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INTRODUCTION

Money makes the world go round. And money matters occupy a lot of our thoughts, particularly in the nonprofit sector. Raising money, earning money, saving money, spending money, the financial drumbeat seems to go on forever. Financial management is a primary consideration for all nonprofit institutions. Some managers have said that after mission, money is the most time- and energy-consuming aspect of organizational life.

You are about to take a fresh look at financial management in the nonprofit sector. New themes and unconventional ideas await you. Since we are practitioners who work with nonprofit clients every day, the prose is tailored to your interests, the information is focused on the operational and strategic aspects of financial management, and the tools and templates provided are designed to make new concepts immediately applicable to your institution.

Since we know that you are busy—leaders in the nonprofit world are rarely idle—our response to the press of time is to offer you methods and tools that simplify and clarify your money matters. To that end, we keep technical terminology on a short leash and provide you with plenty of illustrative examples to match up with your experience.

In The Cash Flow Solution, we focused specifically on the questions that nonprofit board members frequently ask us. In Cash Flow Strategies, we have expanded the scope to include case studies, forms, and agreements, as well as software for implementing our approach to financial management. This book is meant for board members  and staff of organizations and institutions that receive donations, earn revenue, and engage in the host of activities that are defined by a public service mission. However, it is important to understand that our cash flow principles are also applicable to a wide variety of institutions, including NGOs (nongovernmental organizations) and religious institutions, as well as other noncommercial entities that seek to provide benefits to society.

This book presents our approach to fiscal matters, the tools and techniques we use with our clients, three case studies drawn from our practice, and some thoughts about the future. The attached CD includes two programs that will make your life easier:• Cash Flow Forecaster: Automates cash flow budgeting, forecasting, and fiscal monitoring
• Real Estate Calculator: Allows you to compare and contrast different strategies for dealing with real estate questions


 

The steps outlined here are tried and true. Our clients have tested them for you. The challenge of using our approach to cash flow financial management is that it requires a shift in perception. You will need to think about money in a different way. Our job is to show you how thinking about money differently can assist you in achieving a successful financial future.




What’s In Store 

Our approach to money matters in the nonprofit sector is very simple: understand and manage your cash flow, learn how to bridge gaps or deal with surpluses effectively, and work to make all the resources in the nonprofit world flow more efficiently. That’s a one-line prescription for administrators, board members, donors, consultants, and others with an interest in the financial health and welfare of organizations in the nonprofit world. There it is in a nutshell. But, as some say, the devil is in the details, so together we need to take a longer look at all those devilish little particulars.

Our intent with this book is to offer you a simple and easy approach to using cash flow for budgeting, forecasting, and monitoring. As you will see, this approach will make the financial side of your operation understandable to all decision makers. We will show you how cash flow analysis can resolve complex problems and allow you to formulate strategies that will enable your institution to achieve more mission for less money.

We describe a whole new category of volunteers in the nonprofit sector: the  creditholders, people whose effortless assistance will open the door to the use of fully  secured credit. Credit provides the key to dealing with gaps in income, and curiously enough, it also can help you deal with surpluses. It seems counterintuitive, but it works, and this book shows you how.

Finally, we discuss a means to make all the resources in the nonprofit world flow more efficiently.

Like ancient Gaul, this book is divided into three parts. Each part explores two overarching issues about money matters that have emerged over the years as a focus for our work as consultants.

Part One is all about understanding and managing your cash flow. These are the two overarching issues in Part One:• Too many board and staff members of nonprofit organizations find budgets and financial reports difficult to read and understand.
• Financial projections and reports requiring a great deal of time and energy to produce often fail to assist decision makers in making strategic choices.


 

Part Two looks at new ways to bridge gaps and deal effectively with surpluses, so that you establish true financial security. These are the two overarching issues addressed in this section:• Ensuring financial security for nonprofit institutions in an uncertain environment poses a difficult challenge to administrators.
• Cash reserves, endowments, and other forms of capital accumulation often fail to enhance a nonprofit’s ability to fulfill its mission.


 

Part Three examines how administrators and board members can work to make all the resources in the nonprofit sector flow more efficiently. And these are the two overarching issues in this section:• Nonprofit institutions need to obtain higher levels of working capital to fulfill their mission.
• Nonprofit institutions must reach beyond the world of philanthropy to a much broader basis of societal support.


 

Addressing these issues over the past four decades has convinced us that revamping the relationship of nonprofit institutions to money matters starts with establishing a cash flow-based system for budgeting, forecasting, and monitoring as a supplement to conventional approaches.

In Chapter One we discuss the benefits that cash flow concepts and tools bring to administrators and their boards. Cash flow thinking is a strategic approach to  financial management. We examine the incentives for using cash flow strategies to deal with the ebb and flow of income and expense each year. We make a few critical distinctions regarding access to capital to demonstrate why nonprofit institutions are different from businesses.

Chapter Two graphically presents financial statements based on conventional budget formats and contrasts them with cash flow budget formats. We use the experience of one of our clients to illustrate why cash flow budgets provide more strategic information than conventional budgets.

What would the world be like without words? Chapter Three introduces the use of financial footnotes as a way to enhance cash flow budgets. Footnotes bring fiscal insights for those on the board and staff who are more comfortable with language than with numbers.

Imagining the future can provide a direction toward which a nonprofit organization can move and align itself. The key question is how much time and energy should be allocated to trying to predict an unknowable future. In Chapter Four we show you a quick and easy method for forecasting that uses the Cash Flow Forecaster on the attached CD.

In Chapter Five we show how cash flow budgets lend themselves to greater participation in monitoring by all decision makers. Analysis of fiscal information yields unexpected outcomes, as demonstrated in Chapter Six, where we discuss the importance of cash flow analysis in the context of the challenge conventional financial materials pose for conducting research and comparative analysis. In Chapter Seven, we explore ways donors and granting agencies can use the information that cash flow thinking generates to improve their understanding of nonprofit institutions.

Alas, this book can’t be all wine and roses. Money matters have their own dark side. Chapter Eight looks at the troubling circumstances in which nonprofit organizations operate today. Strategy is a balancing act in which an institution’s strengths and weaknesses are weighed by decision makers and then matched up with the opportunities and obstacles the environment presents. In this chapter, issues of income and asset allocation in the nonprofit sector provide a context for strategic action by nonprofit institutions dedicated to being more self-sufficient.

Help is on the way in Chapter Nine. Cash flow budgets and multiple-year cash flow forecasts can create access to a new resource for working capital: the prudent use of fully secured borrowing. We will show you how credit can be a powerful tool for short-term and long-term financial stability. To get credit from banks you need collateral. To get extra credit you need terrific collateral—and collateral has always been something of a problem for most nonprofits. In Chapter Ten, we demonstrate how cash flow presentations can be used to enlist the services of creditholders (individuals who support an institution’s mission by placing assets, either their own cash or stocks and bonds in the bank, to trigger low-interest  financing). Solving the puzzle of collateral in the nonprofit world opens the door to the use of conventional credit. We provide the instructions necessary for any nonprofit organization, from the smallest to the largest, to gain access to the working capital that it needs from commercial sources. Banks and bankers will never look the same to you after you read this section.

Chapter Eleven shows you how to apply what you now know about cash flow and credit to safely set up a fully secured line of credit. To make it clear that this really is possible, we present a case study featuring an organization that used our approach to obtain a line of credit. We also include letters and documents from the case study that you can use as the basis for your own efforts in securing a line of credit.

Chapter Twelve advocates the use of credit for coping with deficits, which may seem like a highly controversial approach for nonprofit organizations, but it works very well, and we show you how. Having a game plan ready and in place before shortfalls occur is wonderful, but if you don’t, this chapter will tell you how to respond when deficits happen. And, trust us, they do! The Northwest Folklife case study will show you how one organization, at a moment when it looked like every loan officer’s worst nightmare, was able to borrow safely and resolve its deficit.

In Chapter Thirteen we look at gifts and surpluses from a cash flow perspective. The results may surprise you almost as much as an unanticipated bequest from an unknown donor. We show you how to get much more mission for less money, even as you feel that you are rolling in dough.

Chapter Fourteen, which discusses the use of credit for venture, may not be for the faint of heart. We share with you a case study about a small private school that reveals how you can create a new institution with the help of your friends and your banker.

Owning versus leasing space is a question that is a never-ending issue in the nonprofit world. Truthfully, it is complicated and can be confusing. But consistent with our goal of making concepts simple and easy, we present some ideas that may help to clarify matters in Chapter Fifteen. With help from the Real Estate Calculator, the other new cash flow tool on the attached CD, we show you how to compare and contrast the advantages to nonprofit organizations of different real estate strategies.

Chapter Sixteen presents an example of how all the elements of our approach fit together to assist an organization in the midst of a serious financial crisis. This chapter includes a description of how a major cultural institution proposed to deal with its financial situation and the advice we would offer instead.

In Chapter Seventeen we take a look at some of the challenges to earned revenue that nonprofit organizations confront. Discounts are something everyone loves. But in the nonprofit sector discounts may have some less-than-positive consequences.

Chapter Eighteen inspects the track record of philanthropy and the way in which current investment practices by foundations and donor-advised funds may be undercutting the ability of nonprofit institutions to fulfill their mission. We also examine the money management policies of large institutions, particularly those with sizable endowments, from a cash flow point of view.

Is it possible for nonprofit institutions to exert more control over their financial destiny? Chapter Nineteen looks at philanthropy in the future. This chapter will lead you into the exploration of a philanthropic realm unlike any other in the field. The notion of a cash flow based future, with plenty of access to working capital enhanced by the securing of insurance and investment by the sector’s giants, creates a practical vision of a brand-new nonprofit world.

All nonprofits operate within the general framework of contemporary philanthropy. We believe it is time to change the rules of the game: the rules that dictate how funds are handled and disbursed by foundations, by donor-directed financial service businesses, or by endowments. The promise of these changes is an enormous increase in the amount of working capital available to nonprofit organizations to pursue their mission. Since none of the rules of the current system are mandated or carved in stone, the change is largely one of perception, with help from the simple piece of proposed legislation sketched in this chapter.

The actions outlined in this book will have an immediate and positive effect on nonprofit organizations that adopt them. Creating cash flow budgets, using cash flow forecasting tools, and carefully monitoring cash flow will make the financial affairs of a nonprofit institution clear to everyone. Organizing creditholders to provide collateral will enable nonprofit institutions to qualify to use credit from their bank. By familiarizing themselves with good practices in obtaining and managing credit, institutions not only obtain working capital for their own needs, they help to make the case for a national market to provide working capital for all non-profit organizations.

With legislative help, using the accumulated capital in the nonprofit sector from private and community foundations, financial service donor-directed programs, endowments, and other public service capital pools, access to working capital for all nonprofit organizations can be achieved.

Cash flow strategies provide the basis for some powerful innovations in non-profit financial management. We welcome you to join us as we explore these ideas.

