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onprofit organizations are rarely
judged solely by their financial bottom line; instead,
their worth is gauged by the effectiveness of their
services and how successfully they achieve their
mission. Accordingly, recent efforts to improve the
quality of out-of-school-time (OST) services have
centered on various aspects of programming (e.g.,
applying “best practices,” increasing professional
development, tracking outcomes, etc.) and have
largely ignored building the capacity of the organi-
zations themselves. Yet, for most organizations, the
ability to deliver effective services is dependent on
sound management practices, of which financial
management is an essential piece.!

Unfortunately, past research has shown that even
high-performing nonprofit organizations have seri-
ous gaps and inefficiencies in their financial and
other core management systems.? In an effort to
maximize the resources that go to serving clients,3
public and private funders have traditionally set
very low limits on administrative, management and
other “overhead” expenses not directly related to
programming.4 There is now widespread agree-
ment among nonprofit leaders and those who study
them that the percentage of funds from grants

and contracts that can be used to cover overhead
is, as a rule, unrealistically low.5 In addition, non-
profits often find that managing their many grants
and contracts and complying with the reporting
requirements of various funders is enormously time
consuming, especially for the sizable proportion of
organizations that rely on government funds.®

This situation leaves nonprofit organizations vulner-
able. Many lack cash reserves, making it difficult for
them to build a safety net for periods of low reve-
nues.” Organizations often struggle to manage their
finances effectively—challenged by the basic, day-
to-day demands of paying bills, submitting vouchers
and responding to funder requests. In these situa-
tions, leadership is forced to focus on survival and
crisis management, rather than long-term strategic
planning and development or improving program
quality.8 Inadequate investment in core manage-
ment systems, including financial management, has

led to what one expert describes as a “continued
and persistent hollowing out of organizational infra-
structure” across the nonprofit sector.?

The Current Study

The Strengthening Financial Management in Out-
of-School Time initiative (SFM) grew out of The
Wallace Foundation’s long-standing commitment
to improving the quality of services for youth dur-
ing nonschool hours and the realization that even
successful nonprofits face financial management
challenges that have an impact on their ability

to achieve their missions. The four-year initiative
seeks to improve the financial management sys-
tems of 26 well-respected OST-providing nonprofit
organizations in Chicago. It is offering their key
staff training and support, while also working to
reform funder (both public and private) practices
that strain OST organizations’ financial manage-
ment capacity. Participating organizations are
receiving financial management training and peer-
networking opportunities, using one of two models
that vary in intensity and in the balance of indi-
vidual vs. group-based training and support.

The following pages summarize a report by
Public/Private Ventures (P/PV) that describes the
financial management challenges of participat-
ing organizations at the start of SFM, as well as
their progress to date. It also suggests early lessons
for OST funders and nonprofit leaders that have
emerged from SFM’s first 12 to 18 months. A sec-
ond report that focuses on the implementation,
cost and effectiveness of the initiative will be
published in 2014.

The current report is based on information from
the following sources:

* Baseline and nine-month follow-up surveys of the
CEO and lead financial officer (or equivalent) in
each of the 26 participating organizations.

¢ Formal assessments of the financial management
practices of each organization, conducted by
Fiscal Management Associates (FMA), which pro-
vided financial management training and capac-
ity building for the initiative.
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e Interviews with the CEOs, lead financial officers
and, in some cases, program managers of 12 SFM
organizations.

¢ Interviews with FMA staff and reviews of FMA
documents and annual reports.

Summary of Findings

From interviews with experts on nonprofit financial
management, we identified three practices essential
to a nonprofit organization’s ability to be financially
strong and effective:

1. Understanding the true costs of all programs to
develop accurate, realistic budgets;

2. Monitoring the financial status of individual
programs and the organization as a whole on an
ongoing basis; and

3. Meeting expenses in a timely manner.

To implement these key practices, an organization
needs:

1. Strong financial management resources, both
human and material,;

2. Procedures and methodologies to generate key
indicators of its financial status, account for over-
head costs and alert staff about available cash as
well as shortfalls; and

3. Systems to effectively communicate financial infor-
mation among financial and nonfinancial staff.

However, the SFM organizations faced significant
challenges in each of these areas:

The organizations’ finance offices were hindered by
having too few staff to deal with too much work, staff
with less-than-optimal analytical and strategic skills,
and staff configurations that created inefficiencies and
slowed work flow. The staffing of the SFM organi-
zations’ financial offices had not kept pace with
their rapid growth and the increasing complex-
ity of funding requirements. Generally, finance
office staff were able to carry out tasks necessary
for maintaining their organization’s daily opera-
tions, but their strategic and oversight functions
were performed in a very limited way. Lead finan-
cial officers had to devote too much of their time
to basic operational tasks and contract/grants

administration, leaving little opportunity for big-
picture analysis and long-term planning. Many
offices needed to broaden the expertise and
skills of staff and reconfigure duties and lines of
authority to perform the full spectrum of finan-
cial activities effectively.

The majority of the organizations either needed to
update or better utilize their financial software so
that they could reduce inefficiencies and generate
more accurate and reliable financial information.
While some organizations needed to upgrade to
more sophisticated software because they had
outgrown their existing program, the majority of
the organizations had appropriate software but
were not using it to its full capacity—most likely
because staff lacked the training needed to do so.
As a result, the organizations’ ability to produce
critical financial reports was limited.

The organizations needed better procedures to ensure
that organization-wide and individual program bud-
gets reflect true and full costs of operations. Budgets
are critical for good fiscal management—but
only to the extent that they are based on accu-
rate information about the true cost of running
an organization’s programs and services. The
budget for any single program must include a
share of the overhead costs of the organization
that runs and houses the program, as well as the
“direct” costs associated with delivering the pro-
gram’s services. About a third of the SFM organi-
zations (9 of the 26) needed to develop a more
accurate and automated method for capturing
and allocating overhead costs and incorporating
them into program budgets.

