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Introduction


This paper examines the determinants of whether nonprofit organizations report their publicly available financial information on the cash or accrual basis of accounting. Accrual reporting is the norm in the for-profit sector because it is the only basis of accounting that represents the underlying economic value and activity of the firm. In the nonprofit sector, though, firm value and profit maximization are not the primary reasons for existence.  Because nonprofits place less emphasis on profits, Jegers (2002) notes that cash accounting may be more attractive to nonprofits. “[T]he choice between cash accounting and accrual accounting is a genuine choice to be made in the case of [nonprofit organizations]” (440). The choice between cash and accrual financial reporting is a logical extension of this theme.


This choice of accounting basis has not been the focus of study in the existing literature. Yet the decision to report on a cash or accrual basis of accounting has several important implications for nonprofit management and public policy. From a management perspective, cash accounting and reporting cannot provide information about the organization’s economic performance. Without knowing whether one’s organization is making or losing money, one’s ability to manage is severely limited. Additionally, cash reporting cannot provide a manager with understanding of organization costs. Without this information, a manager cannot price goods and services correctly or, in the case of many nonprofits, determine an appropriate level of subsidy for those in need. Finally, taxpayers provide nonprofits with billions of dollars annually. This money comes directly from donations, through tax exemptions and tax expenditures, and also through donated time. Cash accounting and reporting will simply report inflows and outflows of resources with no indication of the organization’s available resources from an economic perspective. Because of this limitation, cash reporting prevents society from evaluating the level of services provided versus the level of resources retained. 


Because the nonprofit sector has no owners, there is less oversight than in the for-profit sector over operations and finances and, as a result, financial reporting. While publicly-traded companies' financials are regulated by the Securities and Exchange Commission and overseen by investors able to remove capital for accounting violations, most nonprofits are overseen only by their states' Attorneys General. Authority and enforcement efforts from these offices vary greatly between the states (Fremont-Smith 2004). Further, the public financial information of nonprofit organizations – the Form 990 – does not comply with Generally Accepted Accounting Principles (GAAP). One important difference between the Form 990 and GAAP is that the Form 990 permits a nonprofit organization to report its financial statements on either a cash or accrual basis of accounting, whereas GAAP requires accrual reporting. 

Why, then, do some organizations choose to comply with GAAP and present their public financial statements on the accrual basis while others do not? The issue is one of importance for the nonprofit sector field as a whole, with implications for nonprofit governance and regulation. Prior authors have assumed that organizational characteristics such as size are the primary driver of this reporting decision. The results of this analysis suggest instead that public and donor oversight of nonprofits are more important determinants.

This paper seeks to empirically test what characteristics differentiate organizations that report on a cash (or modified cash) basis of accounting and those that report on an accrual basis of accounting, one of the most basic of all GAAP concepts. The first section describes the policy relevance of studying the basis of accounting choice made by nonprofit organizations. The second section outlines the existing literature on nonprofit oversight and the effect this oversight has on financial reporting quality and, by extension, the accounting basis choice of the organization. The third section describes the data, which includes a discussion of the strengths and limitations of the financial data available on nonprofit organizations. The fourth section proposes a model that seeks to differentiate the characteristics of nonprofits that use cash versus accrual reporting. Research hypotheses and variable definitions are also presented within this section. The fifth section presents results and robustness tests, with a final section discussing the results.

Policy Relevance of Basis of Accounting Choice in the US Nonprofit Sector


Whether an organization chooses to use cash or accrual reporting has implications both for the individual organization and for society as a whole. 

Organization Perspective

Most basically, cash accounting fails to match the revenues earned and expenses incurred for providing particular services during a defined time period. From an individual organization perspective, this failure to match revenues and expenses makes it impossible for a nonprofit to know what its financial performance. While a nonprofit may rationally choose to operate at a loss for some mission purpose, management needs to know that this is the case so that it can ensure the long-term feasibility of the organization, since losses cannot be sustained in perpetuity.

If revenues and expenses are not matched, the economic worth of the organization is unknowable. All organizations need resources in order to sustain, update, or expand their service offerings (Finkler 2005). Societal needs change, and nonprofits must have the capacity to change with them otherwise their relevance is diminished.

An extension of this failure to match revenues and expenses within a fiscal period, an organization that uses cash accounting has no accurate information on its net worth (net assets) and true costs (see Appendix A for an illustration of the difference between cash and accrual reporting). Without these, a nonprofit cannot determine whether or not services are profitable, rendering cost accounting impossible. While a nonprofit may not wish to maximize profit as a for-profit entity, knowing that services only break even or lose money is valuable. For example, if a nonprofit hospital wants to provide medical treatment to indigent patients, it may seek out donations that cover the costs of such service. 

