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COUPLE OF YEARS AGO, I WAS APPROACH ED

by a board member of the church I

a ttended, who noted that the organiza-

tion was ending the ye ar with an

a pproxim a te $20,000 defic it rel a tive to

a bud get of slightly more th an $400,000. The

board member had been assured by the tre asurer

that the defic it wasn’t a problem bec ause there

was plenty of money to pay the bills. What did I

think ?

This kind of que stion generally re qu ires in for-

mation from more than one report or source. In

this case, I looked at the fund bal ance at the

bottom of the “sta tement of fin anc ial po sition , ”

or bal ance sheet. Sometimes referred to as

“unrestricted net assets,” the fund balance for a

nonprofit is an alogous to equ ity on a corpora-

tion’s balance sheet or an individual’s net worth.

If you run a surplus for several years, you accu-

mul a te a po sitive fund bal ance. That bal ance

may be enough to cover a year in which you run

a defic it. You can still end up with a po sitive fund

bal ance. From ye ar to ye ar, an organiza tion ’ s

revenue and expenses may fluc tu a te, so an oc ca-

sional year in which the organization sustains a

An o ccas i o n a l year in

which the org a n i z at i o n

sustains a deficit is not

n e cessarily a harbinger

of the org a n i z at i o n’s

d e m i s e. 
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1. De termining your budget surplus or deficit. To
i nte r p ret your operating surplus or deficit, you need
the fo l l ow i n g :
• a beginning fund balance and te m p o ra r i l y

restricted net assets (from the balance sheet);
• a detailed (and realistic) budget; and
• ye a r - to-d ate re venue and expenses by pro g ram, or

at least separated into activities funded by
re s t r i cted funds and those funded out of unre-
stricted funds.

2. Considering your surplus options. If you have a
surplus, consider the following:
• How much of the surplus is restricted and to what

a ctivities? Does your org a n i z ation use any
re s t r i cted funds to cover expenses that fall outside
the re s t r i ctions (and are there fo re not allowa b l e
expenses)?

• How does your org a n i z ation plan to use the
surplus?

• Are pro g rams that are funded under co nt ra cts or
re s t r i cted gra nts operating at the level of act i v i ty
expected by the funders?

• How much additional revenue do you need for the
year? Is the amount realistic?

3. Considering your deficit options. If you have a
deficit, consider the following:
• Is the deficit cove red by the beginning unre s t r i cte d

fund balance (i.e., accu m u l ated surpluses fro m
previous years)?

• Is the deficit a result of the timing of re ve n u e
re cognition (e. g., re co rding a multiyear gra nt all in
one year)? 

• Are there dangerous spending or re s o u rce tre n d s
underlying the deficit?

• If you work with co nt ra ct s, do you bill out pro p e r l y ?
Does your re i m b u r s e m e nt cover a l l the costs of
providing contracted services? 

• H ave you built the re venue side of the budget
realistically? 

Understanding Budget Surpluses and Deficits
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The amount of cash 

in your org a n i z at i o n’s

bank acco u nt is

i m p o rt a nt, but it 

should not be 

confused with an

o p e rating surplus.

deficit is not necessarily a harbinger of the orga-

nization’s demise. 

Like many other nonprofits, the net assets of

the church in que stion were separa ted into “un re-

stric ted” and “temporarily re stric ted” on the orga-

niza tion’s bal ance sheet. The re as on the bank

balance was sufficient to pay the bills was that it

included both un re stric ted and “temporarily

restricted” funds, which are restricted by either

purpo se or time by the donor .1 Fre quently, grants

m a de to nonprofits have such re stric tions: funds

collected for a youth field trip or member contri-

butions paid in advance for the next fisc al ye ar are

ex amples of temporarily re stric ted funds for a

church. It is permissible to comming le re stric ted

and unrestricted funds in a single bank account,

but it’s dangerous to borrow from temporarily

re stric ted funds to cover general opera ting defic its

or advance cash to cover cash flow needs. The

amount of cash in your organiza tion’s bank

a ccount is important, but it should not be con-

fused with an operating surplus.