Many of the organizations were struggling with finan-
cial monitoring and forecasting. Most SFM organi-
zations (80 percent) were producing financial
reports, referred to as “budget-to-actual” reports,
that present the variance between the amount
that has been budgeted and the amount actually
spent at specific points in time. Reviewing these
reports helps ensure that actual expenditures

do not exceed what was planned. Unfortunately
for the SFM organizations, these reports did not
always help program staff make informed deci-
sions about how to manage their budgets. One
reason is that many organizations were not gen-
erating program-level budgets and thus could not
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create budget-to-actual reports for individual pro-
grams. In addition, program managers did not
always have the skills needed to understand and
act on the financial information they received.

Finally, cash flow projections were not being gen-
erated often enough or projected out far enough
to help the organizations predict and plan for
cash shortfalls. More frequent and extended pro-
jections are especially important in the current
economic context, in which late state payments
and low cash reserves often make it necessary
for organizations to open lines of credit to meet
their expenses.

Communicating financial information to program
staff was a significant challenge. Budget develop-
ment should be a team effort, based on input
from staff from finance, programs, development
and human resources.'0 Because they have direct
knowledge of the resources needed to implement
program activities, program managers are espe-
cially important members of the team. P/PV’s data
indicate that program staff were participating in
developing annual budgets. However, program
managers and finance staff were not routinely
meeting to discuss any variances between a
program’s budgeted and actual costs, leaving
program managers without the information they
needed to carefully plan how to use discretionary
funds to achieve the maximum impact for youth.

Recommendations

Changes in the larger funding environment are
needed to produce deep and sustained improve-
ments in nonprofits’ financial management
capacity—and thus their ability to fulfill their orga-
nizational missions. Public and private funders
should consider the following reforms:

Invest in nonprofits’ core administrative infrastruc-
ture, especially financial management. Without suf-
ficient funds to invest in software, training and
technical assistance, and—perhaps most impor-
tant—staff and managerial time, nonprofit orga-
nizations will not be able to improve their finan-
cial management practices at any kind of scale.
In practical terms, this means funders should
consider raising the level of overhead they allow
in their grants and contracts, recognizing the
importance of a strong organizational infrastruc-
ture for the delivery of quality services.

Reduce administrative and financial burdens that
result from current funding practices. Meaningful
change in this area cannot be accomplished by
any single funder alone, but rather requires the
collaboration of a significant proportion of pub-
lic and private funders across a given sector.

Invest in financial-management capacity building. This
study suggests that nonprofits are in need of and
open to such assistance. Early SFM data indicate
that peer learning opportunities (like its quarterly
meetings for CEOs) may be particularly valuable.

Responding to these challenges, the SFM organiza-
tions made encouraging progress during the first 12
to 18 months of training.

Funders should invest in these kinds of capacity-
building efforts, including evaluations to docu-

ment successful approaches.
As a group, the 26 SFM organizations have responded
enthusiastically to the SFM initiative and have made

some j)romisi'ng early progres's toward their.goals. Final Thoughts

Lead financial officers’ ratings of the skills of the

financial office staff improved between the base- The SFM organizations are some of the most

line and nine-month follow-up surveys. Data from well-established youth-serving organizations in
these surveys also indicate that, on average, the Chicago, and yet they all are struggling to man-
organizations made modest gains in generating age their finances effectively. If financial manage-
key financial reports more frequently, and were ment problems are hampering their ability to
moving closer to the recommended benchmark achieve their missions, it is quite likely that weak
of monthly reports. In particular, organizations’ financial management resources, communication
use of cash flow projection methods were on the systems and practices are hampering many other
rise. Finally, as a group, the program managers’ youth-serving organizations across the nation.
ability to develop and/or understand budgets And as a result, young people are not being

and financial reports improved over time. served as well as they could be.
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Improving the quality of OST programs—indeed of
all social programs—can be achieved only if the lead-
ers are not consumed with the very survival of their
programs. Thus, efforts to improve program quality
will need to be combined with efforts to strengthen
organizations’ financial management capacity.

In the current economic climate, it is more urgent
than ever for organizations to adopt effective and
strategic financial management practices. Findings
from the startup phase of the SFM initiative suggest
that these organizations are very receptive to training
designed to build their financial management capac-
ity and are willing to devote staff time to carry out

an ambitious change agenda. The ultimate success
of these efforts, and what level of intervention will
prove to be most cost effective, remains to be seen.
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Like so many other not-for-profit organizations,
for the first three decades of our existence, we
operated move like a “mom and pop shop” than
like a multimillion dollar business. Because of
[our] (1) lack of sophistication with financial
management, human resources management,
Jacilities management and information technol-
02y, (2) historical unwillingness to “take money
from programs to pay for administration,” and
(3) significant environmental changes in the
accountability, sustainability and transparency
for nonprofits, we face momentous financial
management challenges. We are currently. ..
putting systems in place that will help us more
effectively and efficiently meet the needs of a
21st century medium-sized business. Contrary
to past trends in nonprofit thinking, [we
believe] improved financial practices will allow
us to expand and improve our delivery system
and. .. out-of-school-time (OST) programming.

—LExcerpt from an application to the
Strengthening Financial Management in
Out-of-School Time initiative, submitted by a
multiservice organization

ver the past two decades, the
nonprofit sector has experienced unprecedented
growth, particularly among organizations that
deliver human services, including out-of-school-time
(OST) programs.” These organizations are rarely
judged solely by their financial bottom line; instead,
their worth is gauged by the effectiveness of their
services and how successfully they achieve their
mission.