Society’s Perspective


Only accrual accounting and reporting allows an accurate assessment of organization net worth. Society provides billions of dollars in annual subsidies to nonprofits through tax-deductible donations and government contracts, income tax exemptions, and access to tax-exempt debt markets. According to the US Treasury Department, charitable tax deductions by taxpayers will reduce federal income tax revenue (“tax expenditures”) by $40 billion in 2005, representing a substantial annual public subsidy to nonprofit organizations. This figure does not include foregone tax revenues to state and local governments as well. Americans have become increasingly concerned that nonprofit organizations do not perform as well as they should, especially in managing financial resources (Light 2008). The use of a non-GAAP reporting basis in required financial statements does nothing to alleviate these public concerns that resources are being managed and used effectively.


Because of these subsidies, society may wish to determine whether the optimal level of services has been provided. The only way to make this determination accurately is through the analysis of net assets measured on an accrual basis, which is the only way that allows an economic interpretation of available resources. Cash accounting will simply reflect inflows and outflows with no indication of encumbered or owed resources. By failing to match the costs of earning revenue within the same time frame and instead relying upon the timing of receipts and payments, cash accounting cannot provide a true surplus or deficit for the fiscal period under examination (see Appendix A for an example). Since cash accounting cannot provide a true economic measure of surplus or deficit, it cannot, by definition, provide an accurate measure of net assets since net assets is the balance sheet category where annual surpluses and deficits accumulate. Finally, since accrual accounting is less open to manipulation than cash accounting, society may desire that publicly supported nonprofit organizations report in a manner that is less susceptible to timing issues. 

Literature on the Financial Reporting Quality in the Nonprofit Sector


Much of the existing nonprofit financial reporting literature has focused on the usefulness of financial information to donors and other grant makers (such as foundations). Hansmann (1980) describes the information asymmetry of nonprofits, where outputs are generally not quantifiable, and donors are not direct consumers of this output. In this respect, information generated by the nonprofit, including financial reporting, is a means of overcoming information constraints. Weisbrod and Dominguez (1986) detail that donors' gifts are affected by the amount of financial information that a nonprofit makes available. Of particular importance, the authors find that the more efficient the organization (as measured by fundraising and program spending efficiency), the more total donations received. Posnett and Sandler (1989) extend the findings of Wesibrod and Dominguez (1986) to charities located in the United Kingdom and find similar results. In addition to the quantity of information available, Tinkelman (1998) finds that different measures of efficiency affect donations from different donors (individuals versus institutions) in different ways. Further, Tinkelman (1999) empirically demonstrates that the quality of financial information is essential to understanding donor decisions. Parsons (2003) reviews the relevant literature related to financial reporting and donor choice.


The bulk of the literature assumes a relationship in which efficiency affects donation levels, yet little discussion is given to the possible effects of donation levels on efficiency. By virtue of economies of scale, for example, it is possible that organizations that receive larger donations are more efficient simply due to the size of the donations and not because of information revealed to the donor by the organization. Only Callen, Klein, and Tinkelman (2003) explicitly question the direction of this relationship. Endogeneity is controlled for primarily through the use of lagged independent variables. Further, the current literature does not consider that different measures of donations and expenses based on the basis of accounting may affect empirical findings. 


In addition to the literature that analyzes the usefulness of financial information to donors and other grant makers, the quality and accuracy of nonprofit financial reports has become the subject of a small but growing literature. Yetman and Yetman (2004) point out that the stated purpose of the Form 990 financial statements of nonprofits is to provide users with the financial information needed to make performance evaluations of nonprofits. This “decision usefulness” depends upon the quality of the data reported. Trussel (2003) analyzes the characteristics of organizations that manipulate their reported program-spending ratios. Because the program-spending ratio is a common metric of efficiency, Trussel (2003) empirically demonstrates that managers have incentives to report program-spending ratios higher than they truly are, thereby exaggerating organizational efficiency. Yetman and Yetman (2004) analyze the fundraising and administrative expenses reported by nonprofits. The authors find that increased governance, both from donors and state Attorneys General, increase the quality of such disclosures. Wing, Hager, Rooney, and Pollack (2004) describe the often erroneous or incomplete information related to functional expense classification provided by nonprofits in their Form 990s. Krishnan, Yetman, and Yetman (2006) also empirically examine the understatement of fundraising expenses by nonprofits in their financial reports, indicating that nonprofits often make themselves appear more efficient than they actually are. Keating, Parsons, and Roberts (2008) extend the examination of fundraising expense misreporting by analyzing the extent of nonprofits failing to correctly report expenses from telemarketing campaigns. 

