Five quick tests to determine grantee financial fitness!  
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It’s the moment many program officers dread.  You’ve read the grantee’s proposal, made a site visit to their office and have developed a good feel for their programs and staff -- now you have to take a look at their financial statements.  Ugh…who puts these indecipherable puzzles together and why do I have to read them?  If you want to ensure that your grantees are proper stewards of your and their resources, just take a moment to review the following steps which may help you assemble that financial puzzle.
1) The current ratio - does the grantee have enough current assets (those liquid or short-terms assets available to use in the next 12 months) to meet current liabilities (those obligations to be paid in the next 12 months)?  Simply divide current assets by current liabilities.  Is the resulting number greater than 1?  If not, which means there are not enough short term assets, then how will the bills be paid?  Will they have to borrow funds or sell longer-term assets to meet short-term obligations?  Ideally, this number should approach 2 which indicates ample short-term liquidity to obviate the need to borrow or sell assets.  
2) The leverage ratio - how heavily has the grantee borrowed?  Divide long-term debt (bonds, mortgages, etc) by total net assets (net worth).  A number in excess of 50% may indicate a potential crunch.  Because a portion of net assets may be restricted, a sturdier test of total borrowing is to employ unrestricted net assets as the denominator.  While the use of borrowed funds can be an effective financial tool, too much debt can be a burden that weighs heavily on an organization’s finances for years to come.
3) The fixed asset ratio - is the grantee house poor?  Divide property, plant and equipment by total assets.  If this number is in excess of 50% (meaning more than half the assets are illiquid), the organization may not have much in the way of financial flexibility.  Although we’re using an accounting number (historical cost less depreciation) and not the property’s market value, you can’t sell a building as easily or quickly as you can a stock or bond.
4) The revenue dependence ratio - if the largest donor changes his or her mind and funds someone else, can the organization keep the lights on?  Divide the largest revenue source by total revenue.  Does one source of revenue represent more than half of the total?  Whether that source is an individual donor, a foundation or a government agency, diversification is the key.  The more sources of revenue an organization has, both earned and contributed, the better!!

5) The bottom line ratio - did the grantee produce a surplus or deficit?  “Not-for-profit” only describes an organization’s tax status.  Well run non-profits produce surpluses each year in order to provide internal funding, grow net assets, reduce the need for borrowing and execute a sound business practice.  Ideally, the surplus each year should exceed the annual CPI to ensure that the organization  outpaces inflation.

“Bad” finances should not result in a grant declination any more than excellent financial condition should cause a foundation to say “they don’t need our help.”  Indeed, a technical assistance grant could be the perfect solution for an organization with fragile finances.  On the other hand, rewarding an organization that has managed its finances well is a great way to show that a funder is a smart and helpful partner.

Lawrence T. Mangan has over 20 years of experience as the chief financial officer for private foundations (Connelly Foundation and The Rockefeller Foundation) and independent schools, and has reviewed countless non-profit financial statements.  
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