 

Quilcene, Washington  
September 2007

Richard and Anna Linzer
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PART ONE

COMPREHENDING AND USING FINANCIAL INFORMATION

Budgets and financial reports are as basic as it gets for any nonprofit organization that has moved beyond keeping its accounts in a shoe box. Yet, time after time, we have observed administrators and their board members struggle with even the most rudimentary aspects of nonprofit financial management. And they are not alone. Foundation officials, donors, administrators of government agencies, and even consultants to the field often express frustration with financial materials that are opaque. Since this is a bedrock issue, one that affects all aspects of a nonprofit organization’s operations, we devote time in the first chapters to addressing this lack of clarity on financial matters.

• Too many board and staff members of nonprofit organizations find budgets and financial reports difficult to read and understand.

To address this issue, we examine both conventional budget formats and the system of accounting used in the field. Our solution is to propose the use of new tools to create cash flow budgets, forecasts, and reports and to use these documents and the information in them as a supplement to conventional financial statements.

As the size and complexity of nonprofit institutions increases, the amount of time devoted to planning and budgeting increases as fast or faster. Much of this effort is directed toward making financial forecasts. Since none of us can know the future with certainty, this raises the fundamental issue of whether too much effort is being spent in trying to interpret the future, time that might be better spent on other activities.

• Financial projections and reports requiring a great deal of time and energy to produce often do not assist decision makers in making strategic choices.

Our response to this issue is to propose new tools and methods for cash flow forecasting and monitoring that require much smaller and more reasonable inputs of information. The methods we suggest rapidly produce alternative scenarios that can enable administrators and their board members to move strategically into the future.
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CHAPTER ONE

THE CASE FOR CASH FLOW THINKING

Cash flow thinking involves focusing on the arrival of revenues and the departure of expenditures that occur during an institution’s fiscal year. It’s simple to understand cash flow thinking, and it is easy to use it to address some of the toughest fiscal problems confronting decision makers in the nonprofit world.

First and foremost, cash flow thinking is a supplement—not a substitute—for the accrual basis accounting systems most nonprofit institutions employ. Cash flow thinking allows everyone at the board and staff levels to comprehend the financial position of their institution. By making the fiscal picture simple to grasp, the organization encourages greater participation. With cash flow thinking, more than just the members of the Finance Committee can be actively involved in decision making. This means that all board members are able to exercise their responsibility for due diligence, and it allows the staff an opportunity to understand and share the fiscal information that is vital to the well-being of the institution.

Nonprofit organizations are set up and run differently from commercial enterprises. As we show later in this chapter, the two types of organizations are just different enough to make cash flow thinking especially pertinent to nonprofit institutions. Which is not to say that cash flow is not a powerful driving force in business and in markets, but the special role that cash flow has in the nonprofit arena is what needs to be clearly understood.




Key Questions 

Should we create a cash reserve or manage our risk with a fully secured line of credit with the bank?  This is just one of a host of questions that cash flow thinking can answer definitively. We explore some of the other questions in this chapter and the answers later in the book.

Cash flow thinking creates a platform for the creation of budgets, forecasts, and reports that are easily generated and understood. It has also stimulated the development of tools such as the Cash Flow Forecaster and the Real Estate Calculator, and techniques such as the creditholder concept, which provides collateral for fully securing an institution’s borrowing. Finally, cash flow thinking opens the door to the analysis of a variety of topics that have a direct bearing on the fiscal health of your organization:• Should we establish an endowment?
• Are we better off owning or leasing our facilities?
• What impact will earned income have on our budget?


 

Why does the simplicity and ease of cash flow thinking matter to leaders in the nonprofit world?

Cash flow is the term used to describe the revenues that flow into an institution’s coffers and the expenses that are paid out when bills are due. Cash flow implies a very literal approach to both money and time. This means that income has to be in hand before it is counted; promises that the check is in the mail don’t count. And bills are considered paid only when the checks really are in the mail.

We are advocates of concentrating on cash flow as one of the financial tools available to nonprofit decision makers. Over the years, we have encountered many decision makers and nonprofit professionals who did not fully understand their own institution’s financial statements. Adding to the problem, the same individuals who failed to grasp the meaning of their institution’s fiscal affairs often counted on someone else to be responsible for understanding the budget and the financial reports. Just talk to our accountant, or let the chief financial officer answer that question have often been the responses to our financial interrogations. And the situation in the boardroom is rarely much better.

Members of the Finance Committee—an eager stockbroker, an overworked CPA, an amiable local banker—are typically drafted to take care of business and to be responsible, while the rest of the board members focus on other issues. The problem is that all members of the board are equally responsible for the financial well-being of their institution, and they endure considerable liability in  their capacity as board members. It is vital for everyone on the board to understand the numbers.

Trustee ownership and understanding of financial matters has been a running debate in the field. This issue has evoked a variety of responses ranging from suggestions to mandate financial training for executives and nonprofit board members to notions of designating specialists to work alongside board and staff to supervise and coach them in money matters.

While we appreciate the benefits of training and the obvious profit potential for consultants working as capacity builders to nonprofit institutions, we instead advocate starting out by making things so simple and so easy that anyone who sits on the board or in a managerial capacity can quickly grasp the essential financial issues confronting the institution.

The clarity of cash flow thinking starts to deliver positive benefits the moment you adopt it. Everyone will be able to read and understand your budgets, forecasts, and reports. For the numerically challenged, cash flow is straightforward in much the same way that a checkbook is immediately accessible. For those who like pictures, cash flow lends itself to helpful graphic images. English majors, who may hate numbers, will appreciate the almost poetic footnotes that accompany your materials.

Why is cash flow thinking particularly relevant to nonprofit organizations?

How many times have you heard a colleague or a board member lament that your nonprofit organization should be more like a business? It’s a refrain that we have heard from many people who are or have been successful in their nine-to-five business lives. For these people the importance of a cash flow approach to nonprofit institutions needs to be especially emphasized. These folks frequently see the nonprofit sector as just an underdeveloped version of the commercial world. And many translate their notion of good business practices directly into recommendations for financial policies for their nonprofit institution. While nonprofits can learn a lot from businesses, the differences between the financial practices of the two sectors need to be understood in the context of the very real differences between them.

For example, the cash flow concepts that we advocate place very little emphasis on the accumulation of assets by nonprofit institutions. This is often baffling to businesspeople. Yet it makes perfect sense once you grasp the importance of mission to the nonprofit sector, and the way restricted funds turn into smoke and mirrors for many institutions.

In both the commercial world and the nonprofit sector, cash flow is important, particularly as a tool for understanding operations. Yet, as anyone in business will tell you, the bottom line in the commercial sector is all about the assets and liabilities left at the end of the fiscal year. On the other hand, for nonprofit  institutions, cash flow is uniquely important, because assets don’t always have the same impact on the bottom line as they do in commercial settings. Here are three reasons why things are different:

First, businesses are creatures of the marketplace; nonprofits are creatures of the IRS. After all, without a charter from the feds, tax-exempt organizations could not offer deductions for contributions and avoid most of the taxes businesses pay. Another way of looking at this issue is to say that while businesses are created by markets, nonprofits are often the creatures of market failure. Market failure occurs when customers are unable or unwilling to pay the full price of the services or goods they receive. In the nonprofit field this means that a third party, such as a donor, foundation, or government agency, is needed to supplement the cost of the activity.

Second, the ways in which the two types of organizations are allowed to raise money are not the same. The rules that apply to this money create some profound differences. Businesses sell equity (ownership) to investors in the form of stocks, bonds, partnerships, and venture arrangements. Once the equity has been sold, businesses have a great deal of flexibility in how and for what they spend their money. The notion that in business cash is king is just another way of paraphrasing Yogi Berra when he says: “Cash, why it’s just as good as money.”1

Yet in the remarkably regulated financial environment in which nonprofits operate, even cash is not always a liquid asset. Liquid assets consist of unrestricted cash, and of money in a mutual fund or savings account that can easily be converted into unrestricted cash. Restricted cash may be in the bank account but not available for any purpose other than the specific one dictated by the funding source. This alone can create a fiscal crisis for seemingly solvent nonprofit institutions.

Nonprofits are prohibited from selling equity to anyone. Instead, they are allowed to receive tax-deductible gifts and grants, which often come with strings attached. Businesses can use profits to pay for their activities. Nonprofit institutions are often contractually bound to observe government or foundation requirements that any funds left over from grants be returned to the source rather than switched into different budgetary areas.

Both businesses and nonprofit institutions can borrow money. So the major difference is this: businesses sell equity and distribute profits to investors and to the government in the form of taxes; nonprofits receive tax-deductible grants and gifts that are meant to be spent for the social purpose for which the organization was formed.

Third, businesses have a very different annual fiscal cycle from that of their nonprofit counterparts. Businesses mobilize money through the sale of equity, or  they use profits or borrowing to provide the funds they need to operate. At the end of the fiscal year they distribute earnings in the form of dividends and taxes.

Nonprofit organizations are continually soliciting gifts and grants, attempting to earn revenue, and occasionally borrowing. But because they have no equity to sell, nonprofit organizations do not engage in distribution to investors and in many cases pay little, if anything, in federal, state, or local taxes. Therefore, the fiscal cycle for a nonprofit organization is only about cash flow: income in and expenses out. It is this characteristic of nonprofit institutions that makes cash flow thinking so relevant to understanding how they work.

Arthur Levitt, the former chairman of the Securities and Exchange Commission, states in Take on the Street that to understand the quality of the financial situation of an enterprise, you need to look at the cash flow report.2 We agree, which is why we focus on cash flow budgeting, cash flow forecasting, and cash flow monitoring. The assets and liabilities are important too, but in nonprofit organizations cash flow thinking needs to be accorded a special place at the table when fiscal decisions are made.

Why add a cash flow-based approach to supplement our existing system?

Before you read on, you may want to buy your bookkeeper a bottle or two of over-the-counter heartburn medication. Then it will be ready when you announce that you are considering adding another level of financial record keeping to that already busy schedule. You can imagine the warm embrace we receive from our clients when we strongly urge them to do just that. What we often hear in response to our request is that they already have a perfectly fine system of accounting that has been mandated by the Federal Accounting Standards Board (FASB).

Our answer to this objection is that cash flow budgeting, forecasting, and monitoring make it possible for everyone, not just the accountants and members on the Finance Committee, to understand what is going on. Using cash flow budgets, forecasts, and reports to complement an existing system of financial management may at first seem like an added chore. After all, having an accrual basis accounting system in place generates lots of information in the form of balance sheets, income and expense statements, statements of changes in net assets, and statements of cash flows. The difficulty is that not everyone is comfortable with the information provided.

Accrual basis accounting is a system that recognizes income when it is earned and expenses when they are incurred, rather then when cash actually changes hands. To someone versed in finance and accounting the accrual basis system is finely detailed and comprehensible. To those without a financial management background, accrual basis accounting can be something of a challenge.

Accountants and lots of other people understand accrual accounting and consider it the appropriate standard for all financial environments. Accrual basis accounting uses a system that identifies payables and receivables in a virtual time frame. So, if you have been notified that a grant has been awarded, your bookkeeper “books” the amount at the moment of the award. But if, as sometimes happens, the grant is slow in arriving, and your fiscal year ends, you still have the receivable on your books. You account for it within the fiscal year time frame, but you still do not have the money that was meant to be spent on the program for which the funds were designated. For folks who understand this approach, it makes sense; they have a mental model that allows for everything to balance in the institution’s accounts over time.