These financial quality analyses are especially critical since the literature on financial statement usefulness to donors has focused almost exclusively on some sort of efficiency measure derived or related in part to program-spending and overhead ratios. In addition, these types of measures have become the focus of rating nonprofits by the Better Business Bureau, Guidestar, other charity watchdog groups, and the popular press. The financial quality analyses seek to determine if these measures of efficiency are problematic due to reporting error or manipulation. Similarly, the cash versus accrual reporting issue focuses on the malleability of financial numbers reported by the nonprofit.


If the goal of financial reporting is to provide users with relevant information characterized as necessarily reliable, then we ought to be concerned about issues that “can decrease the decision usefulness of nonprofit financial reports because they obfuscate the true nature of nonprofits' activities” (Yetman and Yetman 2004, p.13).  Reliability is not simply concerned with accuracy (although that is an important characteristic); it is also concerned with representing the “underlying construct” that the numbers are supposed to represent (Tinkelman and Mankaney 2007). Reporting financial activity on the cash basis of accounting is one of those issues that make financial information less useful for not only judging the performance of a single organization, but also for evaluating the public benefits received by the sector as a whole. It also fails to capture the economic activity and position of the organization.

Existing Literature on the Oversight of Nonprofit Organizations, and the Relation to Financial Reporting and Basis of Accounting

Literature on Nonprofit Governance


The function of financial reporting, as described by Parsons (2003) and Yetman and Yetman (2004), is to allow the evaluation of performance of the organization (whether for-profit or nonprofit). Agency theory posits that owners and managers may have incongruous goals for an organization: while owners wish to maximize the value of the firm, manager may seek to enrich themselves at the expense of the firm and owners. Financial statements, then, are a means to address this information asymmetry between organization “insiders” (managers) and “outsiders” (boards of directors and other stakeholders). 

This agency problem has been hypothesized to exist in the nonprofit sector as well, except that the issue of nonprofit “owners” makes the dynamic operate differently than in the for-profit sector. Fama and Jensen (1983) hypothesize that nonprofit boards monitor nonprofit finances to guarantee for donors that these donations are not appropriated by managers for self-interested gain. Under this agency theory, the board of directors may increase the financial reporting quality of an organization because to do so is to give further assurances to current and future donors that resources are being used appropriately. From a reporting perspective, Fama and Jensen (1983) also point out that nonprofit boards are populated by individuals from the private sector where accrual accounting is the norm. So nonprofit boards may have an impact on financial reporting bases. Callen, Klein, and Tinkelman (2003) find evidence that supports the Faman and Jensen (1983) theory that donors can monitor nonprofit organizations by serving on boards, and that such membership by donors increases nonprofit efficiency (again, measured using the program-spending ratio).


Others, however, have argued that agency theory fails to capture the true relationship between a board and the nonprofit organization. Brown (2005) contends that monitoring financial behavior is only one aspect that boards consider, along with adherence to mission, values, and rationale for existence. Beyond monitoring, nonprofit boards bring funding through donations, perform specific operational duties for the nonprofit, as well as serve an oversight role (O’Regan and Oster 2005). Boris (1999) points out that nonprofits’ boards are volunteers. Because volunteers bring knowledge and contacts that augment the resources of the nonprofit, it seems likely that a volunteer will be drawn to an organization in which he or she strongly supports the mission. This may lead to more lax oversight as the board volunteer focus on mission rather than financial oversight. Miller (2002) studied board-management relationships in nonprofit organizations and found the relationship was characterized by approval for management by the board rather than one of conflict. “Even when evidence suggests that boards should be more diligent in their oversight responsibilities, deference to the chief executive seems to be the default” (Miller 2002, 438). 


Specifically related to financial reporting, Ostrower and Bobowick (2006) found that as nonprofit organizations increased in size, nonprofits are more likely to have audit committees and to have had an audit within the past two fiscal years. While none necessarily ensures accrual reporting, such governance and reporting practices likely impact the decision to use cash or accrual reporting by a nonprofit. O’Regan and Oster (2005) surveyed nonprofits and find that while over 90 percent of board members received the organization’s financial statements, less than one-half had received the organization’s Form 990, which is the only required financial disclosure for nonprofit organizations. This may indicate that board oversight of the Form 990 is very limited. Further, Tinkelman (1999) finds that larger organizations have higher quality financial reporting, while Vermeer, Raghunandan, and Forgione (2006) find that larger nonprofit organizations had increased odds of having audit committees and, hence, more financial oversight than smaller nonprofit organizations. These studies empirically demonstrate that larger nonprofits produce better quality financial reports, due at least in part to stronger governance. To the extent that the nonprofit sector is largely populated by small organizations, weaker governance – especially over financial issues - is common. Further, this discussion of nonprofit governance presumes that knowledge of GAAP concepts is even a consideration given by the board or managers.


Overall, evidence is mixed whether nonprofit governance improves the quality of financial disclosure for the sector as a whole. Importantly, it is unclear and not proven what the effect of governance is when choosing a basis of reporting.