And yet finances do matter. For most organiza-
tions, the ability to deliver effective services is
dependent not only on solid funding for those ser-
vices, but also on sound management practices, of
which financial management is an essential piece.?
Indeed, as public demand for more effective, effi-
cient and accountable services has increased, good
financial management has become more important.
Increasingly, nonprofit organizations are expected
to make creative use of scarce resources and take
fiscal realities into account as they make program-
matic decisions.3

However, to date, most efforts to improve the
finances of OST and other human services orga-
nizations have focused on helping them develop
fundraising and sustainability strategies that can
succeed in today’s complex funding environment.
Little attention has been paid to the equally impor-
tant areas of financial accounting and management.

Similarly, recent efforts to improve the quality of
OST services have centered on various aspects of
programming—such as incorporating quality stan-
dards and “best practices,” increasing professional
development opportunities for staff, tracking and
improving youth outcomes and establishing city-
wide systems to increase access—and have largely
ignored building the capacity of the organizations
themselves, including their financial management
capacity. This was the conclusion, for example, of
a recent study by Fiscal Management Associates
(FMA) that found a number of gaps and inefficien-
cies in the financial and other core management
systems of the 16 high-performing OST-providing
organizations it assessed.
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The Current Study

Believing that quality programs in the OST field
are dependent on and can only be sustained by
healthy OST-providing organizations, The Wallace
Foundation launched the Strengthening Financial
Management in Out-of-School Time initiative
(SFM) in 2009. The four-year initiative seeks to
improve the financial management systems of 26
OST-providing nonprofit organizations in Chicago.
It is offering their key staff training and support,
while also working to reform funder (both public
and private) practices that strain OST organiza-
tions’ financial management capacity.

This report is part of a larger study being con-
ducted by Public/Private Ventures (P/PV) on the
need for—and implementation, cost and effective-
ness of—SFM.5 Drawing from P/PV’s interviews
and surveys of participating organizations’ staff, as
well as early assessments conducted by the initia-
tive’s capacity-building provider, FMA, the report
describes the financial management challenges of
the organizations at the start of the initiative and
suggests early lessons for OST funders and non-
profit leaders.

While the initiative and this report focus on OST-
providing organizations, our findings will likely offer
a window into the financial management strengths
and challenges of others in the nonprofit sector. The
issues we explore are in fact vitally important and
worthy of additional research, as the sector increas-
ingly recognizes that sound financial management
provides the foundation for effective services.

Sources of Data

The report is based on information from the follow-
ing sources:

* Surveys of all 26 organizations. P/PV surveyed the
CEO and lead financial officer (or equivalent)
in each of the 26 organizations participating in
SFM. This report uses data from the baseline sur-
vey, which was administered to each organization
three months after it started the initiative, and
a follow-up survey, which was administered six
months later (that is, nine months after it started
the initiative).

* FMA’s formal assessments of the financial manage-
ment practices of each organization, conducted
during its first three months of participation in
the initiative.

e Interviews with the CEOs, lead financial officers
and, in some cases, program managers of 12
SFM organizations, conducted by P/PV over the
phone or during site visits in November 2009 and
November 2010.

¢ Interviews with FMA staff and reviews of FMA
documents and annual reports.

Organization of the Report

Chapter II reviews existing research on the causes
and consequences of weak core management,
including financial management, within the non-
profit sector. Chapter III presents a brief overview
of SFM and the participating organizations, includ-
ing their financial status at the start of the initiative.
Chapter IV explores the financial management
challenges experienced by the SFM organizations.
The report concludes with a chapter that draws on
the findings about the organizations’ financial man-
agement capacity at the start of the initiative and
the early progress of SFM to generate recommenda-
tions for funders and nonprofit leaders about how
they can best support this important core capacity.
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o understand the factors that contrib-
ute to weak financial management in the nonprofit
sector, it is important to consider how nonprofit
organizations are generally funded and the effects
of funding practices on their organizational capacity.
Most of the literature on this topic focuses on the
effects of funding practices on organizations’ inter-
nal management capacity as a whole, which includes
financial management as well as other core func-
tions, such as fundraising and facilities management.
What is clear from the literature and the experience
of many nonprofits is that certain common funding
practices make it exceedingly difficult to invest in the
type of organizational infrastructure needed to sup-
port and sustain quality programming.

Limited Funding for “Overhead”
Expenses

The true costs to an organization for delivering
programs and services are not limited to the costs
of the materials, equipment and staff salaries
directly associated with each particular program.
There are also operating expenses associated with
running the organization itself, frequently referred
to as “overhead” costs. These include management
and administrative expenses, costs associated with
raising money for the organization (e.g., develop-
ment staff salaries), human resources, information
technology (computers, software and staff time),
office furniture, heat, phones, rent and the main-
tenance of the facility. Typically, when funders
award a grant or contract for a particular program,
they specify the amount of the money that must go
directly to the program and the amount that can be
applied to the organization’s overhead expenses.

Overhead costs have been chronically underfunded
by the public and private funders of nonprofit orga-
nizations. There is widespread agreement among
nonprofit leaders and those who study these funding
practices that the percentage of funds from grants
and contracts that can be used to cover overhead
expenses is, as a rule, unrealistically low.6 Recent
studies have cited several interrelated reasons for
this. For example, there is a long-standing convic-
tion among funders, charity group watchdogs and

nonprofit organizations themselves that overhead
costs should be kept as low as possible so that more
resources can go to providing services to clients.” In
this view, funding is seen as a “zero-sum game” in
which support for the organization’s operating costs
is provided at the expense of serving people.8 As a
result, funders have traditionally set very low limits
on expenses not directly related to programming.?

The desire to keep overhead costs low can lead orga-
nizations to under-report these costs, to conform to
the expectations of their funders. Bedsworth et al.
describe a vicious cycle in which funders consistently
underestimate the costs incurred in running a non-
profit organization, which in turn puts pressure on
nonprofits to underreport their overhead costs or
risk alienating their funders.’® Of course, this only
reinforces funders’ inaccurate ideas about overhead
costs, leading them to continue setting unrealistically
low levels of allowable expenses.