As that popular source “The Motley Fool” noted in November 2006: “Be Careful When It Comes to Accruals.”3 Unless you understand that the money in the last report may not be money in the bank, you can find yourself in financial trouble. The problem, as we see it, is that the way for-profit businesses almost universally use this system of accounting gives it a lot of authority, but people in business generally know that there can be a disconnect between receivables and sales. In the nonprofit setting the impact of booking third-party-payer revenues well in advance of receipt of funds can be much more problematical. The typical line we hear is, “Well, we got the grant, so what’s the problem?” Well, the problem is that if the grant or contact check has not arrived, or the funds are restricted—something that does not happen in business—then other funds on hand may not be available for either operations or programs. The same thing happens with endowments or restricted cash reserves. The money is there on the balance sheet, but that does not mean that it can be spent to deal with today’s expenses.

On the other hand, income and expense are empirical phenomena—that is, you can see them as they happen—in cash flow thinking. Everyone may be aware that money is coming, but until it lands in the bank, it is not booked. The same is true with expenses paid. This is familiar from daily life: the float attached to your credit card purchases means that you don’t feel the actual impact on your wallet until you write the check to pay off your bill.

Cash flow thinking requires reporting only those events that involve the exchange of cash. It acknowledges but sets aside any transactions that do not involve cash, such as depreciation or amortization. Cash flow budgets, reports, and forecasts merge actual time with real money. They are dynamic—unlike conventional budgets and balance sheets. A balance sheet is a snapshot of a fiscal moment in time. A cash flow budget, report, or forecast is like watching a movie in which income and expense costar with time to express the ebbs and flows of your organization’s financial position.

With accrual basis accounting, income and expenses are posted before they are received or paid. This creates a virtual world that can sometimes be confusing. For example, when multiple-year pledges that have been posted do not arrive on schedule, your organization can be much poorer than it looks on paper. Our cash flow approach focuses exclusively on the income that arrives at your door and the expenses that are recorded as checks as they sail off in the mail. A sense of practical reality accompanies cash flow thinking.

Because these two systems (accrual and cash basis accounting) treat money in relation to time differently, a cash flow approach must be kept separate from your accrual basis accounting system. To make the separation easy, simply use the Cash Flow Forecaster tool that comes with this book. That will be much better for the bookkeeper than all that heartburn medication.

Can thinking about cash flow answer our perennial fiscal questions?

In our approach to thinking about cash flow, this inherently simple system is also the key to an in-depth understanding of many of the most complex issues in nonprofit financial management. If this seems like a paradox, read on.

Here are some related questions many leaders ask:• Should we stockpile cash in unrestricted reserves or a restricted endowment, or both?
• Should we own our facilities or should we lease them?
• Why should we establish a line of credit and pay the bank interest, when we could build a healthy cash reserve and collect interest ourselves?
• Should we be cautious before starting a money-making enterprise to supplement our other sources of revenue?


 

The list goes on and on, and in each case, thinking about cash flow can help to provide clear answers.

Most leaders in the nonprofit sector pay careful attention to the assets and the liabilities of their institutions. But in some cases that focus on the pluses and minuses can make it difficult to answer complex fiscal questions. For example, one of the difficulties some larger institutions face is that their balance sheets can look strong, particularly if they have endowments, while their access to spendable dollars is quite limited. Decision makers may be unclear about the financial position of their institution because the restricted assets provide a false sense of fiscal security. Decision makers ask us whether it is cheaper to have a cash reserve or a fully secured line of credit. We tell them that without doing a cash flow analysis and a direct comparison, you cannot establish the precise difference in benefits of one approach or the other.

The same concerns influence decisions about which dollar to use to cover which purpose in the budget. If all dollars cost the same, then it makes no difference. But dollars can have very different costs, and cash flow lets you focus on the differential cost of money. So if the bank account is low this month, it makes sense to use the cheapest dollar—namely the borrowed one—to fill up the tank, rather than those expensive dollars that have been earned at high cost to your institution.

The benefits of applying cash flow principles to financial problems are most clearly demonstrated in the area of real estate. Leaders in the nonprofit world spend countless hours each year trying to figure out whether it is better to own or lease space, or whether a capital campaign is the right approach to adopt, versus a host of alternative strategies for dealing with facility issues. The Real Estate Calculator that comes with this book will reduce these difficult questions into understandable alternatives that can be compared and contrasted quickly. The software does this by providing standardized terms to follow and by establishing a common cash flow basis so that comparison of different approaches is possible. Typically, real estate discussions swing between hard issues, such as costs and financial consequences, and soft issues, such as the desire to own rather than rent because the notion of ownership just feels better. Without a clear differentiation among the factors that drive the choice, real estate decisions are often more art than science.

Are there other incentives and benefits to thinking about cash flow?

Cash flow budgeting, forecasting, and monitoring set the stage for strategic thinking for leaders, particularly in the area of financial risk management. Understanding how a nonprofit organization works today, and how it is likely to perform in the coming years, is fundamentally rooted in an understanding of its cash flow. Ongoing awareness of when funds enter and leave the institution’s coffers is necessary to ensure the health and stability of the organization. Thinking about cash flow can set the stage for the use of credit to address both financial shortfalls and windfalls. It also makes it possible to communicate clearly with the individuals and institutions that will make the credit you require available to you. And in the process our recommended procedures for budgeting will dynamically illuminate your financial game plan.

Using cash flow tools such as the Cash Flow Forecaster makes generating useful forecasts or quickly preparing financial reports, and many other financial tasks, turn out to be much easier and far less time-consuming to perform. Our cash flow-based electronic tools enable you to generate useful forecasts in much less time—forecasts that can be easily advanced as you move through the fiscal year. The same tools make financial monitoring a breeze. These savings in time and energy may bring you back into the good graces of your bookkeeper.

Cash flow thinking can also help leaders analyze their financial policies in new and different ways. By using cash as a common basis, fiscal data from different institutions can be used for comparing and contrasting patterns and trends that would otherwise be inaccessible. These benefits of cash flow presentations can be shared with donors, foundations, and government agencies. Cash flow budgets can provide them with real insight into your circumstance—bolstering your requests—and bring a much-needed financial reality to discussions about their policies for restricting grants and gifts.

For example, some foundations have a policy that prohibits them from funding organizations that have incurred a deficit, even if it is only on paper and actually a matter of timing, not money. Other funders refuse to pay for the operational expenses necessary to administer their funded programs. Using a cash flow-based approach, you can control your own destiny by understanding the impact of these issues on your bottom line. You may not be able to convince the funders that you need more operational dollars to sustain their grants, but you will be prepared to take constructive action to mend this situation on your own through the use of credit.

Cash flow financial management alerts you to potential shortfalls and windfalls. Knowing in advance how the budget will be affected by these changes can be a lifesaver for administrators focused on fulfilling their mission. Cash flow thinking also opens the door to a new resource for nonprofit organizations, the use of fully secured credit to fill in income gaps or to hedge against future risks.

Why should board members support the use of cash flow thinking?

People sign up to be board members and staff of nonprofit organizations for a variety of reasons, but struggling with fiscal systems is rarely one of them. Just saying the words financial management to many people in the nonprofit sector evokes a wince. Yet, like it or not, all nonprofit board members are responsible for the financial well-being of their organization. They are legally liable for the finances, just as administrators, acting as agents for the board, are obliged to ensure that budgets and reports are accurate. Because fulfilling the mission is inherently dependent on good fiscal practices, it is important that financial reporting and analysis be comprehensible to all.

The case for using a cash flow approach begins with the clarity that cash flow concepts bring to budgets, forecasts, and reports. Everyone associated with a non-profit institution is more likely to grasp financial management issues when cash flow tools are used and shared.

The simplicity and clarity of cash flow has special applicability for the board members of nonprofit institutions. Cash flow budgeting and reporting means that board members are encouraged to participate more fully in problem solving and decision making.

Having clear, readable financial information means that board members, even those who are allergic to budgets and numbers, can assume their rightful  responsibilities as trustees. These responsibilities include providing financial oversight and the problem solving and decision making necessary to sustain or attain financial health for their organization. Having the Finance Committee examine fiscal issues in great detail may be wonderful, but due diligence demands that all board members understand the implications and consequences of their votes on critical issues.

Here’s a simple formulation for this concept: Cash flow approach = better understanding of fiscal matters = greater comprehension by board and staff = wider participation in decision making = better decisions and due diligence.

A solid grasp of the relationship between income and expense and the assets and liabilities of the institution is an important ingredient in nonprofit financial management. But for many board members, it is a challenge to understand the terminology and the relationships associated with nonprofit financial thinking. This is where cash flow tools and techniques, in the form we present them here, are so helpful. It is possible to use cash flow as a guide for performing the key fiscal functions asked of board and staff members.

And this is why cash flow budgeting, forecasting, and monitoring are so important in the nonprofit sector. Traditional accounting, with all the bells and whistles that pertain to nonprofit institutions, has an important role to play in generating periodic financial reports and the audits so often requested by funding agencies. But you still need to set up a cash flow budgeting, forecasting, and monitoring system to provide the supplemental information that leaders need to run things.

Why should nonprofit managers and administrators adopt the cash flow approach?

The case for cash flow is slightly different for administrators and staff than it is for board members. Cash flow concepts are inherently rooted in operational considerations. All nonprofit institutions, whether large or small, must integrate their money with time. This is most dramatically clear in situations that trigger shortfalls or windfalls. Interestingly, having too much money on hand is just as significant in terms of fiscal decision making as having too little. Of course, most of us would opt for the surpluses, the surprise gifts, or the mystery bequests, but the principle is the same. Having more or less money than your operation requires right now means that the issue of what to do with this money must be addressed. It is here that cash flow analysis really pays off. The decision of what to do with all that extra money—or the flip side, what to do when the cookie jar is empty—can be greatly enhanced if decisions are made using cash flow analysis.

Cash flow budgets, forecasts, and reports allow for nimble financial management. As we lay out in forthcoming chapters, strategy is an integral part of forecasting, balancing preparation with adaptability. Strategy involves making choices  in a temporal context. So any decision—to advance, or to hold, or to retreat—has an awareness of time built into it. Since cash flow merges money with time, it sets the stage for strategic financial thinking. We have witnessed too many nonprofit planning sessions that simply did not take time into consideration, which is why we sometimes have heard the nonprofit sector called the land that time forgot. Cash flow thinking forces everyone to see things in relation to time because it is about actual cash that is only counted when it is in hand or out the door.

As time becomes increasingly precious, both in the office and in the boardroom, the essential requirements of accurate financial reporting by staff, along with comprehension and oversight by board members, remain the same. These functions will always demand attention, regardless of the size or complexity of the institution. Yet without an ongoing awareness of how funds enter and leave the institution’s coffers, annual budgets or records of past years, no matter how laboriously composed, offer little help in understanding how a nonprofit organization works today and how it is likely to perform in the coming years. An annual cash flow budget, starting with the cash in the bank and then divided into monthly segments, is arguably one of the most valuable tools that the administrator of any nonprofit needs to maintain the health and stability of the organization. Our approach to cash flow and the tools that accompany it dramatically reduce the time needed to prepare and use financial forecasts and reports.