Literature on External Monitoring 


For many organizations, donations represent a major source of capital since equity (that is, ownership) cannot be issued in a nonprofit. Donations are not the sole source of revenues for many nonprofits; in fact, some of the largest nonprofit subsectors generate their own revenues and operate much as for-profit entities. Examples of such organizations include hospitals and universities, two of the largest types of nonprofit organizations in the nation. Goodman (2002) notes that, “More important [than size] is for whom the organization is preparing the financial statements.” Donative organizations may have different financial statement users (donors) than commercial nonprofits (clients, lenders, vendors). Each audience may have different reporting preferences and needs to which organizations adapt. 

Despite such commercial activity, financial reporting in the nonprofit sector is primarily concerned with accountability to the donor; this is accomplished by the FASB requiring nonprofits to report donor-imposed restrictions on their net assets. Such restrictions may affect liquidity and service delivery; such information is also useful in evaluating the stewardship of donated assets to the organization (FASB SFAS 117 1993). 


Donors that give restricted donations to nonprofits may have a stronger incentive to monitor the nonprofit or even insist on accrual accounting than a donor who gives a donation with no requirements attached to the funds. An unrestricted donation requires less oversight since it is not intended for a particular purpose; a restricted donation – temporary or permanent – may result in additional oversight by the donor to ensure that his or her gift to the organization is properly used. While increased oversight does not necessarily imply an increased demand for accrual reporting, a donor willing to place a programmatic restriction on a donation may be more willing to impose a reporting condition as well. In fact, many institutional funders that give grants for specific purposes (temporarily restricted donations) require accrual reporting as a prerequisite for the donation. 


Some authors (such as Wedig 1994) have hypothesized that donors act as owners of nonprofit organizations. In relation to financial reporting, a donor can require a nonprofit to report on an accrual basis as a condition of a gift (Greenlee and Keating 2004). Others have described a more complicated reality between donors and nonprofits. Donors often have relationships with the nonprofit that are based on personal connections to the organization: a donor may be an alumnus or alumna of a school, a patient at a hospital, or a member of a religious congregation, for example. Financial considerations are often not paramount to individual donors (Gordon and Khumawala 1999), and when donors do analyze finances, they often find nonfinancial information on service effort more compelling than financial data (Khumawala and Gordon 1997). Since individuals (not institutions such as foundations) are the largest source of donations, this may limit the oversight function of donors and, by extension, limit the extent to which donors can influence the choice between cash and accrual financial reporting. 

In reality, most nonprofits have a mix of donative and commercial revenue streams. Cash accounting and reporting is simpler than accrual accounting, and this is one reason why some managers may prefer it to accrual accounting. As an organization develops and becomes more mature, the limitations of cash accounting may force an organization to convert to accrual accounting and reporting. “One of the primary goals of accounting is to match revenues and expenditures. That becomes harder to do when a busy nonprofit has revenues and expenses for the same events recorded in different years” (Goodman 2002). If an organization has limited revenue streams, the financial reporting is likely easier than if the organization had many various funders. Nonprofits that have multiple revenue sources may have an increased desire to measure or track each source in each accounting period. By doing so, the organization can evaluate the success of each. Since only accrual accounting allows for this evaluation, more complex organizations with multiple revenue streams may show a preference for accrual reporting.

Agency theory posits that debt constrains managers from using free cash flow as they desire. In relation to financial reporting, financial lenders usually require significant levels of financial disclosures. More importantly, these disclosures often must be presented on a GAAP-compliant basis, indicating that accrual reporting is necessary. Debt covenants, then, add an additional layer of external oversight to a nonprofit organization beyond just donors or clients that may influence financial reporting and the use of accrual reporting.

Literature on Public Oversight


Perhaps in response to the weak governance structure of the nonprofit sector, public oversight and regulation were established to ensure minimal standards of compliance were in place. Much of the public oversight, though, is concerned with theft or fraud rather than financial reporting. 

In regards to financial disclosure, nonprofit organizations face differing disclosure requirements at the federal and state levels of government. At the federal level, the Internal Revenue Service (IRS) requires annual submission of the Form 990 and nonprofits are required to make their three most recent filings available to the public. The Office of Management and Budget (OMB) also requires that organizations with federal grants comply with OMB Circular A-133. OMB A-133 requires a nonprofit that expends $300,000 or more in federal dollars to undergo a financial audit. If the organization has only one federal award, the audit need not be organization-wide; rather, the nonprofit may opt for a program-specific audit in which only the federal expenditures are audited. In order to receive a federal award, organizations are usually required to report on an accrual basis of accounting. Additionally, the audit requirement of OMB A-133 likely increases the use of accrual financial reporting since cash reporting results in a qualified audit opinion letter (which would reduce the reliability of the numbers for the financial statement user).