There is also evidence that some nonprofit orga-
nizations do not ask for sufficient funds for over-
head expenses because they lack the expertise and
technical capacity to determine these costs. This
was one finding of a recent B/PV study of the costs
of OST programs: Many of the nonprofits being
considered for participation in the study lacked the
basic financial management systems, technology
and knowledge to generate accurate information
about the true costs of their programs.!

Most studies examining funding for nonprofit
administration and management have focused pri-
marily on government grants and contracts, which
are a major source of income for human services—
providing organizations. For example, in a survey of
33,000 nonprofits conducted by the Urban Institute,
about 60 percent reported the limit for overhead
costs set by their government contracts was 10 per-
cent or less of overall operating expenses.'2 This is
in stark contrast to the estimated 17 to 35 percent
of overhead expenses that may be necessary to
support a strong administrative and management
infrastructure.3 It goes without saying, therefore,
that for organizations relying heavily on government
contracts, the gap between reimbursement and the
actual costs of operation is especially large. In keep-
ing with this picture, another Urban Institute study
found that the organizations with the weakest infra-
structures were those receiving 50 percent or more
of their funds from public sources.4
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To compensate for the limits put on nonprogram
costs from their grants and contracts, organizations
have to try to raise additional funds to cover their
overhead expenses. But, because of the priority that
funders give to supporting programs and services, it
is generally extremely difficult for nonprofits to find
funders willing to provide this kind of core support.’®

Burdensome Administrative and
Reporting Requirements

In addition to the pressure created by tight limits
on overhead, nonprofits often find that managing
their many grants and contracts and complying
with the reporting requirements of various funders
present an enormous challenge. This is especially
true for the sizable proportion of organizations
that rely on government funds, which typically
have rigorous and time-consuming documentation
and reporting requirements.’® As a group, human
services—providing nonprofit organizations have

an average of six government grants and contracts
at any given time; large organizations (those with
annual budgets of $1 million or more) have nine,
on average.!” Reporting requirements often differ
from funder to funder and even contract to con-
tract, and they are often inconsistent (e.g., differ-
ent budget categories and definitions of allowable
expenses) and/or redundant (requiring organiza-
tions to provide the same data for multiple reports).

Beyond the burden of regular reporting require-
ments, there are other funding demands that can
require significant time of managers and organi-
zational leadership, often straining already under-
resourced financial systems.'® Audits, for example,
are required by some government grants, and
organizations with multiple government grants
may have to prepare more than one audit. This

is particularly burdensome because an audit can
involve months of staff time and managerial atten-
tion to prepare. And because of the audits’ impor-
tance to the organization, preparation is often
monitored by the organization’s senior execu-
tives.'® Furthermore, time spent on grant compli-
ance necessarily takes away from time available to
focus on other organizational priorities, such as
quality improvement, program development and
long-term planning.

The Consequences for Nonprofits

The limits that funders traditionally place on reim-
bursing programs for overhead expenses have had
the following negative consequences for nonprofits’
financial soundness and organizational effectiveness.

Financial vulnerability. Low levels of overhead fund-
ing leave nonprofits financially vulnerable. Many
lack cash reserves, making it difficult for them to
build a financial safety net for periods of low rev-
enues, or to deal with unexpected expenses with-
out having to rely on credit. While cash reserves
covering at least three months of standard operat-
ing expenses are recommended,?0 studies have
found that the majority of nonprofits do not meet
this benchmark. For example, a study of 2,000
nonprofits in Washington, DC, found that 57 per-
cent had reserves that would cover less than three
months, and almost 30 percent of those organiza-
tions had no operating reserves at all.2!

At the same time, many funders have moved to a
fee-for-service structure, in which nonprofit organi-
zations must submit invoices to be paid for services
they have delivered. This means organizations must
have reserves of cash already on hand to meet
payroll and other expenses associated with these
services. Given the low cash reserves typical in the
field, this situation creates difficulty for many non-
profits, especially when reimbursements are late,
which happens frequently with financially strapped
state and city governments. If payments are late and
cash reserves are low, organizations may experience
serious cash shortages that make it difficult to meet
basic financial obligations.2?

Weakened capacity to support quality programming.
Another consequence of low levels of overhead
funding is that many nonprofits have little money
to invest in core management and administration,
compromising their ability to function effectively.23
Inadequate investment in core management systems
has led to what one expert describes as a “contin-
ued and persistent hollowing out of organizational
infrastructure” across the nonprofit sector.24

What this means in practice is that activities that
are crucial for effective programs—such as staff
development and the assessment and improvement
of program quality—often are not implemented or
implemented well. Many organizations don’t have
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the “luxury” to spend time collecting and analyz-
ing outcomes data, gathering qualitative feedback
from participants or thoughtfully discussing the
needs of individual participants or the organiza-
tion more broadly. Without a significant financial
investment—in terms of technology as well as staff
and managerial time—such activities are difficult or
impossible to carry out.

P/PV’s study of the cost of OST programs provides
some direct evidence of the link between organi-
zational capacity and program quality. The study
found that the highest-quality programs serving
elementary and middle school students spent pro-
portionally more on staffing than did lower-quality
programs; notably, the difference was not the result
of higher average staff salaries, but rather of more
paid staff hours spent on non—direct service activi-
ties, such as meetings, training, administrative time

and supervision, as well as more staff time spent
with children.25

Weak administration and management typically
extends to the financial management office. When
that office is under-resourced, it severely limits an
organization’s ability to have a clear picture of its
finances or to identify which of its programs are
financially sound and which are not. These orga-
nizations often struggle to manage their finances
effectively—challenged by the basic, day-to-day
demands of paying bills, submitting vouchers and
responding to funder requests. In these situations,
an organization’s leadership is forced to focus

on survival and crisis management, rather than
long-term strategic planning and development or
improving program quality.?6 In this way, limited
resources beget limited resources, with organiza-
tions struggling just to stay afloat. This is the situa-
tion that so many nonprofits find themselves caught
in—and that SFM was designed to address.
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Chapter III
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he Strengthening Financial Management
in Out-of-School Time initiative grew out of The
Wallace Foundation’s long-standing commitment
to improving the quality of services for youth dur-
ing nonschool hours and the realization that even
successful nonprofits face financial management
challenges that hinder their ability to achieve their
missions. The initiative was founded on the belief
that, if these OST-providing organizations adopt
more effective financial management strategies, and
if public and private funders improve their policies
and practices, these organizations will be better able
to deliver high-quality services to children.