Income is on everyone’s mind in the nonprofit world. One of the most compelling reasons that nonprofit institutions try to increase their earned revenue is that the surpluses thus obtained are unrestricted: they have no strings attached. There is a real need for unrestricted funds that can be plugged into operational categories, avoiding the restrictions that so often come with gifts and grants. Cash flow analysis and concepts can help you understand the impact of earned income. Knowing when to be entrepreneurial and when to stick to your knitting can be very valuable. Access to working capital is the single greatest challenge to non-profit institutions. Moreover, the key to confronting this daunting issue is to be found by thinking about cash flow. More about this in Chapter Nineteen, where we present some ideas for legislation that will increase nonprofit institutions’ access to working capital—those operational dollars that are now so scarce.




Looking Ahead 

We are making some serious claims for thinking about cash flow as simple and easy. In the coming chapters we show you why cash flow thinking really is simple for everyone—and we substantiate these claims by making it easy for you to  use these ideas. We provide case studies, sample forms, contractual agreements, and actual letters so that you don’t have to reinvent the wheel to get on board with cash flow.

Speaking of hopping on board, in Chapter Two we share with you the terrible plight of one of our clients’ chief financial officers. And we show you how a little cash flow thinking solved the problem for this gifted CFO by making it simple for her board to see their actual fiscal position.
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CHAPTER TWO

BEGINNING WITH BUDGETS—CONVENTIONAL AND CASH FLOW

Budgets are the bedrock on which most nonprofit organizations build their financial strategy. The allocation of income and expenses for a given period, usually one year, represents a quantitative plan for the coming year. So why do so many participants in the nonprofit sector find budgets and financial reports difficult to read and understand? A glance at the various forms that budgets can assume is enough to answer that.

In this chapter we show two different versions of the same budget. One is an annual summary budget of the type used by most nonprofit institutions, and the other is a cash flow budget we use with our clients. In addition to providing the basis for comparison, the two budgets show a fundamental aspect of our approach to money matters. We also demonstrate a streamlined version of the cash flow budget for those of you who prefer your financial materials stylishly svelte.

Financial management typically starts with the preparation of a budget, but the different audiences that budgets must satisfy tend to have competing requirements. Budgets need to be clear and comprehensible enough for board members to approve them. Staff members require budgets that provide guidelines for the operations they are charged with implementing. Donors bring their own ideas and priorities—sometimes at odds with those of the people preparing the budgets. Government agencies must match budgets up with the mandates that they observe. Administrators face disparate audiences, with different requirements for formats and degrees of specificity.

So it is small wonder that new clients will sometimes share with us a handful of budgets, each designed to fulfill a different need. Our response is always to ask them to prepare cash flow budgets and reports as a supplement to the conventional financial statements they are currently using. This apparently extra work actually saves effort, because cash flow budgets and reports can answer a number of crucial questions in nonprofit financial management.




Practical Financial Matters 

Why not assign all fiscal matters to the Finance Committee? The problem with this, as you know, is that all members of the board share responsibility—and liability-for the financial well-being of their institution, and inability to understand the numbers doesn’t relieve a jot of their obligation. What’s needed is to make things so simple and so easy that everyone who sits on the board or in a managerial capacity can quickly grasp the essential financial issues confronting the institution.

The best way to start is by showing you a conventional annual summary budget and then comparing it with a cash flow budget. The comparison helps point out the benefits of the cash flow budget to leaders at all levels in nonprofit institutions.

How does the budget we see at every board meeting compare with a cash flow budget?

If a picture is worth a thousand words, then the graphic presentation of a budget has to be worth at least a couple of hundred numbers. The budget that most organizations use is what we call an Annualized Summary Budget (ASB). We use that name because the ASB budget format presents the total income and expenses for one year in a single column. Exhibit 2.1 presents the old budget format you know and love.

In looking at Exhibit 2.1 your eye typically runs rapidly down the column to the bottom line, which in this case is an intentional—though rare—zero. You might be tempted to glance at the income figures to see where the money is coming from, perhaps noting the $225,000 for earned income, or even wondering why grants, donations, and gifts are presented in separate categories. You might think that the salaries in the expense column are not so hot, but those consulting fees are just outrageous. And what about printing? Isn’t printing excessive at 13 percent of the total budget?

Typically, these questions, and many others, will have to remain unanswered until explained by the one who constructed the budget in the first place. If you’re among the administrators or staff who worked with the details associated with the budget, these questions have been covered. You understand the detail. But what  about board members, or staff in large institutions unfamiliar with the entire scope of the institution’s operations? What about funding agencies or donors who may be reviewing your financial information for the first time? Important questions left unanswered may have considerable consequence. For example, a program officer might interpret your costs as out of line and deny a grant. Or a board member might apply different criteria to your line items—criteria that do not reflect the operational reality of your institution.

EXHIBIT 2.1. ANNUALIZED SUMMARY BUDGET.
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Because it is a convention, you may not notice, at least not consciously, that all the numbers are a summary for the entire year. That can leave the uninformed reader clueless about what is happening on a daily, weekly, monthly, or even quarterly basis.

On the other hand, the cash flow budget, with its accompanying footnotes, reveals a great deal more information. An annual cash flow budget, one that starts with the cash in the bank and is divided into monthly segments, integrates money with the time that will be passing as the year progresses. It thus clarifies and simplifies financial matters. The cash flow budget in Exhibit 2.2 uses the same raw data as the Annualized Summary Budget, but it looks much more interesting.

EXHIBIT 2.2. SAMPLE CASH FLOW BUDGET.
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In this case, notice that all items of income and expense are viewed on a monthly basis. Some items are the same month after month; these are called  fixed income or fixed expenses. Other items increase or decrease on a monthly basis, and these are called variable income or expenses. It is likely that your organization’s budget will contain a mixture of fixed and variable income and expenses. Yet the conventional budget may not give you a clear understanding of which is which, since the summary totals do not distinguish between them.

What are the benefits of the cash flow budget that we don’t obtain from the annualized summary budget?

Purely for illustrative purposes we started both budgets with zero dollars in the bank and end the same way. The annualized summary budget provides a sense of the projected solvency of the institution at the end of the year. It does not directly provide much information about operations and their relationship to time. In contrast, the cash flow budget allows your eye to quickly chart out the ebb and flow of funds during the year. As you move along the running or cumulative total line, you may notice that the first four months of the year and four of the five last months of the year all end with negative numbers. Sweat could be pouring from the brow of board members as they glance at all these negative figures. Perhaps they are rethinking their tenure on your board. Then, suddenly, they are reassured by seeing that this organization earns its money in May, June, and July, and usually has a strong finish in December.

Imagine a new board member, sitting in monthly board meetings during those first four months and wondering if this is a sinking ship. The annual summary budget is not going to be much help when the institution hits those months of negative numbers. Did anyone warn new board members that the financial picture in this organization could make them feel seasick?

Time is increasingly precious, and perhaps nowhere more than in the boardroom. Your board members are called upon to plan, decide, and direct the financial aspects of an organization—all this without micromanaging you or your staff. Your responsibility is to provide information that establishes the groundwork and the framework for each of these board functions. Remember: all board members are legally liable for the finances of the organization. You and your staff members, acting as agents of the board, are obliged to ensure that budgets and reports are accurate.

One of the virtues of cash flow thinking is that information can be compressed to ever more basic levels, allowing for a quick review by board members and other staff. Exhibit 2.3 presents a minimalist summary cash flow budget—a format that the busiest board member can grasp at a glance. The information has been pared down so that only months, income and expense totals, and the running total are presented. People who want more detail can easily refer to an annual cash flow 
EXHIBIT 2.3. SUMMARY CASH FLOW BUDGET. 
(All Sums in Thousands)
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budget or the monthly cash flow projections that have been used to create this summary.

This ultra-slim budget can be used to quickly convey information to the reader. In a summary budget, you might add a note that states the beginning balance of cash on hand, which leads to the cash pluses or minuses at the end of the year. The summary cash flow budget also provides the basic information necessary to generate charts or graphs to help readers understand the dynamic quality of your annual cash flow.

Our contention is that a four-line summary cash flow budget and some light reading of the footnotes is enough to enable the majority of members of the board and staff to grasp the fiscal reality of the organization’s circumstances.

Now, obviously, to get to this point, someone has to back up these notes and numbers, so there is all sorts of detail to explore for the financial whizzes. But for the average board member, you will be providing the basic financial picture that they need to understand in order to govern or run any nonprofit institution.

By way of analogy, when driving a car, you pay attention to the dashboard, scanning it for the status of the engine, the speed, and the amount of fuel. Although you know that hundreds of vital individual components need to work in tandem to propel the machine, you can’t pay attention to each of them while driving. Board members and staff of nonprofit organizations need something like a dashboard to keep track of the essential financial affairs of their institutions, and the summary cash flow budget serves that purpose very well.

Why does a graph of cash flow information tell us more than the detailed numbers about the financial position of the organization?

Sometimes portraying numbers graphically aids understanding. A high percentage of people are visual learners. Pictures and graphs give these folks a way to see the numbers you are offering. Translating a conventional summary budget into graphic form helps them a little, but presenting a monthly cash flow budget in graphic form is a definite winner. When you capture the curve of income and expense in a graph, everyone can see at a glance the overarching ebb and flow of money. Instead of focusing on each individual item within the budget, they can rapidly gain an understanding of the global fiscal position of the institution. Again, the simplicity of cash flow thinking, as portrayed graphically, allows everyone in a leadership capacity to understand and to participate in the financial decision-making process. The rest of this section presents some examples of the graphics that you can use to get the information across to everyone who you want to see the fruits of your fiscal labors. Figure 2.1 illustrates the Cash Flow Forecaster’s comparison of income and expense.

As you can see, the picture of income and expense provides a great deal of information in a compact and easily accessible form. For example, the graph makes  it clear that both income and expense fluctuate in a relatively narrow band, with no big peaks and valleys in either category.


FIGURE 2.1. CASH FLOW FORECASTER: 
INCOME AND EXPENSE GRAPHS.
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When income and expense are merged as in Figure 2.2, it’s easy to see that the institution is running with a major spike in income in May, then a slow summer that gradually resolves itself as fall and winter figures begin to reflect the growing income during these seasons. For much of the year, the institution has negative numbers on a monthly basis.

The graph of cash flow and accumulated cash or debt in Figure 2.3 looks very similar to the graph in Figure 2.2, because we intentionally specified no surplus or shortfall at the end of the prior year. The graph would look very different with a starting surplus or shortfall.

For example, if the organization had started the year with $50,000 in the bank, the graphic image for accumulated cash or debt would look like the one in  Figure 2.4.

Notice that the shape of the curve remains the same, but the curve is elevated above the zero line that differentiates positive numbers from negative numbers. The new position makes it clear that no months are spent in a deficit position.