At the state level, Attorneys General are often responsible for oversight of nonprofit organizations organized within the state. Some states require annual submission of the federal Form 990, some require financial statements, and some states require no registration or financial information from organizations (Fremont-Smith 2004). From a disclosure standpoint, then, whether a regulator requires a financial audit depends on where the nonprofit operates and the type of revenues the organization earns. Hansmann (1980) contends, however, that Attorneys General have historically been relatively uninterested in enforcement of laws relevant to nonprofit organizations; in contrast, Fremont-Smith (2007) argues that Attorneys General have been accused by nonprofits as meddling in operations. This increased oversight of nonprofits from Attorneys General may be the result of hospital and insurance conversions involving billions of dollars in assets or public scandal surrounding large and well-known nonprofit organizations such as the United Way and the Red Cross. Attorney General oversight has been hypothesized to affect nonprofit finances by ensuring that the Board acts prudently, and by ensuring financial disclosures are adequate and timely. Various indices of Attorney General oversight and powers have been used and found to be statistically significant by Fisman and Hubbard (2003), Yetman and Yetman (2004), Fisman and Hubbard (2005), and Desai and Yetman (2006). While an audit does not ensure that GAAP (including accrual reporting) is followed necessarily; but an organization that is audited may be more likely to follow GAAP (and use accrual reporting) in order to avoid a qualified opinion.


Financial accounting reflects organization structure (Jensen 1983), and to ignore accounting differences between organizations is to possibly ignore an important characteristic worth understanding. For example, the choice to use accrual accounting might be the result of strong oversight of the organization (by the board of directors, donors, or government). The effectiveness of this governance will be reflected in financial information that increases the usefulness of the financial information disclosed. “And if accounting practices are significantly affected by an organization’s structure, then without a fundamental understanding of why organizations differ we have no fundamental understanding about why accounting policies differ across organizations” (Jensen 1983: 323-324). This paper aims to understand what characteristics help explain why a nonprofit organization might choose to follow GAAP in its required financial statements and why others may not. Since some nonprofits face additional monitoring requirements due to the existence of federal grants and from the variation between states regarding financial disclosure requirements, the analysis will also seek to disentangle the effect, if any, of public oversight upon the accounting basis chosen by organizations.

Description of Data


The financial variables needed for this analysis come from the National Center on Charitable Statistics (NCCS). NCCS has databases derived from financial information tax-exempt public charities must file annually with the Internal Revenue Source. This information is reported on the Form 990, a standardized report that comes with its own strengths and weaknesses. Generally speaking, all public charities with gross receipts in excess of $25,000 annually must file the Form 990, except for religious organizations. NCCS maintains one particular database titled “The NCCS-GuideStar National Nonprofit Research Database” (called the “digitized data”) that covers fiscal years 1998 through 2003. While the number of fiscal years is significantly lower than the Statistics of Income (which dates back to 1982 and is also based on 990 data), only the digitized data provides detail on the basis of reporting (cash, accrual, or other) and unrestricted versus restricted net assets. The other databases do not report the basis of accounting and simply report total net assets. The digitized data covers all public charities required to file the Form 990. Importantly, the Statistics of Income data include primarily large organizations (nonprofits with assets in excess of $10 million); if size is a determinant of accounting basis choice, the Statistics of Income data would be biased towards accrual reporting. 


The digitized database contains 1,388,480 observations covering 1998 through 2003. 1,471 observations are excluded because they are nonprofits based outside the 50 states or Washington, DC. Approximately 20 percent of the sample (283,684 observations) filed the Form 990EZ, which does not contain data on restricted net assets. These observations are not included in the final analysis, leaving a final sample of 1,103,337 observations covering 262,933 organizations between 1998 and 2003. Table 1 in Appendix B describes the data by organization in the final sample used in the analysis.


The digitized data reflect the most in depth and detailed level of variables from the Form 990 available. Studies have raised concerns about the limitations of the Form 990 data (see Lampkin and Boris 2002 for a cataloguing of data limitations). Despite the limitations, Froelich and Knoepfle (1996) and Froelich, Knoepfle, and Pollack (2000) found that the Form 990 reported aggregate numbers (such as total revenues or total expenses) accurately, but that some variables were indeed inaccurate (such as program expense ratios). Additionally, the Form 990 does not conform to GAAP, as restricted assets and revenues are not segregated from unrestricted assets and revenues (Keating and Frumkin 2003).