The four-year initiative, which began in Summer
2009, seeks to strengthen OST-providing nonprofit
organizations in Chicago through two strategies:

1. Building the financial management capacity of a
select group of organizations by funding invest-
ments in their financial management infrastruc-
ture and providing them with two years of indi-
vidual and group financial management training
and consulting.

2. Funding the Donors Forum, a group of public
and private funders, government leaders and
nonprofit providers, to design and implement
strategies to reform funding practices that create
burdens for nonprofits (see box).

Twenty-six Chicago-area OST-providing organiza-
tions were selected to participate in the initiative.
They represent a wide range in terms of size (i.e.,
budget size, staff size and number of youth served
annually) and service structure (with organizations
that offer multiple services to both youth and fami-
lies, as well as organizations that serve only youth).
Two are affiliates of national youth-serving organiza-
tions; the remainder are local to the Chicago area.

To learn about the effectiveness of different financial
management capacity-building approaches, the ini-
tiative is testing two models that vary in intensity and
in the balance of individual vs. group-based training
and support.2” (A graphic depicting the initiative’s
theory of change is presented in Appendix A.)

1
The Goals of the Donors Forum

With funds from The Wallace Foundation, the Donors
Forum will convene funders, city and state leaders,
and the CEOs and lead financial officers of OST
organizations to identify and implement mutually
beneficial changes and efficiencies in funding poli-
cies and practices. Specifically, the Forum will:

e Conduct an environmental scan to identify con-
tracting/funding policies and practices of gov-
ernment agencies (City of Chicago and State of
lllinois) that impede system effectiveness and
explore reasons for these policies;

* Develop principles to guide decisions and solu-
tions for system improvements;

e Recommend streamlining proposal, reporting and
payment policies and practices to create more
efficient contract management; and

¢ |dentify and implement strategies to build
momentum for reforms that support more effi-
cient management of OST-providing nonprofit
organizations (e.g., increased overhead funding,
simplified reporting).

At the outset, SFM organizations were assigned to
one of the two models:

The Intensive Model. Over the first two years,
the 14 organizations participating in the
Intensive Model receive individualized assistance
and capacity-building support from FMA that
includes:

® An initial in-depth assessment of the organiza-
tion’s financial management systems, includ-
ing financial planning and monitoring, soft-
ware utilization and staffing configuration, and
the creation of a work plan for implementing
needed changes;

¢ Intensive on-site management assistance,
coaching and training provided to executive
staff to support implementation of the work
plan; and

® Quarterly peer learning and networking meet-
ings for CEOs.

The organizations receive quarterly follow-
up support for an additional two years and
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continued quarterly CEO peer learning and net-
working meetings.

The Institute Model. The 12 organizations par-
ticipating in the Institute Model receive the
following services from FMA over the initial two-
year period:

* An individualized self-assessment of the extent
to which the organization implements finan-
cial management best practices (in areas such
as financial planning and monitoring, software
utilization and staffing configuration), as well
as suggestions for improvement;

¢ Eight daylong quarterly group training ses-
sions (the “Institute”) that focus on financial
management training and professional devel-
opment of executive staff; and

¢ Individual one-hour consultations with execu-
tive staff following each Institute session.

FMA provides four semiannual group sessions
over an additional two-year period.

By measuring the changes in financial management
practices within the organizations participating in
each training model, the evaluation will generate
valuable lessons about how to improve the financial
management of nonprofits in a cost-effective manner
and, more generally, how best to deliver effective long-
lasting training and technical assistance (of any kind)
to leaders of different types of OST organizations.

The Economic Context for SFM

When SFM started in the summer of 2009, the
nation was in the first year of a deep and protracted
economic recession—the worst since the Great
Depression. The recession caused the steepest
decline in state tax revenues on record, producing
serious budget gaps in fiscal years 2009 and 2010 in
all but a handful of states.28

The State of Illinois was especially hard hit, ranking
among the states with the largest budget deficits.29
In an attempt to reduce its budget shortfall, the
state cut funding for human services, threatening
the fiscal stability of the state’s nonprofit com-
munity, including its OST organizations. Some 90

percent of the state’s nonprofit human services
organizations have state contracts or grants.30 The
state’s financial woes and the resultant funding
uncertainty organizations face are likely to continue
for several more years, creating a tumultuous back-
drop for SFM.

Funding cuts are not the only problem with which
Ilinois’ nonprofit community has had to contend.
The state has a long history of being late in paying
its vendors,3" and since 2009, it has fallen seriously
behind in paying nonprofits for contracted ser-
vices. That year, the rate of late payments to human
services nonprofits in Illinois was the worst in the
nation, with 72 percent of nonprofits reporting
delays in state payments (compared with a national
average of 41 percent). Payments to Illinois non-
profits are routinely more than 90 days overdue.32

Because, as noted in Chapter II, most nonprofit
organizations operate with very little cash reserves,
Illinois’ late payments have created severe cash
shortages for many. The organizations that rely
on state funding have tried to deal with the cri-

sis through severe cost-cutting measures, such as
staff furloughs and discontinuing contributions to
employee pension plans.33

The nonprofit sector, which was already struggling
with financial management issues, has been rocked
by the recession. The economic downturn was

not anticipated by the developers of SFM, and the
initiative was not specifically designed to help orga-
nizations weather such harsh economic times. The
course of the initiative and the progress participat-
ing organizations make toward strengthening their
financial management will undoubtedly be affected
by these economic conditions. We will revisit this
issue in our final report.