FIGURE 2.2. CASH FLOW FORECASTER: 
COMBINED INCOME AND EXPENSE GRAPH.
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FIGURE 2.3. CASH FLOW FORECASTER: 
ACCUMULATION FROM ZERO BALANCE.
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FIGURE 2.4. CASH FLOW FORECASTER: 
ACCUMULATION FROM $50,000 STARTING BALANCE.
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Uses of Cash Flow Budgeting 

Here is an example of the implications of budget formats in practice. Not so long ago, a new client called us with an old problem. As her nonprofit institution’s chief financial officer, Alice was frustrated at the behavior of the board. In her opinion, they refused to see a serious financial problem that the organization was facing.

At the last board meeting one of the first items on the agenda was monitoring the budget. With one exception, members of the board appeared completely disengaged from the topic. Body language and random comments reinforced the notion that the majority of the board members were simply not interested in talking about the year-to-date figures. Instead, the standing boardroom joke was once again repeated: “Let’s ask Don to tell us what all this means and then we can get on with our business.”

As usual, Don, an executive at a local corporation, looked up from the budget report and cheerfully commented, “Everything looks pretty good to me: we have cash in the bank; our endowment is earning reasonable interest, and our expenses appear to be in check.” With a collective sigh of relief the conversation turned to the next item on the agenda.

Alice had wanted her report to light a fire under the board—to get them to see the serious cash crisis that was looming just ahead. Instead, she had been rebuffed by a board that seemed unable or unwilling to confront the crisis she saw coming.

When asked, Alice agreed to send us a copy of the budget she had just issued to the board. Here is a copy of the budget format that she sent to us (Exhibit 2.4).

The forecast in this budget for the year ahead clearly showed that projected expenses would exceed projected income. Of course, the funds carried over from the preceding year would help out, but not enough to balance the budget. We  glanced at the budget and asked Alice via telephone to tell us what she saw as the problem.

EXHIBIT 2.4. ALICE’S ANNUAL SUMMARY BUDGET.

[image: 012]

Alice told us that the board acknowledged that there might be a shortfall, but still they saw little reason for concern. They were accusing her of being pessimistic, of not having faith that things would turn out just fine. She said that they believed that the situation could be resolved easily with a little cost cutting in the last quarter of the year. But to Alice, the problem was much more serious.

At this point, we asked Alice to insert her numbers into the Cash Flow Forecaster. We discuss the Cash Flow Forecaster at length in Chapter Four, but for now it’s enough to take a look at the type of information it generates and the very different perspective it offers.

Alice complied with our request, and later that same day we looked at the documents produced by the software. At this point, we asked Alice to turn to the cash flow budget that she had generated using the Cash Flow Forecaster (Exhibit 2.5). As we talked by phone about how the cash flow budget revealed a host of problems, it suddenly became clear to us that Alice was seeing something very different in the organization’s numbers than her board members were. Even using the Cash Flow Forecaster, while the evidence was clearly right in front of us, somehow the board members were not perceiving the dangers that we saw.

What was apparent to us was that the board members, who might have quickly glanced at the summary budget or even the twelve-month cash flow budget, could be missing the boat. If a board member’s eye dropped down to the cumulative total line, the starting balance of over $100,000 was obscuring the negative numbers that the running total reflected. In other words, the casual eye was fooled into seeing the positive numbers along the bottom line until November, when the problem appears to pop up.

Exhibit 2.6 takes the information from the Cash Flow Forecaster in Exhibit 2.5 and compresses it to the absolute basics. It reveals the starting balance and the monthly projections for income and expense. Again, a quick glance at the figures in the accumulated cash column suggests that same problem. The carryover funds are being spent down each month, until they are exhausted in November.

But what about Don, the financial go-to guy on the board? Surely, he saw the problem as clearly as Alice. Well, it turns out that Don, with his corporate background, was concentrating on the interest earnings from the endowment and was making a very understandable error. As a businessman, Don was accustomed to looking at the world in terms of assets and liabilities, or profits and losses. He was keeping his eye on the budget, but he was also referencing the institution’s balance sheet. The balance sheet recorded the endowment as an asset, so that’s how he saw it. Even though he had been informed that the endowment was an irrevocable    trust—with principal that could not be spent—on some deeper level, he continued to believe that in a pinch the institution could tap the endowment.

EXHIBIT 2.5. ALICE’S CASH FLOW BUDGET
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EXHIBIT 2.6. CASH FLOW FORECASTER: 
COMPRESSED CASH FLOW BUDGET.
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Money in the business world is money. If you have it, you can spend it. The notion of restricted funds just had not fully sunk in for Don. He saw the erosion of the carryover funds during the year, just as Alice did, but instead of pushing for immediate action, he was comfortable with the idea that the endowment could serve as a safety net if things turned sour. In our interview, Don maintained this notion, even when confronted with evidence of nonprofit institutions that have declared bankruptcy and had their endowments transferred intact to other institutions, leaving the creditors high and dry.

Because Alice believed that the numbers in the budgets were so clear, she had not given the graphics produced by the Cash Flow Forecaster to us. But after some gentle urging, Alice ran out the graphics and sent them to us via e-mail. As soon as we saw the printout, the answer to the problem was crystal clear.

When the graphic images of monthly income and expense are charted out as in Figure 2.5, a couple of disturbing qualities immediately become apparent. The  organization achieves a substantial spike in income during the month of April, after three months of losses, but just as quickly significant expenses during the same month wipe out any hope of getting ahead. After that, expenses stay flat, as does income with the exception of a major spike in income in July.


FIGURE 2.5. CASH FLOW FORECASTER: 
ALICE’S MONTHLY INCOME AND EXPENSE GRAPHS.

[image: 016]

The cash flow graphic in Figure 2.6 makes it obvious why Alice was having a fit. The organization runs with negative numbers during close to ten months out of the year. The numbers are mitigated by the starting balance for the year, but just barely, as Figure 2.6 shows. The trajectory of the institution’s finances is downward until June. Income shoots up in July, but it is all downhill from then. Alice was completely correct, the problem was not one that could be addressed at the end of the year. Serious measures needed to be taken as the year began, either by cutting expenses or increasing income, and those measures might be required throughout the year.

Alice saw all this simply by looking at the numbers on her budget sheet. In her mind the numbers quickly translated into an image that flashed danger to her. Why didn’t the board members see the figures the same way? Why do so many organizations sail blithely into similarly troubled waters? One explanation is that many or, in this case, all the members of the board simply cannot rapidly convert figures into mental pictures that alert them to a possible problem. A second explanation is that people are not always accustomed to linking money with time,  and yet, as the graphs reveal, it is the relationship of money to time in this case that tells the complete story. A third possibility is that board members simply abdicate their responsibility for the fiscal side of the institution to whichever board member appears to have the most financial background.


FIGURE 2.6. CASH FLOW FORECASTER: 
ALICE’S COMBINED CASH FLOW GRAPH.

[image: 017]

It is not surprising that people can look at the same set of numbers and draw different conclusions. However, anyone who sees cash flow output like Figure 2.7 can instantly identify the problem, while many of those who are confronted with the evidence in the form of columns of numbers fail to grasp the significance of what they see.

After Alice agreed to let the board see the pictures that the Cash Flow Forecaster automatically generates, her report from the next meeting was much different. With these graphics, the board was, indeed, able to see the problem, and to put together a plan to address it.

Alice might have used one more tool to make the case for the financial crisis that was looming ahead. In Chapter Three we discuss a remarkably simple approach that can pay significant dividends with the addition to the budget of a few words. Hard to believe? Turn the page and see how footnotes can make a cash flow budget shine.


FIGURE 2.7. CASH FLOW FORECASTER: 
ALICE’S PROJECTED PRECIPICE.

[image: 018]




End of sample
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OEBPS/linz_9780470454398_oeb_048_r1.gif
folie Festial
Education Programs
ohiore Research
Cultra Programs
Publcations
Recordings
Northwest Folkife

Imagine Memorial Day weekend without
Folkife, the largest fre festival i the world.
We simply can't et that happen!

—lrene Namkung, Board President
Apil 12,1999
Dear Friend:

When Folkife trustees discovered a debt of nearly $450,000 [ast August, the
organization came incredibly close to shutting its doors. Luckily, there were many,
many people who refused to see Folkife disappear. The board of directors insttuted
a system of financial controls and reorganized the management team. And, they
created a Creditholder Program which allowed caring community members to place
cash or stock with our bank to secure a loan to pay creditors and provide the cash
flow to ensure a festival in May.

As happy as we are that Folkife is saved for 1999, we must make sure it is safe for
years to come.

Jim Compton, Folkife Supporter
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Dear Creditholder,
Thanks for participating in our Creditholder Program.
In order to complete this agreement, please
1. Sign Assignment of Deposit Account.
2. Sign Signature Card,
3. Provide Social Security Number.
4. Please provide a photocopy of your driver's icense or other ID.
Mail the complete package to:
Northwest Folkife
305 Harrison Street
Seattle, WA 98109-4623

If you have any questions, please cal our office at (206) 684-7320.
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‘The Northwest Folklife Creditholder Program

Make an Investment in Your Community

We're asking caring community members to invest in Northwest Folkife by
becoming a Creditholder. The term Creditholder has been coined to refer o friends,
associates, and constituents who agree to provide cash o stocks as collteral for
Folkife's Ioans with Redmond National Bank. As a Creditholder, you're banking that
Northwest Falkife supporters and Northwest art funders won't fet Fokife down.

The Short-Term Strategy

The bank is providing a fine of credit to Folkife, which must be paid back annually.
The line of credit helps Folkife, clearly a seasonal operation, get through those
fimes of the year when expenses exceed revenue. The line of credit imit s
$150,000 and requires $50,000 as colateral for this loan.

The Long-Term Strategy

“This strategy consolidates Folkife's $450,000 debt into a ten-year loan. The loan is
set at the current prime interest rate for five years, and will be adjusted at that time
to the then current prime rate for the remaining lfe of the foan.

How a Cash Pledge Works

The bank purchases an FDIC-insured Certiicate of Deposit in your name at the
prevailing interest rate. The CD is invested for a minimum of twelve months and
automatically rolls over at the end of the term.

« Interest from the CD belongs to you.

« Through an assignment, Creditholders place the CD as security for Folkiie’s loan
and line of credit. All paperwork can be handled through the mail, by overnight
courier, or in person with Redmond National Bank.

« AL CD maturity, you may request that Folkife replace your CD with collateral from
another Creditholder. Folkife commits to finding a replacement as quickly as
possible, however, your CD will not be released untilreplacement funds are in hand.