The Form 990 is the only financial information a nonprofit is required to make public; financial statements may be made public by nonprofits, but at the discretion of the organization. The vast majority of Form 990s are prepared and submitted by auditors hired by nonprofit organizations, and prior years’ Form 990s and audited financial statements are the primary guides for completing the return (Froelich, Knoepfle, and Pollak 2000). One recent survey indicated that 77 percent of nonprofits that have had an audit in the past two years had the audit firm prepare the Form 990 (Ostrower and Bobowick 2006); this confirms two other surveys completed earlier in the decade that showed similar results (Fremont-Smith 2004). Errors certainly exist in the Form 990 data; because the Form 990 and financial statements are often completed by the same professional accountants and auditors, the incidence of error may be similar between the two. In fact, prior to these studies, the Form 990 was believed to be more error prone because the forms were completed by unsophisticated nonprofit employees (Fremont-Smith 2004). These various studies may indicate that the Form 990 data are no worse than financial statements, despite their noncomformity with GAAP in several important respects. While the Form 990 cannot be considered the same as a financial statement, it is probably true that the financial statements are usually the basis of the Form 990, and that usually professional accountant and auditors are completing the Form 990 for organizations. These insights may indicate why the Form 990 data is not as problematic as some have imagined it to be. 


Despite its limitations, the Form 990 databases are widely used by academic researchers. The trade-off between sample size and possible accuracy issues is a real one, yet academics have clearly shown that these data are not only acceptable, but are a preferred source (likely due to the large sample size over many years). While the Form 990 forces nonprofits to report financial operations on a standardized basis that may be difficult for organizations to adjust, it does nevertheless provide a source of data for tens of thousands of organizations on a relatively common basis (that is, same revenue and expense lines, same balance sheet format, etc.).  

Empirical Model for Testing the Determinants of Nonprofit Cash versus Accrual Accounting


In order to analyze whether an organization uses cash or accrual reporting, the following model is hypothesized: 

(1) Yit = 0 + 1 Pit + 2 Dit + 3 Oit + Subsectori + Timet + it

where i represents a nonprofit organization, t is the year (time), Y is a dichotomous variable where 1 indicates that an organization uses accrual basis of accounting and 0 indicates that an organization uses cash or another basis of accounting, P is a vector of public oversight variables (some of which are fixed and some of which change over time), D is a vector of donor oversight variables that change over time, O is a vector of organization characteristics that change over time, and Subsector is the nonprofit subsector in which the organization is classified. Because of the dichotomous nature of the dependent variable and the use of panel data that renders probit analysis difficult to use, logistic regression is employed and marginal effects are also calculated to aid in interpretation.

Independent Variables and Hypotheses Development


The central hypothesis for the choice of accounting basis is that the likelihood of GAAP accrual reporting increases as an organization's external monitoring increases. The two primary external monitors that may influence a nonprofit’s decision to choose accrual reporting come from the public sector and from donors, and independent variables representing each are discussed below. In addition, the basis of accounting choice may be a function of organizational characteristics, such as revenue diversity or size, and these variables are also included in order to test these assumptions.

Public Oversight Variables

Presence of Government Funding


Similar to Keating, Parsons, and Roberts (2008), the variable OMB133 equals 1 if the organization is subject to an A-133 audit during the reported fiscal year, and 0 otherwise. The data obtained is from the Census Bureau's Single Audit database and merged with the Form 990 data. It is hypothesized that this increased external monitoring and audit requirements associated with such awards will increase the probability that an organization will report its public financial statements on an accrual basis.

State Attorney General Oversight


An index developed by the Ohio Attorney General and used by Gentry (2002), Fisman and Hubbard (2003), and Fisman and Hubbard (2005) is a composite of the “yes” or “no” answers and is intended to measure the enactments that permit state Attorneys General to oversee nonprofit organizations within the state, and also to measure variation between states. The specific measures are included in Table 2 in the Appendix. It is hypothesized that the higher the level of oversight by a state Attorney General (as measured by the index AGOversight, with 0 equal to no specific measure in the state and 8 equal to all specific measures in the state), the more likely that an organization will use accrual reporting.


The initial analysis uses the index as a composite measure in which 0 indicates no Attorney General oversight in the state, and 8 indicates maximum Attorney General oversight in the state. An additional analysis is then undertaken in which the eight individual Attorney General powers enter the model as individual independent variables rather than as a composite index. The purpose of this additional analysis is to determine whether specific Attorney General powers may influence the basis of accounting rather than simply increased oversight by the Attorney General.

State Audit Requirements


Another form of oversight by the Attorney General is whether a nonprofit within the state has reached a particular threshold requiring the submission of an audit performed by a certified public accountant. State requirements differ vastly, and some states have no requirements. The variable AGThreshold, which is similar to a measure used by Keating, Parsons, and Roberts (2008), equals 1 if an organization meets the audit requirements of its state Attorney General, and 0 otherwise. Audit requirements and levels were obtained from the “Uniform Registration Statement” project; this collaborative project attempts to streamline the legal reporting requirements facing nonprofit organizations across the United States. Similar to AGOversight, it is expected that meeting a state audit requirement results in increased external monitoring and, by extension, increases the probability of accrual reporting. 