The SFM Organizations

The Wallace Foundation wanted to select organiza-
tions for SFM that are considered by Chicago’s OST
leaders and funders to be among the city’s best
OST providers, in terms of the quality of their ser-
vices and their reach in the community. An earlier
Wallace-funded study of the management practices
of high-performing OST-providing organizations
discovered that these organizations suffered as a
result of many ineffectual financial management
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Table 1.
Features of the 26 SFM Organizations

Organizational Feature Number or Range

Multiservice organization 13 organizations

Youth-only organization? 13 organizations

Annual budget (range)® $822,300-$35,700,000

Size of full-time financial staff 1-11 full-time staff
(range)C

Sources: @SFM organizations’ initial proposals to The Wallace Foundation;
bFmA document; °CEO baseline survey.

practices that severely hampered their abilities to
serve youth most effectively.3* Given that this was
the case for high-performing organizations, it is
likely to be even more true for organizations with
greater capacity-building needs. Learning how
financial management practices can be improved
will help not only other strong organizations but
also less established ones, and ultimately the youth
served by the organizations.

The foundation sent requests for proposals to
approximately 55 OST-providing nonprofits in
Chicago that met the following criteria:

* Funded by the Chicago Department of Children
and Youth Services, which the foundation had a
long history of partnering with;

¢ Recognized by the city and leaders in the field
for the high quality of their OST programming;
and

* Provided OST services to at least 100 youth per
year.

The 41 organizations that ultimately responded
underwent an extensive assessment by staff from the
foundation and FMA, which included evaluations

Table 2.

Organizational Transitions Experienced
by 26 SFM Organizations in the

6 Months Prior to Starting SFM

Organizational Transition Percentage of
Organizations

Program expansion 38%
Organizational restructuring 25%
Leadership change 27%
Staff reductions 50%
Facilities expansion 27%

Source: CEO baseline survey.

of the organizations’ financial health, their leader-
ship’s commitment to participate in the initiative,
their readiness to address gaps in financial manage-
ment, staff qualifications, board engagement and
program quality. The final group of 26 organiza-
tions represented the strongest applicants, with the
highest scores in the areas assessed.

The foundation also chose organizations whose
features—such as size, service structure (i.e., multi-
service vs. youth only) and funding structure—are
representative of the variation within the OST
field.3% The features of the 26 SFM organizations
are summarized in Table 1.

Background information about the organizations
from P/PV’s baseline survey shows that many had
undergone significant transitions in the six months
prior to joining the initiative (see Table 2). Of par-
ticular importance is the finding that half of the
organizations had experienced recent staff reduc-
tions, most likely the result of the cuts in state fund-
ing that began in 2008. In fact, of the programs
reporting staff reductions, 38 percent reported
program expansion as well—a particularly difficult
situation to be in.
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Table 3.
Baseline Views About the Administrative Burden of Public and Private Funding
Practices
__________________________________________________________________________________________________________________________________________________________|
How strongly do you agree or disagree with each of the following statements? Public Funding Private
(mean) Funding
(mean)
Complying with the unique proposal formats for each RFP is labor intensive and costly. 7.90 5.94
Complying with the unique definitions of the same thing across funders and contracts 7.54 5.44
(such as the definition of “overhead”) is labor intensive and costly.
The unique reporting requirements, formats and schedules of various grants/contracts 7.96 6.04
make reporting labor intensive and costly.
Lack of a unified reporting system across government agencies creates the need to 8.12 6.15

report the same or similar data to multiple agencies in multiple formats and sys-

tems.

Scale: 1-9, where 1=Strongly Disagree and 9=Strongly Agree

Source: CEO and lead financial officer surveys. Each survey included identical questions about funding practices. A single score on each item for each of the 26
organizations was created by calculating the average of the CEO and lead financial officer ratings for that item.

Challenges Meeting Funding
Requirements

The majority of the organizations in the study
reported receiving more than half of their funds
from government sources. The multiservice organi-
zations in the sample tended to receive a larger pro-
portion of their funding from government sources
than youth-serving organizations received, which

is true of the sector as a whole.36 As discussed in

the previous chapter, organizations that receive the
bulk of their funding from government sources face
numerous and complex management and adminis-
trative demands.

As Table 3 shows, baseline surveys completed by the
SFM organizations’ CEOs and lead financial officers
revealed strong feelings about the cost and time
required to comply with the unique definitions,
formats, reporting requirements and schedules of
their various grants and contracts.

Financial Status of the Organizations
When They Began the Initiative

Although SFM is not designed to directly improve
the finances of the participating organizations (that
is, training and support are not focused on develop-
ing more successful revenue-generating strategies),
the expectation is that if the organizations adopt
better financial management practices, their finan-
cial health will ultimately improve. To get a picture
of the financial soundness of the organizations
when they entered the initiative, we examined four
indicators of financial health, as generally accepted
in the financial industry. The definition and signifi-
cance of each indicator are presented in the box on
the next page.3’
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|
Four Indicators of Financial Health

Indicator Importance

Absence of recurring annual deficits Ending a single year with a deficit may be insignificant. However, recurring
annual deficits make it impossible for organizations to build cash reserves
that allow them to weather economic downturns more easily, take advan-
tage of opportunities and mitigate financial risks. Recurring deficits can eat
into an organization’s net worth and will have a significant impact on its abil-
ity to function.

Cash reserves Having a sufficient number of months of operating expenses in cash
reserves indicates that an organization can weather an unexpected inter-
ruption of business or a sudden change in funding streams and still cover
its current obligations, such as salaries, rent, vendors, etc. Three months of
cash reserves is considered the minimum that organizations should have.

