300,000 in cash at the fiscal year end
= Its annual operating expenses for that same year equaled $1.2 million
= One month of expenses = $1.2 million/12 months = $100,000
= Months of cash = $300,000 /$100,000 = 3 months

Most organizations should retain at least one month of cash and aim for three to six months
through a combination of cash on hand and access to cash through a line of credit

= Line of credit should be used to address cash flow problems, NOT cash problems

58




Snapshot of Financial Health

Comparison to Other Similar Organizations
Estimated Days Cash In Reserve

Net Assets Total
Organization At Year End* Expenses** Cash
A $ 2,545,000 $3,748.000 20
B $ 5,114,000 $5,462,000 28
C $16,450,000 $7,061,000 70
D $ 6,184,000 $3,464,000 54

*Does not include available or unused lines of credit.
**Includes depreciation; a non-cash expense.

Data derived from Charity Navigator; latest year available.
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Working Capital

Current Assets
- Current Liabilities
= Working Capital

Provides some indication of ability to pay existing current obligations

60



Current Ratio

Current Assets

Current Liabilities

Measures short-term debt-paying ability
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Comparison to Other Similar
Organizations

Current Ratio*

Organization Current Ratio
A 1.00
B 1.18
C 1.52
D 1.38

*Current Assets divided by Current Liabilities

Data derived from Charity Navigator or Guide Star;
used latest year available.
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Quick Ratio (Acid Test)

Cash + Marketable Securities
+ Net Receivables
Current Liabilities

Measures immediate short-term liquidity
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Profit Margin [

Change in Net Assets

Revenues

Measures change In net assets generated by each dollar
of revenues

" JB
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How Much Cash Do | Need?

Mos. of Expenses Operating Situation
Covered by Cash

“Rule-of-Thumb” Impact of Working Capital Levels on Operations
NOTE: Reality can be different, especially if funders are reliable and cash flow is even

0

Crisis - management Is scrambling for cash. Delaying
vendors. Checking over-draft.

Less than 1 month Cash is tight - Line of credit source of liquidity.

Delaying vendors.

1-3 months Room to breath — Can do some long-term thinking.

Little room for “rainy days”

3+ months Handles risk — Ability to withstand shocks such as

large facility repairs, funding cuts and possibly
recessions.

al
o
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Dash Board Reports
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Dash Board Reports
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| Cash Receipts in the Operating Account
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FY 2008 vs. FY 2009 Cash Receipts & Expenses
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FY 2008 vs. 2009 Revenues
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OFY 2009 DHHS Grants OFY 2008 DHHS Grants
BFY 2009 Contract Revenue  BFY 2008 Conlract Revenue
EFY 2009 Other Revenue OFY 2008 Other Revenue
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Contact Information

Ron Matan, CPA, Member of the Firm
Director of Nonprofit and Social Services Group
Ron.Matan@sobel-cpa.com

Bridget Hartnett, CPA, Member of the Firm
Nonprofit and Social Services Group
Bridget.Hartnett@sobel-cpa.com

Sobel & Co., LLC

293 Eisenhower Parkway, Suite 290
Livingston, NJ 07039
973-994-9494

Visit our website for additional nonprofit resources and information: www.sobel-cpa.com
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