After determining whether the fund bal ance

is suffic ient to cover the organiza tion’s opera ting

defic it, I’d want to understand whether a danger-

ous trend or something le ss worris ome is in pl ay .

H as the congrega tion sh runk, or was there an

unusual event—say, the costs associated with a

se arch for a new direc tor — that cre a ted this

defic it? What is the organiza tion’s history over

the past three to five years? Too often, when rev-

enues stagnate or decline, organizations whittle

away once - he althy fund bal ances. On the other

hand, expenses nearly always increase.

S ometimes it’s more th an whittling. A hum an -

service organiza tion that provides temporary

housing and su pportive programs for clients with

mental he alth issues had two ye ars of record -

bre a king defic its and wiped out a fund bal ance

in excess of $250,000. This is a case of what I’d

c all “magic al thinking.” You count on a regul ar

c ity grant to su pport a key program. The grant

isn’t renewed, but the needs of your constituents

haven’t gone away. You continue to provide serv-

ices with high hopes of ta pping new revenue

s ources to fill the gap. Program staff often has

little in vol vement with billing and may be

un aware of revenue short falls. In this organiza-

tion, staff and board members were aware of the

loss of the grant, but there was a kind of psycho-

logic al disconnect. An astute board member of

this organiza tion con fe ssed, “We knew it was a
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fictitious budget, but we approved it anyway.”

Another organiza tion with which I work has

run a defic it this ye ar of more th an $200,000,

and board members are periodic ally reminded

that it is nothing to be concerned about. Their

opera tions don’t fluc tu a te wildly from ye ar to

ye ar; in this case, the answer lies in the pra c tice s

that nonprofits follow when revenue is “recog-

nized,” or recorded as revenue. Fin anc ial

Accounting Stand ards Board stand ards re qu ire

nonprofits to record un re stricte d grants and con-

tributions as revenue when a funder or donor

m a kes a commit ment to the organiza tion, not

when the money is actually received. The grants

that this organiza tion relies on to cover the

c urrent ye ar’s expenses were awarded (and

received) before the year began; thus it had a big

surplus in 2007 and a compara ble defic it in 2008.

For the board, the key is to re alistic ally asse ss

the likelihood of sustaining its work at this level.

Was the grant a onetime-only windfall for activi-

ties that are expec ted to be ongoing? Wh a t

efforts will replace it? Even if the work it funded

was short term, does the organiza tion have pl ans

to reduce or replace the amount of overhead and

indirect costs it covered?

I don’t want to give the wrong impre ssion

here: if your organiza tion runs a defic it, you

sh ou ld be concerned and not accept easy re as-

surance that every thing’s OK. But it’s more prob-

lematic to assume that a surplus indicates good

fin anc ial he alth. The “bottom line” is often not

the bottom line for nonprofits. 

As illustra ted in the previous ex ample, the

rules regarding revenue recognition are one

c ulprit, and make it partic ul ar ly diffic ult to review

financials throughout the year. The accounting

tre a t ment is different for un re stric ted grants, for

temporarily restricted grants, for special events

revenue, and for contract revenue. 

Many nonprofits work under cost reimburse-

ment contra c ts, often with government agenc ie s .

Contract revenue is recorded when services are

provided, which me ans that your program will

be perfec tly in bal ance (as long as you ch arge

on ly reimburs a ble expenses to the program ) .

S ounds simple, right? Mo st of the se contra c ts are

for fixed amounts, so look at the spending ra te

not only to ensure that you don’t spend it down

more quickly than your budget calls for but also

that you can provide the level of service re qu ired

and cover all your costs, including overhead and

indirect co sts. If not, you run the risk of ch arg-

ing some of the costs to another funding source

and putting that one in a deficit situation. There

may already be costs associated with providing

the service that are not allowable, meaning that

tho se expenses need to be paid for with other

funds, often your prec ious un re stric ted funds .