Quick ratio of liquid assets (e.g., cash) The quick ratio is the ratio of current assets to current liabilities and indi-

to current liabilities cates whether an organization has sufficient liquid assets to meet its short-
term operating needs. A quick ratio of 1.5:1 means that the organization has
liquid assets at least 50 percent greater than its liabilities.

Concentration of government funds Government grants and contracts often require extensive reporting obliga-
tions, requiring sophisticated mechanisms and staff time to link expen-
ditures with the funding source. Thus, the greater the proportion of an
organization’s expenses that are supported by government funds, the
greater the costs to the organization of providing these services. Yet these
costs may not be fully covered through government funds. Further, these
funds are often not paid until well after expenses are incurred and require
reserves or lines of credit.

Table 4 on the next page presents information about Quick ratio. Approximately 35 percent of the
where the organizations stood on each indicator. organizations had quick ratios that were below
the preferred target range of 1.5:1, meaning
they had less than the recommended amount of
liquid assets available to pay off current liabilities
and still have a cushion of liquid assets.

Surplus/deficit trends. Twenty-eight percent of the
organizations had no deficits in 2006, 2007 or
2008, and only 8 percent (two organizations) had
deficits all three years. However, the economic
crisis that began in 2008 had an impact on many
of the SFM organizations, especially those that
rely heavily on government grants: By the end of
that year, more than half of the 26 organizations
had experienced deficits.

Concentration of government funds. As discussed
previously, having a high concentration of gov-
ernment funding can create problems for an
organization. In addition to extensive reporting
obligations that require complex accounting
mechanisms, there can be financial risks associat-
ed with government grants and contracts. These
funds are often not paid until well after expenses
are incurred, necessitating the organization to
maintain additional cash reserves or secure lines
of credit. In this context, the fact that more than
half of the SFM organizations rely on govern-
ment grants and contracts for the bulk of their
revenues yet have very small cash reserves is par-
ticularly concerning.

Months of cash. All but one organization had only
slightly more than one month in cash reserves,
which made them vulnerable to cash shortages in
the event of unexpected expenses. This was espe-
cially troubling for the organizations relying on
state funds, because of the increasingly late pay-
ments they have been forced to contend with.
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Table 4.

Percentage of SFM Organizations With Financial Health

Indicators, 2006-2008

Financial Benchmark

Percentage of
Organizations

No deficits in any year

28%

Deficits in two of the three years

20%

Deficits in all years

8%

Deficits in 2008

56%

Three months or more of cash reserves

4% (one organization)

Quick ratio: liquid assets equal to or greater than 1.5:1

65%

50 percent or more of revenues from government grants

70%

Source: FMA documents.

Thus, to summarize, while the 26 organizations
participating in SFM were considered strong, well-
established nonprofits, they all were in somewhat
vulnerable financial positions as the initiative
began. This financial vulnerability meant that the
high-quality services provided by these organiza-
tions were also vulnerable—for example, line staff

could not be certain there would be funds for their

positions, and program leaders could not know
with certainty how much money they would have
in the future to most efficiently plan for program

improvements. As we discuss in the next chapter, to

varying degrees, all the organizations had gaps in
their financial management infrastructures, which
drained organizational resources; made informed,
strategic decision-making difficult; and weakened

their capacity to deliver the highest-quality services.
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trong financial management practices
are rarely part of an organization’s mission state-
ment and yet they are integral to its ability to
achieve that mission in a sustainable way. Thus,
while investments in improving the financial man-
agement of a youth-serving organization may not
evoke the same emotion as investing in services that
touch the life of a child directly, they are just as
deserving of support—because organizations with
strong financial management capacity will be better
able to carry out their missions.

This chapter first presents information about essen-
tial practices for strong financial management.
Using these practices as a framework for organiz-
ing our findings, we then explore the financial
challenges that the SFM organizations were expe-
riencing at the time they began the initiative. We
describe the state of their financial management
resources and procedures, as well as communica-
tion systems that affect their ability to develop
accurate budgets, monitor their financial status and
manage their cash flow needs.

Essential Practices for Strong
Financial Management

From interviews with experts on nonprofit financial
management, we identified three practices essential
to a nonprofit organization’s ability to be financially
strong and effective:

¢ First, the organization needs to understand the
true costs of its programs to develop accurate,
realistic budgets. This means that it must calcu-
late both those costs directly linked to the deliv-
ery of program services (such as equipment and
program staff salaries) and the overhead costs of
running the organization itself.

¢ Second, an organization needs to monitor the
financial status of individual programs and the
organization as a whole on an ongoing basis.
Because the world is not static, organizations
need to compare actual expenses against original
projections to identify problem areas (such as pro-
grams that are overspending or underspending),

make decisions about how best to use existing
resources and decide whether to raise additional
money or make cuts in services to bring expenses
in line with revenues.

¢ Finally, the organization needs to meet its expenses
in a timely manner. While an organization may
not have control over when money comes in, it
can project and manage its cash flow needs to
ensure that it has the liquid assets necessary to
meet expenses such as payroll, facilities mainte-
nance, debt payments, rent and emergencies.

All three practices are critical to the survival of the
organization. Underestimating the true costs of pro-
grams erodes the organization’s financial resources.
If leaders know the true cost of operating but do
not monitor the rate at which these costs are being
incurred, the organization may end up underspend-
ing or overspending and having to make drastic
changes once the discrepancy is realized. And
finally, if the organization monitors expenses but
does not manage cash flow, the organization may
not be able to meet its financial obligations and
could end up going out of business.

An organization’s capacity to implement these key
practices relies on three things:

¢ First, the organization needs strong financial
management resources. These include human
resources (an efficient finance department whose
members possess the skills needed to conduct
daily financial operations as well as long-term
financial planning) and material resources (pri-
marily financial software sophisticated enough
to meet the organization’s multiple budgeting,
monitoring and reporting needs).