How a Stock Pledge Works

Creditholder stock certificates are pledged to the bank for a period of twelve
months or more. The bank issues a receipt for the stock, which remains in your
name.
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1. Month to begin analysis (use 1-12, e.g,, March = 3) Start Month: 1
2. Year to begin analyss (e.g., 2002) Start Year: 2006,
3. Cash on hand at beginning of analysis Beginning Cash:  [_$105,446]
(f debt, enter as a negative amount)
4. Enter first-year monthly Income and
Expenses in the table: Income Expenses
January-06 [ 3 32,545 | 3 50,799
February-06  [§ 29076 | s 50,035
March-06  [5 32,787 | 3 62,087
Aprilos [ 146812 | 3 117,678
May-06  [§ 31,460 | 3 60,691
June-06 [ 3 25385 | 3 60,267
Juy-0s [ 202,735 | 3 61,925
August-06 [ 5 22,785 | 3 63,363
September-06 [ § 22835 | 3 59,198
October-06  [§ 26,785 | 3 63,380
November-06 | § 27,385 | 3 58,165
December06 [ 3 25805 | 8 59,924
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Dear Folkife Supporter,

Northwest Folkif’s oad to recovery has required many changes—changes that are
making Folkife stronger, more innovaive, and more effcient. Changes that make
supporting Folkiie a sound decision.

With Michael Herschensohn on board as executive director, Folkife now has the.
fundraising expertse it needs in house. His work in the field of fundraising goes
back some 20 years. As the director of Seattles Children’s Museun, Michael
directed a capital campaign that raised more than $4.5 million. At the Museum of
History and Industry, he increased contributed income by 200% and balanced the
budget.

Anew staff of professionals trained in the fields of fundraising, financial
management, and marketing are in place as i a strategy designed to take full
advantage of the widespread community support for Folklfe. Folkie’s fundraising
plans callfor reaching out to every corner of the community—corporations,
foundations, government agencies, and individuals. Plans for raising funds at the
Festiva tself are in place. Northwest Folkife is now an organization operating at
high professional and fiscally responsible levels.

Your participation in the Creditholder Program ensures our success. Thanks for
playing your part to keep the traditional arts alve.

Sincerely,

rene Namkung
President, Northwest Folkife
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WEST SOUND
ACADEMY
PO, Box 807 » Pouisbo, Washinglon 98370 » (360) 5985954 fax (360) $98.5494
weestioundacodemy.org » wipact org

Dear Parent,

As outlined in the admissions packet, the West Sound Academy Board of Trustees
has made participation in the West Sound Academy Credithalder Program
mandatory. The Creditholder Programis one of the simplest ways to contribute to
the school’ financial well-being. As a creditholder, you deposit money which is
placed in a Frontier Bank Certicate of Deposit issued in your name. You retain
ownership of the CD and you continue to-ear interest on your investment.

Through your participation, you jin other WSA parents and caring commuity
members that help guarantee the loans needed for the school's start.up. The loans
were and are part of a well-reasoned business plan and financial partnership with
Frontier Bank

Securing our loans requires a $3,000 creditholder deposit from each family—the
Board has made this level of participation mandatory.In ieu of purchasing a
Certifcate of Deposit, some families place equivalent securities with Frontier Bank.
Like the CD, these securities are held in the owner’s name by the bank with all
dividends and earnings accruing to the owner. And then when your child leaves the
school, your CD or stock s returned to you in full—a nice savings account for
collegel

The Creditholder Program has allowed the school to grow and prosper because
parents in previous years pledged funds as collateral while their children were at
West Sound Acaderny. We're pleased to welcome you for your tun at this valuable
task.

The enclosed flyer, “Step-by-Step Creditholding,” details the enrollment process.
Jim Kolb s also avéilable to answer any questions.
We look forward to your joining us in this innovative program.

Sincerely,

Board Chair
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Income

1. Grants 120,000
2. Donations 50,000
3. Gifts 35,000
4. Eamed Revenue 225,000

Total Income 430,000

Expense
. Salaries 244,992
6. Fringe Benefits 53892
7. Part-Time Wages 15,000
8. Consulting Fees 7,500
9. Rent 22,000
10. Utities 5500
11, Legal and Accounting Fees 13500
12. Supplies 12,616
13 Printing 55,000

Total Expense 430,000

Balance 0
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If the bank applied a portion of my CD to the repayment of the line, will | have
Tost that money?

Under the Creditholder Agreement between the Creditholder and Street
Angels, the agency agrees to repay all or any portion of the funds applied by the
bank at the same interest rate and term as provided for under your original CD.
However, as a practical matter, circumstances leading to Street Angels’ being unable
10 repay its fine of credit would almost certainly have rendered the agency
insolvent. f this were the case, Creditholders would be unsecured creditors of the
agency pursuant to any insolvency or bankruptcy proceedings.

What if I need to get my money out earlier than the maturity date?

1ts the goal of Street Angels to maintain a collateral base in excess of $120,000,
or $20,000 more than our ine of credt, to allow for early redemption. We ask that
you advise us when you intend to terminate the CD o that we will know the level
of our collateralization. Of course, as with any CD, you may be subject to a penalty
for early withdrawal,
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Northwest Folkli

Dear Folkife Supporter,

The Creditholder Program has been incredibly successful! We are close to finishing
the program’s first phase and with your help, we'll complete the next one very
soon. To secure Folklfes future and to keep the Creditholder Program going for the
next several years, we estimate requiring about $150,000 in new cash or stock
before the Festival in May.

Here's how the Creditholder Program works. You place cash or stock with our bank:

« The funds act as backing for our long-term loan and partially secure our fine
of credit.

« When you put cash i the program, the bank issues you an interest-bearing
certificate of deposit, which secures an amount equal to your cash.

+ When you put stock in the program, the bank generally accepts a percentage of
its market value as security while you continue to earn money on your investment.

« You commit your collateral for the ten-year lfe of the loan. If special circum-
stances require you to withdraw your funds, Folkife agrees to make every effort to.
find replacement funds.

Without a doubt, Folkife’s power comes from the ownership every participant has

in it. lf you and 100 other loyal “owners” put up as much as you possibly can, we.
can keep Folkife stable. Naturally, as with allloans, there is some risk. If Folkife
defaults, the bank can use creditholder funds, I we are not able to find replacement
funds, your money could be tied up for the ffe of the loan. I've enclosed a
description of the program, a form you'll need to fll out, and an envelope for
sending it back with your check or information about your stock. Most credtholders
have placed between $2,500 and $100,000 with the program.

Its a focus of the board and management to make Northwest Folkife sef-funding
from ongoing programs, including event revenue and fundraising. It is our intention
t0 pay off the loan in five years or less.

With your help, we can buiid the infrastructre for the future with the confidence.
that Seattle Center will come alive with music and magic every Memorial Day
weekend for years to come.

Sincerely,

Michael . Herschensohn, Ph.D.
Executive Director

PS. I am delighted that Folkiife is well on its way to a stable and secure future—and
you can help make sure it happens.
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John and Jane Doe
Seattle, WA

Dear John and Jane:

We have been successfulin negotiating a ten-year term note with Redmond National
Bank. [Now Venture Bank] The debt is partally secured by your stock. Enclosed are
the documents required by the bank in order to complete this transaction,

Since you agreed to have your stocks serve as collateral for a term that s less than
ten years, itis our goal to continue adding new Creditholders to our program and
thereby having security over and above the requirement. In the event that you
desire a release from your assignment, we may need to replace it with that of a new
Creditholder. Please read the documents carefully and obtain advice from financial
and legal counsel prior to signing.

By signing below, you acknowledge that: a) neither Northwest Folkife, its board,
staff, o afflates have provided you with any legal or financial advice with regard to
the Creditholder Program or in connection with the enclosed documents; b)
Northwest Folkife has advised you to consult with financial and legal counsel with
fespect to the terms, lega effect,or obligations contained in these legal documents,
prior to signing; <) the assignment you are providing secures a ten-year term note;
d) in the event you wish a release of your assignment, you will provide Northwest
Folkiite with a minimum of 60 days’ notice 5o that Northwest Folkiffe can attempt to
find a replacement for the assignment, and ¢) Northwest Folkife cannot guarantee
that a replacement for the assignment will be found or that Redmond National Bank
will accept such replacement.

Please sign and return one copy of this letter with the executed documents and
retain the other copy for your files. On behalf of the board and staff of Northwest
Folkiie, | thank you for your generous support.

Yours truly,

Michael Herschensohn, Ph.D.
Executive Director

I hereby acknowledge that | have read, understand, and agree with the statements
above:

Creditholder(s);

Date:
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Street Angels
PO. Box A
Seattle, WA 90543

Dear Friends:

On behalf of the entire Board of Directors | want to thank you for helping us
have a remarkably successful year, Grants and donations are up. This year Street
Angels has increased the ways we assst the people that we serve. We continue to.
provide a much-needed resource for the homeless and abandoned people of our
city, opening pathways that might otherwise be closed to them. Your support in
the past has been wonderful, and | am deeply appreciative. The livs of all who live
in this fine city are indeed enriched

Now I need your assistance to keep up our level of professionalism. Due to the
unpredictable nature of our work, each year the agency experiences peaks and
valleys n its cash flow. Most of otr funding comes i big chunks from our contract
with the city and from our popular No-Show Ball. This iregular pattern has madie it
diffcult to maintain our operations without developing a way to smooth out our
cash flow. | know | can count on you to help make the agency a more stable
enterprise that is run with businesslike efficiency without sacrificing our goals to.
help others

Thatis why | am pleased to tell you about a program we've jointly developed
with First National Bank. First National Bank i offering certificates of deposit for
twelve and eighteen months, at a ate that is competitive with other banks in our
area. (See specific details on the enclosed flyer) These certificates will act as our
guarantee for a $100,000 fine of credit. I this way, the agency wil be provided
with the cash flow stabity necessary to continue our work, and you will receive the
satisfaction of knowing that your funds are helping us manage our cash flow.
Equally important, you are joining us in making it possible to continue the
invaluable work of Street Angels

Five members of the agency’s Board of Directors have already signed up for this
program. We now need other supporters to make our financial stability a reaiiy.
Won't you please consider it? | have asked a member of the Board to give you a call
in the coming week to discuss this program and to answer your questions. | trust |
can count on your support

Sincerely,

John . Jones
Chairman of the Board

P, 1'm working to put my funds together. | sure hope you can tool
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REDMOND PO Box 2079 el 425/881-8111
NATIONALBANK  fechood, WASG0732079  fax 425/863.1767

Michael Herschensohn
Executive Director
Northwest Folkife

305 Harrison Street
Seattle, WA 98109-4623

Re: Commercial Pledge and Security Agreement
Dear Michael:

You have indicated that some of your Creditholders have questions or concerns
about the wording of a couple of paragraphs n the above-referenced document. In
an effort to address those concerns, | would like to take this opportunity to share
with you our views on the issues included.

Regarding the section on Page One, headed “Collateral,” the second paragraph
specifcally refers to property “in the possession o the Lender.” We claim no
rights to colateral or property not in our possession, and not consciously pledged
by a Grantor.

Regarding the section on Page One, headed “Income and Proceeds,” we cannot
‘waive ou rights to stock dividends and stock splits because they directly affect the
value of the collateral we hold; but we have no interest in collecting cash dividends.
Those belong to the Grantor.

