BUDGETING


●
  A budget is a plan of action, expressed in financial terms.


●  
It is used as a standard against which to measure performance.


●  
Those who are to use it must participate in its preparation.


●   A budget must be realistic.  It can and should be changed if necessary, but only with appropriate 





Board approval.


●
  It must serve as a basis for action when indicated.

	Step

	
	Done By

	Set objectives
	
	Board

	Operating plans
	
	Management

	Determine costs
	
	Management, staff

	Estimate revenue
	
	Management, staff

	Bring costs and revenue into desired relationship
	
	Finance committee, management, staff

	Approve budget
	
	Board 

	Operate
	
	Management, staff

	Monitor progress
	
	Controller, management

	Corrective action
	
	Management, board


● If the last step isn't taken, all the earlier steps are largely useless.
A.
Creating the budget is rather like putting together a cut-up picture - one piece at a time.  It will be important to justify every element as to its source, importance, accuracy, and precision.



●
Examples of input to budget development process




-
Board priorities




-
Last years' data (but only as guidance)




-
Trend data (social, economic, and political)




Estimates may be required for some items.



●
Do NOT "plug" deficit with contributions; budget contributions from scratch.



●
Budget is prepared for full year, but must be broken into smaller pieces - usually monthly.



●
There are really three budgets in most organizations:




-
Operating (accrual)




-
Cash 




-
Capital

B. Comparison of actual to budget (interim and year end):



●
Interim and year-end statements must be timely (i.e., made available within 2 to 4 weeks).




-
Look for significant variances




-
Look for absence of variances where one might be expected (This omission may mask two offsetting situations)




-
Analyze reasons for variances
- Non recurring













- Recurring (And thus a project effect for rest of year)




-
If variances are indicative of problems, deal with problems.

C. The budget as an early warning tool; common problems of nonprofits and how to detect them.



1.
Contributions under budget:




The revenue/fund-raising department should analyze sources by:




-
Size of gift




-
Geographic area (if relevant)




-
Type of revenue {exhibit fees, membership, etc., or donor (individual, foundation, corporation, etc.)}



-
Especially for contributions, the length of time since beginning of the campaign and the time of year.  (A campaign usually starts off with a flurry of gifts, slows down, then picks up again toward the end - especially in December.)




-
For other revenue sources, consider new or repeat nature of these monies; new 





companies, changing business climate in an industry 



-
Actual gifts should be compared to budget for each of these categories and any 
significant shortfall considered as to its likely cause(s):




-
Ineffective campaign




-
Competing campaigns




-
General economic conditions




-
Unreasonable goal




-
Organization experiencing problems




-
Recordkeeping errors




-
Fraud.



2.
Service fee income under budget:




Analyze income by type of service, location, or other criteria.  Especially consider any:




-
Competing service providers




-
General economic conditions (trends either up or down or industry consolidation)





Change in mix of services offered (correlate with expenses)




-
Change in need for service used as a base for the revenue




-
Change(s) in fee schedule




-
Unrealistic estimates




-
Recordkeeping errors




-
Fraud.



3.
Investment income less than expected:




Analyze by type of investment (stocks, bonds, etc.)  (It is important that this analysis be on accrual basis.)  Reasons may include:




-
Decline in interest rates




-
Decline in economy generally - leading especially to lower dividends




-
Change in portfolio mix




-
Part of portfolio liquidated




-
Recordkeeping errors




-
Fraud.



4.
Expenses higher than expected (common problem):




Analyze by:
purpose of expense (functional)







nature of expense (natural)







location, department (cost center)








type of expense (fixed, variable)



Reasons may include:  General inflation










New programs/change in nature of programs  (If applicable,










correlate these changes with service fee income)










Inefficiency:











Start-up costs










Personnel turnover










Poor planning










Poor implementation










Unrealistic estimates










Unexpected problems, i.e., weather, accidents, etc.










Recordkeeping errors










Fraud:  Through cash disbursements or theft of assets


●
Be alert to any effort on the part of operating people to force actual expenses into other budget categories to avoid apparent overruns.



5.
Expenses less than expected:




Reasons may include:       
Inflation less than expected











Efficiency











Unrealistic estimates











Change in nature or timing of programs











Programs not being carried out as intended (watch this one!)










Recordkeeping errors

Signs Which May Indicate Financial
Trouble For Not-for-Profit Organizations
Membership Support


Decline in utilization of the organizations services by the membership-at-large (fewer members, patients, meeting attendees, etc.).


Decline in real dollar support through industry grants and membership dues.


Decline in hours of time made available by volunteers.


Increasing incidence of turndown of grant requests.


Criticism of the organization or its programs by public figures or media.

Financial Independence


A growing percentage of expenditures for basic operations funded by restricted grants.


A growing percentage of own-source unrestricted revenues committed to meet matching-fund requirements or needed to supplement restricted revenues for special projects.


Increasing reliance on very few different sources of support

A growing debt burden

Rapid increases in fixed cash costs (salaries and fringes, rent, debt service, others).


Continuing decline or deficit in operating income or unrestricted fund balance

Continuing decline or overdraft in cash and equivalents
Productivity


Cost per unit of service rising rapidly

Number of employees per unit of service rising rapidly

User fee rates rising rapidly (unless resulting from a deliberate management decision to reduce the amount by which such fees are subsidized from other revenue sources).

Current Costs


Proceeds of long-term debt or sales of long-term investments being used for current purposes

Deferring needed maintenance of capital assets

Low or declining funding of replacement of capital assets near the end of their useful life

Default on debts (bonds, notes, mortgages, interest).


Failure to pay payroll or other taxes when due (Note: It is possible personal liability may be involved)

Inability to pay salaries or other current expenses when due, or borrowing to cover such amounts shortly before payment

Borrowing of cash or other assets from restricted funds or other diversion of restricted resources to inappropriate purposes
Management Practices


A pattern of budget cost overruns, either overall or in specific programs/departments.


Increasing incidence of revenue shortfalls

Earnings on investments declining disproportionately to general trends of investment yields

Interest rates charged by lenders increasing disproportionately to general trends of interest rates, unwillingness of lenders to lend to organization, or insistence by lenders on burdensome debt covenants.


Receivables, inventory, or prepaid expenses increasing faster than related activity would dictate.


Increasing incidence of funding source challenge or disallowance of expenses

Financial and operating data being provided to board members and management is delayed, unclear, or incomplete.  Explanations of key items and variances are unavailable or of doubtful validity.


Failure on the part of board members or management to understand and accept the seriousness of the financial situation based on any of these indicators leads to serious organizational problems.