¢ Second, the organization needs to put into place
(and, to the extent possible, automate) procedures
and methodologies to generate summary indicators
of the financial status of the organization and its
component parts, account for overhead costs in a
rational fashion and alert executives and staff about
available cash and cash shortfalls.

¢ Third, systems must be in place to effectively
communicate financial information among
financial and nonfinancial staff. That is, there
must be systems for gathering financial data in a
timely manner and for disseminating accurate,
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Figure 1.
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Components of an Effective Financial Management Structure

Resources
o Skilled financial staff
e Fully utilized financial

software
Information Core Management Financial Objectives Organizational Goals
* Robust data systems Practices e Informed * High-quality programs
¢ Timely analysis -} ¢ Accurate, realistic budgets -} decision-making -} o Better outcomes for
¢ Regular dissemination based on true costs e Sustained financial youth

and use of reports ¢ Ongoing monitoring strength

¢ Enough cash to meet
I expenses

Processes

¢ Overhead cost allocation
method

¢ Budget-to-actual reports

e Cash flow projections

Source: Public/Private Ventures, forthcoming 2012 interim evaluation of the Strengthening Financial Management initiative.

up-to-date financial reports and reviewing them
with the individuals who are in the best positions
to act on the information.

Figure 1 above presents a graphic representation of
the components of an effective financial manage-
ment structure.

Challenges With Financial Management
Resources

The Finance Office. The tasks that finance offices in
nonprofit organizations perform can be put into two
main categories: operational and strategic (see box
on the next page).

The operational functions of the finance office,

such as paying bills, processing payroll and produc-
ing reports for funders, are essential for keeping the
organization going on a day-to-day basis. The strategic
functions include long-term planning; forecasting and
analyses of the organization’s operating, investing and

financing needs; and oversight of the organization’s
key business activities.38 To be successful in this role,
the lead financial staff person must have time away
from day-to-day financial operations so that he or she
can see the larger picture of the organization’s current
financial status and develop strategies to ensure its
future financial health.

FMA'’s assessments and P/PV’s interviews and surveys
both indicate that the organizations’ finance offices
were hindered by having too few staff to deal with
too much work, staff with less-than-optimal analytical
and strategic skills, and staff configurations that cre-
ated inefficiencies and slowed work flow. The result
was that the finance offices could carry out tasks
necessary for maintaining the daily operations of
their organization and complying with requests from
their funders, but the strategic and oversight functions
of the finance office were either not being carried
out or were performed in a very limited way. This is
reflected in the organizations’ baseline surveys, in
which lead financial officers were asked to rate their
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What Does a Finance Office Do?

Purpose

Examples of Tasks

Operational Function

Conduct day-to-day financial pro-
cesses; manage grants and con-
tracts; perform basic accounting
tasks.

Invoice for contracts; pay bills;
follow up on accounts receivable;
prepare bank deposits; process
payroll; prepare monthly reports to
funders.

Strategic Function

Conduct financial planning and
financial oversight for the organiza-
tion; oversee and direct the finance
department activities.

Provide financial information to

support organizational decision-
making and long-term strategic

planning.

Guide accounting activities; ana-
lyze and submit financial reports to
the board and executive director;
lead the annual budgeting pro-
cess; monitor financial activities;
and conduct a periodic analysis of
actual expenditures to the budget.

Adapted from: Jeanne Bell Peters and Elizabeth Schaffer. 2005. Financial Leadership for Nonprofit Executives: Guiding Your Organization to Long-Term

Success. Minneapolis: Fieldstone Alliance.

finance office staff on a range of skills encompassing
the various responsibilities of the office. Table 5 on
the next page shows that, in general, more analytic
and forecasting skills (in blue) received lower ratings
than skills connected with basic operational function
tasks (in white).

For half of the organizations we visited, the staff-
ing of the finance office had not kept pace with

the organization’s growth. During one site visit, for
example, staff reported that their organization’s
overall budget had more than doubled over the

two years prior to SFM (from $1 million to $2.5 mil-
lion). Although these grants had resulted in the hir-
ing of at least 13 new staff members, making payroll
and other financial management functions more
time-consuming and complex, the size of the orga-
nization’s finance office had remained the same.

The finance offices in three other organizations

we visited were led by individuals whose skills were
limited to basic bookkeeping. The CEO in a fourth
organization felt that her organization’s infrastruc-
ture did not support recent growth. She needed a
financial leader who was able to strategize, forecast,
conduct long-term planning and “understand what
the organization needed and how to use financial
management systems.... Five to ten years ago, this
structure was okay..., but now we need more highly
skilled people.”

FMA’s assessments of the 14 organizations participat-
ing in the Intensive Model included a close look at
the configuration of their finance offices. The assess-
ments found that 12 of the 14 organizations needed
to reconfigure their staffing to eliminate inefficien-
cies, improve work flow and free the lead financial
officers from being too immersed in day-to-day oper-
ations. FMA found that roughly half of the organiza-
tions needed additional manager- or director-level
positions in the finance office to, for example, over-
see the grant and contracts monitoring activity.

Because of poorly configured finance offices, the
lead financial officers were typically too busy to
engage in long-term planning and oversight activi-
ties. The chain of command in one large financial
office was such that everyone reported directly

to the lead financial officer, leaving her little

time for long-term planning and oversight activi-
ties, “because I'm always responding to calls from
staff for assistance.” The comments of another

lead financial officer starkly illustrate how poorly
configured finance offices can lead to a reactive,
crisis-driven mode of operating and a frazzled lead
financial officer: “We have gotten out of the plan-
ning mode and [the mind-set of] committing to
have certain things done at certain times. I have
been operating with a ‘whatever is happening at the
moment’ mentality, so what needs to happen now is
what gets done. The rest gets pushed o