Donor Oversight Variables

Donative versus Commercial Nature


Hansmann (1980) termed organizations that rely on donations “donative” and those that operated ventures for self-generating revenue streams “commercial.” Nonprofit organizations have wide variation in where revenues are earned. I hypothesize that donative and commercial organizations will display different probabilities of choosing accrual reporting.


The variable “ratio_donative” is defined as: “Contributions (line 1a and 1b)/Total Revenue (line 12)” and this will measure the extent to which an organization is donative or commercial. A ratio closer to 0 indicates a more commercial nonprofit organization (since contributions are shrinking as a percent of total revenue), while the closer an organization’s ratio is to 1 indicates a more donative organization (since contributions are increasing as a percent of total revenue).


Since the basis of accounting can affect how both Contributions and Total Revenues are measured, the variable will also be specified with adjustments. In this specification “total revenues” will be defined as “total cash inflows” (or cash receipts) for each organization, essentially converting all data to the cash basis of accounting. While converting all data to accrual would be ideal so that the true economic value of the organization could be tested, it is not possible to adjust from cash to accrual with the Form 990 data; since cash accounting does not provide the external user with other asset or liability accounts, it is not possible to estimate revenues not yet collected (or prior years’ revenues collected in the current year) nor expenses not yet paid. It is, however, possible to convert accrual data to cash data.
 The “ratio_donative” variable is estimated using financial information adjusted to the cash basis of accounting and is termed “cash_donative.” 

Restricted Net Assets


Two variables are included in the analysis to control for donor oversight resulting from restricted donations. The first is “tempresricted,” which is a dummy variable that equals 1 if the organization has temporarily restricted net assets not equal to $0, and 0 otherwise; the second is “permrestricted,” which is a dummy variable that equals 1 if the organization has permanently restricted net assets not equal to $0, and 0 otherwise. It is hypothesized that the existence of temporarily and permanently restricted net assets increase the monitoring of the organization, leading to increased probability of accrual reporting. For example, perhaps temporary restrictions lead to more monitoring because the donor is more likely to ensure compliance, while a permanent restriction can be manipulated if the donor loses interest or, over the long run, dies. Whether the two have difference effects is testable by differentiating between the two. I hypothesize that the existence of restricted net assets increases the monitoring of nonprofits by donors.


An indicator variable rather than a ratio is used because the existence of a restricted donation itself is hypothesized to trigger the external monitoring. Put another way, it is hypothesized that is not important whether a restricted gift makes up 10 percent or 50 percent of net assets; either potentially increase the monitoring of the organization by donors. A similar dummy variable approach was used in Keating, Parsons, and Roberts (2008).

Organizational Characteristics

Size


Size has been operationalized in the nonprofit literature as Total Assets (Tinkelman 1999, Vermeer, Raghunandan, and Forgione 2006, and Keating, Parsons, and Roberts 2008, among others). Asset size is problematic as a definition in this particular study because the manner in which the organization measures assets – cash versus accrual – affects the data. An organization that reports on an accrual basis will have, for example, receivables for money owed to it while an organization that reports on a cash basis would not record the receivable for the identical economic event. In addition, Fischer, Gordon, and Kraut (2002) indicate that asset values reported on the Form 990 are significantly more accurate than total revenues, another possible proxy for size.


In this study, size (logadjTotal_Assets) is the natural logarithm of beginning of year cash and savings.
 This will provide a consistent measurement of size across organizations despite the basis of accounting used. This definition is relaxed in several sensitivity analyses. It is hypothesized that larger organizations have an increased probability of using the accrual basis of reporting.

Subsector


As in the for-profit literature, accounting decisions may rationally occur within specific industries. These industry effects may lead nonprofit organizations within specific subsectors to make similar choices regarding financial reporting bases. Similarly, it is hypothesized, for example, hospitals will have similar reporting needs due to revenue sources and a common manager and employee pool to draw from. I hypothesize that organizations within the same industry will display similar reporting choices.

In the nonprofit sector, these industries are typically measured using the National Taxonomy of Exempt Entities (NTEE) classification. These codes, included with the Form 990 data, break the data into 26 major categories (such as education, arts, health, etc.). Such industry fixed effect variables have been utilized by Fisman and Hubbard (2003), Denison (2004), and Core, Guay and Verdi (2006). The excluded NTEE category is housing, and all reported values are measured as the difference between a particular subsector and housing. The individual 25 subsectors are reported in the results, with “_NTEE” suffix attached to the variable label.

Financial Complexity


One measure of financial complexity is revenue concentration, which may reflect an organization’s strategy in acquiring resources. I hypothesize that more financially complex organizations will have higher odds of using accrual reporting.