Regarding the section on Page Three, headed “Events of Default,” the various
circumstances that could arise with réspect to a Grantor may cause the Bank to take
some action. It s our view that unless a isted event becomes a reality with respect
0 a Grantor, and that event jeopardizes cither the financial condition of the.
Borrower or the value of the collateral pledge to the Bank by the Grantor, the Bank
will not take any remedial action.

1 hope that thisletter has addressed your concerns as well as the Creditholders’
concerns. We very much appreciate our banking relationship with Northwest
Folkife and look forward to a long and mutually beneficial relationship.

Sincerely,
Senior Vice President and Credit Administrator
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West Sound Academy
To support the school’s financial vision, I pledge a certficate of deposit, or stocks or
bonds, to North Sound Bank according to the following arrangement:

Amount of CD: s.
Amount of Stock: .
Amount of Bonds: s.
Term of Pledge:

One year
Two years
Three years
Four years
Five years

[T

Approximate date | will open my account with the bank.
Name: Date:
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For Income (or Expense):

1.

2

Determine the major income (expense) items.

Determine the percentage contribution of each of these items to the total
income.

. Using past trends or other data, estimate next year's percentage increase for

each major item.

. Multiply the percentage contribution of each item by ts associated percentage

increase.
Total the products to find the overall percentage.
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THIS CREDITHOLDER AGREEMENT is made as of ___, by and between
Street Angels, a Washington nonprofit corporation (“Stréet Angels”), and
(“Creditholder”) for the purpose of setting forth
the terms and conditions under which the Creditholder agrees to extend a security
interest in certain collateral hereinafter described for the benefit o Street Angels.

Street Angels is a nonprofit corporation organized under the laws of the State
of Washington and is exempt from Federal income taxes, except for income tax
on unrelated business income, under Section 501(c)(3) of the Intemal Revenue.
Code of 1986,

Street Angels desires to obtain and maintain a revolving secured line of credit with
First National Bank (the “Bank"), for the purpose of meeting working capital
requirements of Street Angels as such needs arise in the ordinary course of business.
treet Angels has agreed with the Bank to secure the line of credit with a first
security interest in Certificates of Deposit provided by the Creditholders and others
(together referred to as the “Creditholder Group®) pursuant to the terms as set
forth in the “Security Agreement for Savings Accounts, Share Accounts, Time
Certifcates of Deposit and Time Deposits,” attached hereto as Exhibit A and
hereinafter referred to as the “Security Agreement.”

The Creditholder, in support of the mission of Street Angels, i willing to provide
such a security interest n a Certificate of Deposit owned or to be purchased by the
Creditholder i order to assist Street Angels in meeting its working capital
requirements at a minimal cost to Street Angels,
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1. Month to begin analysis (use 1-12, e.g., March = 3) start Month: T

2. Year to begin analysis (e.g., 2002) Start Year: 2004

3. Cash on hand at beginning of analysis Beginning Cash: [ __$50,000]
{f debt, enter as a negative amount)

4. Enter first-year monthly Income and

Expenses in the table: Income Expenses
Jonuary-06 |3 30000 | 3 41,000
February-06 [ § 32,000 | 8 40,000
March-06  [§ 38,000 | § 35,000
Aprikos  [§ 45,000 | s 32,000
May-06 [ 50,000 | s 30,000
June-06  [5 40,000 | s 35,000
July-05 [ 3 30000 | s 40,000
August06 3 25000 | 8 45,000
September-06 | § 20000 | s 42,000
October-06  [§ 35,000 | 8 35,000
November-06 | § 40,000 | s 30,000
December06 [ § 45000 | s 25,000

5. Enter projected year-to-year percent changes in income and expenses: For increasing per-
cent changes, enter positive numbers. For decreasing percent changes, enter negative
numbers.

Percent Percent
Change Change
in Yearly in Yearly
Income: Expenses:
Projected percent increase (decrease)
from year 1 to year 2: 12.000% 9.000%

Projected percent increase (decrease)
from year 2 to year 3: 7.000% 11.000%
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The Northwest Folklife Creditholder Program
Please fll out the appropriate sections below and return to Northwest Folkiife.

Upon receipt of your check or stock certiicate, the bank wil send you a deposit receipt
and documents that assign your stock or CD to Northwest Folife’s bank debts. All
processing can be handled through the mal, overnight courier, o in person.

Name:
s
Address:

Telephone: Home ()
Work ()

E-mal Address:

Referred By

Cash (which will purchase a Certficate of Deposit in your name):
Amount: § .

Number of years  minimum 1 year

Please attach your check and a copy of your driver’s license or other picture ID to
this form.

Stock:
1. Complete the information below and return this form to Northwest Folkiife.
2. If necessary, contact your broker to request a stock certificate in your name.

3. Once you have the certificate in hand, call Northwest Folkife to arrange for
taking it to the bank.

Name of Stock: Number of Shares:
Date Stock Certificate Requested from Broker:
Date Stock Certificate will be available:

Other Potential Creditholders

Please send Creditholder information to the following people | know who would be
interested in participating:

)

2

Please Return to:
Northwest Folkife, 305 Harrison Street, Seattle, WA 98109-4623
For more information call Northwest Folkife at (206) 6847300
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Goal of the endowment campaign

Estimated cost of campaign (28 cents per dollar)

Annual yield afier management fees (6 percent)

Annual amount returned to principal (3.5 percent)
Deduction for inflation in the nonprofit sector (1 percent)
Balance of anmual spendable income from the fund

$100,000
528,000
$6.000
(83.500)
(81,000,
$1.500
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THEREFORE, in consideration of the mutual benefits to be received by Street Angels
and the Creditholder, the receipt and suficiency of which are hereby
acknowledged, Street Angels and the Creditholder agree as follows:

1. Collateral: The Creditholder has or will purchase a Certificate of Deposit from
the bank in the amount of §  identified as CO# ., maturing on
, (the “Colateral”)

2. Certicate of Deposit: The Certificate of Deposit and all earnings thereon are and
at all times shall be the property of the Creditholder, subject to the terms of the
Certifcate of Deposit and to the Security Agreement. The Creditholder will look
solely o the Bank for payment of interest on the Certficate of Deposit so long as
the Bank has not applied all o any portion of the Collateral to the obligation of
Street Angels.

3. Protection of Collateral: Street Angels acknowledges the trust the Creditholder is
placing in Street Angels to provide the Certificate of Deposit as Collateral. Street
Angels therefore agrees:

(@) Street Angels will at all times abide by the terms and conditions of the
promissory note and any other documents required by the Bank to obtain and
maintain the secured fine of credt, including the obligations for payment of interest
and principal in a timely manner and the provision of information;

(b) Street Angels wil strive to always maintain no less than 120 percent of the
lesser of ) the maximum loan balance outstanding or (i) the approved line of
credit amount, in collateralized Certificates of Deposit with the Bank;

(0) Street Angels will provide the Creditholder with regular and ongoing
information as to the status of the secured fine of credit and Street Angels's financial
position. This information, as described below, will be provided semiannualy to the
Creditholds

(1) Secured Line of Credit Information, including loan balance outstanding
under the secured line of credit, total collateral securing the loan balance, and
anticipated repayment date of outstanding loan balance.

(2) Street Angels's Financial Information, including interim financial
statements and audited financial statements.

(d) In the event that the secured line of credit goes into default for any reason,
Street Angels will notify the Creditholder within five business days of receiving such
nolification of default.

4. Withdrawal of Collateral; The Creditholder agrees that it will notify Street Angels
on or before the Creditholder terminates the Security Agreement with the Bank.

5. Collateral Applied: If the bank applies all or any portion of the Collateral to
payment of Street Angels's obligations under the secured fine of credit, Street
Angels agrees:

(a) It will immediately notify the Creditholder as to the amount of the
Collateral provided by the Creditholder that has been applied to Street Angels's
obligations;

(b) It will pay periodic interest to the Creditholder on that amount of the
collateral applied to Street Angels’s obligations at the same rate and at the same
times as provided for under the Certficate of Deposit;

(<) Itwil repay to the Creditholder the sums applied by the Bank on the
maturity date of the Certificate of Depost
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« At the maturity date of your CD, you may request that West Sound Academy
replace your CD with colateral from another Creditholder. West Sound Academy
comits to finding a replacement as quickly as possible; however, your CD will not
be released until replacement collateral has been posted.

How a Stock Pledge Works
ACreditholder’s stock certficates are pledged to the Bank for a period of 12 months
‘or more. The Bank issues a receipt for the stock, which remains in your name.

« Dividends and any growth in stock value belong to you.

+ Through a Creditholder Agreement, a Creditholder pledges the stock as security
for West Sound Academy’s line of credit and loan. Most paperwork can be handled
through West Sound Academy, though stock certiicates should be sent via over-
night courier or brought to North Sound Bank.

« The Bank reviews the market value of the stock quarterly. Should there be a loss in
stock value, West Sound Academy will b responsible for providing additional
collateral t6 compensate for the change in value.

« 1f you, as a Creditholder, decide to discontinue participating in the program prior
to the repayment of the debt, West Sound Academy will make every effort to
replace the stock with collateral from another Creditholder. West Sound Academy.
commits to finding a replacement as quickly as possible; however, your stock will
not be released until repayment collteral has been posted.

Risks to Creditholders
CDs and stock belong to Creditholders unless West Sound Academy is no longer
financially able to meet ts obligations on its loan from the Bank and defaults on its
deb, in which case the following will occur:

« West Sound Academy will offer Creditholders the opportunity to replace the
pledged CD or stock with funds to cover the amount of the original pledge.

« North Sound Bank will have the right to keep all o part of the pledged CD or
stock, as well s any dividends or increase in stock value, to apply in payment of the
defauited loan.

+ West Sound Academy will repay to Creditholders the value of any collateral taken
by the Bank, subject to West Sound Academy’s financial ability to do so.

+ A Creditholder's abilty to directly control the CD or stock s limited by West Sound
Academy/s ability to replace pledged funds with new colateral and West

Sound Academy's financial abilty to keep the loan in good standing with the Bank.

« West Sound Academy strongly adises all potential Creditholders to consult with
their financial and legal advisers prior to making this commitment.

Reporting
West Sound Academy wil keep you informed of our progress and success on a
semiannual bass.

How to Become a Creditholder
Fill out the creditholder agreement and send it to Rebecca Wright at West Sound
Academy.
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Executive Director 540,000

Assistant Director $35.000
Clinical Supervisor 525,000
Development Director 520,000
Two Clerical Staff at $16,500 each $33.000

Four Field Workers at $23,000 cach 92,000
Total Salaries 245,000
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Income Example:

1

Determine the major income items.

Totalincome 1,477,472
Tuition income 945,582

Fundraising income 356,000

Other revenue 175,890

Determine the percentage contribution of each major item.

Tuition income 945,582 64%
Fundraising income 356,000 2%
Using past trends, estimate next year's percentage increase for each major

23%

Fundraising income 5%

Multiply the percentage contribution of each item by its associated
percentage increase.