One form of this problem occ urs when the

allowed overhead ra te doe sn’t come clo se to cov-

ering your actu al overhead. The board should

ensure that contra c ts reflect the true co st of pro-

viding the service as much as possible.

In addition to the sta tement of revenue and

expenses (which summ arizes the exce ss of

revenue over expenses as the “bottom line”) and

the bal ance sheet (with its un re stric ted fund

bal ance), you need to be armed with a detailed

organiza tion al bud get so that you can (1)

monitor the variance between actu al and bud-

geted amounts, and (2) keep on top of revenue. I

am espec ially sus pic ious of bal anced bud gets :

how li kely is it that pro jec ted income will be

e xa ctly e qu al to pro jec ted expenses? When it

comes to bud geting revenue, nonprofits are

incredibly susceptible to magical thinking. 

Case in point: Knowing little about the intri-

cacies of housing finance, I reviewed the budget

of a community develop ment corpora tion (CDC).

The CDC had just received a line - of - credit

incre ase from its bank, indic a ting that the

bankers thought the organiza tion was fin anc ially

he althy. It was going to reverse the prior ye ar ’ s

shortfall with a hefty development fee for one of

its pro jec ts. As I read the previous ye ar’s audit

report, I noticed that over the prior few years the

auditor had prudently written off develop ment

fees of more than a million dollars. I then asked

m an a gement about the pro s pec ts for actu ally

receiving the develop ment fees in the current

ye ar’s bud get and qu ickly le arned that things did

not look good. This is a partic ul ar ly dram a tic

ex ample, but I’ve seen this magic al thinking in

numerous organiza tions and among the mo st

fin anc ially astute people I know. There’s no mali-

cious intent here; people who are committed to

programs want these programs to work, and it’s

awfully easy to bridge the revenue-expense gap

with an overly optimistic projection of revenue. 

But if you don’t pay attention to ch ange s

outside your organiza tion that may affec t

revenue, such as reimbursement ra tes, you can

start a ye ar with a sound bud get and end up with

If your org a n i z at i o n

runs a deficit, yo u

s h o u l d be co n ce r n e d

and not accept easy

re a s s u ra n ce that

eve ry t h i n g’s OK.
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When it comes to

budgeting reve n u e,

n o n p rofits are

i n c redibly susceptible 

to magical thinki n g.

a dis astrous defic it. A ch arter school le arned

on ly th ree months before the end of the school

ye ar that its tu ition reimbursement from the

state would fall more than $200,000 short of the

amount the sta te itself had pro jec ted. The

re as on: the reimbursement formula was based

on enrollment in the charter school and average

per - pu pil spending by the loc al school distric t .

The school district had encountered a bud get

crisis and cut spending as en rollment grew ,

which doubled the impact on its avera ge per -

pu pil spending. Fortun a tely, the ch arter had a

strong relationship with a local foundation that

allowed the school to use a grant intended for

c a pital purpo ses to fund the opera ting lo ss .

From then on, the head of school paid careful

attention to the town’s budget developments. 

From the outside, of course, it’s easy to be the

stern voice of fin anc ial control. All organiza tions

should be conserva tive in their revenue pro jec-

tions and run a surplus every ye ar, just as we

should all have spotle ss houses and raise well -

be h aved children. But the re al wor ld of com-

pelling needs and limited re s ources is much

more challenging. What’s an organization to do?

Ask the tough que stions, know where the ga ps

lie and what’s being done to fund them, and have

a plan for the next step if funding doesn’t come

through. Timing is critical; a modest budget cut

made early on can leave your organization much

more viable than a drastic cut made too late.

END NOTES

1. There are also permanently restricted funds, such

as endowment funds. In this article, restricted funds

refer only to temporarily restricted funds.

How does your board approa ch defic its and sur-

pluses? Let us know at feed ba ck @ np q m a g . org .

Reprints of this article may be ordered from htt p : / /

store . nonprofit qu arter ly . org, using code 150203.