Tuition income (64% contribution by tution x 23% increase)
Fundraising income (24% x 5%)

Total the products to find the overall percentage
Tuition income (64% x contribution x 23% increase)
Fundraising income (24% x 5%)

Overall Percentage Increase for Income

15%
1%

15%
1%

16%
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Justin time for its 33rd Festival coming up May 28 to May 31, Northwest Folkiife
announces the elimination of its long-term debt five years ahéad of schedule.
Generous donors, a responsive board and the careful management of limited
resources made it possible for the grassroots folk art organization that is known
nationwide for its incomparable Festival to achieve this impressive goal in hard
economic times. “Few local arts organizations have the community behind it the
way Folkife does,” says Executive Director Michael Herschensohn.

I the summer of 1998, the board of directors of Northwest Folkife leamed to its
dismay of vendor and performer debts of $450,000. The board hired a new
management team and sought the advice of consultants Richard and Anna Linzer
of Indianola, Washington. With their help, Folkife created a creditholder fund
underwitten by cash and stock from over 35 loyal Folkife supporters. Their money
backed Folkife’ loan from the Redmond National Bank and signaled their faith in
the new management, the board and the community’s commitment to sust

the organization.

Meajor gifts from an anonymous donor and Ed Littlefield Jr. expedited debt
reduction, as did restricting the board’s contributions between 2000 and 2003 to
paying down the debt. The participation of the Board of Directors led by presidents
Irene Namkung, Scott Scher and Ed DAlessandro was a crtical factor in reaching
this impressive goal. The generosity of donors a the Festival also played a major
fole with individual contributions rsing from $80,000 in 1999 to $240,000 in 2003.
These gifts made a huge difference.

“Offering a free festival i a big challenge,” made easier, Herschensohn notes, “by
gifts of time from performers and other volunteers, by support from the Mayor, the
City Coundil and our Friends at Seattle Center and by creative fundraising.

With the debt gone, Folkife can now dedicate tself to building a stronger staff
infrastructure. Staff and board agree that the work is only beginning and that
success requires everyone continuing to be as generous as they have been over the
last few years.

On Wednesday, May S at 10:30 A, there was a ceremonial burning of the loan
papers at Center House in Seattle Center, accompanied by a song composed for the
occasion by celebrated Seattle folk artists Jere and Greg Canote.
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Michael ). Herschensohn
Executive Director

Northwest Folkife

305 Harrison Street

Seattle, WA 98109-4623 Re: Loan No. xxxx

Dear Mr. Herschensohn,

It s recognized by the Bank ("Lender”) and Northwest Folkie (“Borrower”) that
the form of Commercial Pledge and Security Agreement, used by the Bank for the
pledge of collateral by Northwest Folkife Creditholders (“Grantor") to secure the
Loan (the “Security Agreement”) should be modified to express the intent of the.
Northwest Folkiffe Creditholder Program. Accordingly, each Security Agreement
hereby is modified and amended as follows:

1. The Collateral pledged under the Security Agreement does not include any
property or accounts of a Grantor n the possession or subject to the control of the
Lender not specifcally lsted in the Security Agreemen, and the section on Page 1
of the Security Agreement headed “Collateral” is hereby amended to delete the
second paragraph of same, which starts with the words “In addition” and ends with
the word “media.”

2. The paragraph on page 1 of the Security Agreement headed: “Income and
Proceeds” hereby is deleted in it entirety and of no effect, Income and Proceeds
from the Collateral shall be the property of and go to the Grantor.

3. Collateral pledged under the Security Agreement may be released back to the
Grantor at the request of the Borrower, provided that there remains after such
release sufficient Colateral to satisfy the contion of the Loan. Lender agrees
promptly to release such Collateral to Grantor(s) pursuant to written instructions
from Northwest Folkife. In the event the Lender deems that there would b
insuficient Collateral remaining after such a release to satisfy the Loan conditions,
Lender promptly shall give written notice of same to Northwest Folkife.

4. The term “Grantor” is deleted from the section headled “Events of Default” on
Page 3 of the Security Agreement. The Events of Default stated therein shall apply
oy to such an event occurring only in respect of the Borrower.

Sincerely,

Redmond National Bank

By:
Accepted this
Northwest Folkife
By:

day of 1999
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INCOME

EXPENSES

Grants
" Donations.
Gifts
Earned Income
. Special Events
. nterest Income
Board Contributions
. Publication Sales

Total Income

9. Salaries
10. Fringe Benefits

11 Part-Time Wages

12. Consulting Fees

15, Rent

14. Utities

15 Legal and Accounting Fees
16. Supplies

17. Printing

18. Insurance

19 Special Events

20 Space Management

2. Retreat Sessions

22, Travel

Total Expenses

Subtotal
Carryover from Preceding Year

GRAND TOTAL

451,773
31,293
21,236
89,442

4,000
1,093
5,578
22180

626,595

243,487
64,728
162,262
94,340
41,600
10,259
19,000
15,469
68,408
3,900
3,589
12100
4,500
24070

767,712

aa,117)
105,446

35,671)
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« Dividends and any growth in stock value belong to you for as long as Folkiie's
loan s in good standing.

« Through an assignment, a Creditholder places the stock as security for Folkfe's
long-term loan and line of credit. Paperwork can be handled through the mai, by
overnight courier, or in person. Stock certficates should be sent via overnight
courier or brought to Redmond National Bank.

« The bank reviews the market value of the stock quarterly. Should there be a loss in
stock value and for as long as the loan is in good standing, Folkife i responsible for
making up any difference in value.

« If, as a Creditholder, you decide to discontinue participating in the program
to the repayment of debt, Folkiife will make every effort to replace your stock with
collateral from another Creditholder. Folkiife commits to finding a replacement as
quickly as possible; however, stock will not be released until repayment funds are

hand.

Risk
Stock and CDs belong to Creditholders unless Folkife defaults on its debt. In
which case,

« Folkife willoffer Creditholders the opportunity to replace security with funds to
cover the amount of the original assignment.

« Redmond National Bark will have the right to keep collateral s payment for the
defaulted debt as well as any dividends or increase n stock value it might hold at
the time of default.

« Folkife strongly advises al potential Creditholders to consult with their financial
and legal advisers prior to making this commitment.

Reporting
Folkife will keep you informed of our progress and success quarterly.

How to Become a Creditholder

Complete the form on the back of this page and send it to

Northwest Folkife, 305 Harrison Street, Seattle, WA 98109-4623, or give us a call at
(206) 684-7300 and ask for Valerie or Michael.
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6. Notices: Any notice or other communication required by o under the terms of
the Creditholder Agreement will be in wiiting, addressed to the appropriate party,
and delivered personally or sent by U.S. mail as follows

Street Angels
Creditholder Coordinator
Atention: Finance Manager
PO. Box A
Seattle, WA 90543
Creditholder’s Address

7. Bin “The rights and obligations of the Creditholder under this
Agreement shallinure to and bind the heirs, executors, administrators, successors,
and assigns of the Creditholder. The signature of the Creditholder represents that
the Creditholder has had the Creditholder’s attorey review this Agreement and the
Security Agreement or has chosen to waive such opportunity.

When executed by Street Angels and the Creditholder, this Agreement is effective:
as of the date first above wiitten.

Street Angels CREDITHOLDER
2 Washington nonprofit corporation
Name

By:
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Make an Investment in Your Community and Your School
We are asking parents and caring community members to invest in West Sound
Academy by becoming Creditholders. The term Creditholder refers to friends,
associates, and other community members who agree to provide cash or securities
as collateral for West Sound Academy’s loans with North Sound Bank. The
Creditholder program lets your cash or stock work for West Sound Academy while it
continues to appreciate for you.

The Strategy
As our finandial partner, North Sound Bank s providing a short-term line of credit
and long-term business loans to West Sound Academy. These loans help West
Sound Academy, which operates on a school year cycle, operate smoothly during
the summer months when no tuition revenue is earned, as well as sustain overall
operation of the school during its growth years, until wition income from increasing
enroliment s adequate to fund all expenses,

Our strategy is precisely the same as that which a family adopts when it purchases a
home and secures a mortgage. By using a portion of our annual income from
tuition, fundraising, and grants to pay down our loan, we are able t offer our
students the benelits of enhanced educational opportunities now and to use our
increased eaming power effectively over the coming years.

Itis important to understand that, 5o long as our loan with the Bank is not in
default, the individual Creditholders own their own certificates of deposit or
pledged stocks and bonds. These can be withdrawn at the discretion of the
individual, following the norma rules that banks place on certificates of deposit and
the ability of West Sound Academy to find replacement collateral. It is West Sound
Academy’s responsibiity to maintain enough collateral for ts borrowing, An
individual Creditholder's funds will be not required for the entire term of the loan as
long as West Sound Academy i able to bring in new Creditholders and meet ts
financial obligations.

West Sound Academy will actively recruit new Creditholders each year and adjust
the level of participation as the loan is gradually amortized so as to imit the risk and
exposure to each Creditholder. By increasing participation, we protect each other
and West Sound Academy. As enrollment increases and the number of Creditholders
increases, the total responsibilty for each becomes relatively small while ensuring
that our school has the capital required to sustain our educational programs at the
high levels expected by students, parents and teachers.

How a Cash Pledge Works
The Bank purchases an FDIC-insured certficate of deposit (CD) in your name at the
prevailing interest rate. The CD is invested for a minimum of 12 months and
automatically rolls over at the end of the term.

« Interest from the CD belongs to you and may accrue to the CD. As a Creditholder
you will therefore have access to the interest if you so designate.

« Though a Creditholder Agreement, Creditholders place the CD as securiy for
West Sound Academy’s line of credit and loan. All paperwork can be handled
through West Sound Academy.
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Street Angels s forming a Creditholder Group for the purpose of collateralizing a
revolving secured line of credit to meet the working capital needs of the agency.
The collateral will be certificates of deposit owned by individual Creditholders who
have agreed to allow our bank, First National, to use the CD as security for the fine
of credit.

Why should | consider becoming a Creditholder for Street Angels?

With a secured line of credit, Street Angels will e able to meet its financial
obligations in a more timely manner, thus reducing its annual interest and
carrying costs.

‘What will the amount of the secured credit line be?
Street Angels has arranged to borrow $100,000 under this credit faciiy.

Aven't you just trading an interest charge from one vendor to another?

Yes, but we're trading a high-interest financing rate for a lower one. The
interest rate on the secured line of credit will be 2 percent over the average interest
ates being paid on the certiicates of deposit. This will reduce our interest rate to
approximately 5 percent from its current 7 percent,

Is there a minimum denomination of certificate of deposit | would have to
purchase?

Yes. The minimur CD at First National Bank is $500. f this amount is more
than you are willing or able to invest, the CD may be purchased jointly with other
individuals.

‘What about the term length on the CD?

Your CD can be set up to mature each year or you may wish to set a longer
term. Since better rates are available for terms longer than six months, you may
want to consider a term of one year or beyond.

Who gets the interest on my CD?

You do. The CD and the interest it earns are yours. You will receive your interest
in the same manner and at the same times as if the CD were not being used as
colateral.

What risk is there to me as a Creditholder?
“This program is not without risk. In the event that Street Angels does not
meetits repayment obligation, the bank could move against the collateral to repay

the debt.