Tuckman and Chang (1991) measure revenue concentration with a Herfindahl index defined as the sum of (Revenuej/Total Revenues)2 and this index is named “concentration” in the results. This measure has been used widely in the nonprofit finance literature as a measure of revenue concentration. Revenue values less than zero confound this measure, and so, following Hager (2001), annual losses for a particular revenue source are set to $0.
 A measure approaching one would indicate extreme revenue concentration and, by extension, financial simplicity, whereas a measure approaching zero would indicate revenue diversity and increased financial complexity. 

 Knowledge of GAAP


Nonprofit organizations that hire external accountants or auditors may be more likely to report on an accrual basis of accounting. At the very least, a professional accountant will be aware of the difference between the two bases. Increased professionalism is hypothesized to increase the probability of accrual reporting.


The variable “profacct” is defined as equal to 1 if the organization reports accounting fees on its Form 990 (line 31), and 0 otherwise. This variable is synonymous with Krishnan, Yetman, and Yetman (2006) and Keating, Parsons, and Roberts (2008). 

Existence of Debt

The variable “ltdebt” is a dichotomous variable in which 1 indicates that the organization reports having either tax-exempt debt or a mortgage, and 0 otherwise. It is hypothesized that long-term debt increases external oversight and increases the probability of accrual financial reporting.


A summary of all variables, including those used in sensitivity analyses, are included in Table 3 in Appendix B.

Descriptive Statistics


Table 4 displays the descriptive statistics for all the variables used in the analyses. Nearly 60 percent of the observations report on the accrual basis. Further, less than 9 percent of the sample is subject to OMB A-133 audit requirements. In addition, less than 29 percent of the sample has either met its state Attorney General's audit threshold requirement, or is located within a state without such a requirement. More nonprofits in the sample report having temporarily restricted net assets (nearly 30 percent) than have audit requirements from their state Attorney General, highlighting the potential importance of donors in nonprofit monitoring and oversight. The index of Attorney General oversight is relatively middling, with an average 4.4 out of 8 score. 


The average size of the organizations contained in the final sample, when measured by total assets is the natural log of $12.33, or approximately $226,000. This reflects that the digitized data contains many more smaller organizations (below $10 million in assets) than the often-used Statistics of Income data, and is more representative of the sector overall. The average size of organizations, when measured by the more conservative measure of cash and short-term investments is the natural log of $10.54, or approximately $38,000. 


Given the focus of the nonprofit accounting model on donor accountability as well as the focus of the extant literature on the effects of financial reporting on donor choice, only 51 percent of total revenues (when adjusted for the basis of accounting) came from donations in the sample. This indicates that nonprofits generate almost as much revenue from program fees and charges, investments, and government grants as from donations. Revenue concentration is very high for nonprofits in this sample, with an average index of 0.8. This concentration is not limited to small organizations; nonprofits with assets less than $100,000 have a concentration index only 0.02 points higher than larger organizations. Even increasing asset size to $1 million, there is no significant difference between small and large nonprofits in relation to revenue concentration.

Regression Results


The first two columns in Table 5 report the results of the logistic regression model based on equation (1), which examines the probability that a nonprofit organization will choose to report on the accrual basis of accounting or not. A positive coefficient in this logistic regression indicates that the variable increases the probability of accrual reporting, while a negative coefficient indicates that the variable decreases the probability. Year dummy variables are included in the regression but these coefficients are not reported; similarly, NTEE industry fixed effects are included but the coefficients are not reported. In all specifications, I use robust standard errors clustered by organization to address heteroskedasticity. To more clearly understand the effect of the variables on the cash or accrual decision, the discussion that follows is focused on the marginal effects rather than the calculated coefficients.


As expected, the public oversight variables all have positive and significant effects on the probability of reporting on the accrual basis. Being subject to federal audit requirements, for example, increases the likelihood of a nonprofit reporting on the accrual basis by nearly 29 percent compared to an organization not subject to an OMB A-133 audit. Being a nonprofit within a state in which the Attorney General has established audit thresholds and reaching that threshold increases the probability of reporting on the accrual basis more than 18 percent compared to organizations either located in states with no audit requirements or below the established threshold. While significant, the Attorney General oversight index shows that increasing oversight one-unit (for example, from 1 to 2) increases the likelihood of accrual reporting less than one percent. The overall effect of public oversight on accounting basis choice varies considerably by the type of oversight an organization faces. For example, a small nonprofit with no federal awards located in a state with no audit requirements faces almost no public oversight that might influence its choice in accounting basis.


Also as expected, restricted donations increase the likelihood of accrual reporting, and different restrictions have different effects. Temporarily restricted donations increase the probability of accrual reporting nearly 27 percent compared to not having temporarily restricted donations, while permanently restricted donations increase the probability only 11 percent when compared to not have permanently restricted donations. Therefore, while the existence of restricted donations increases the probability of accrual reporting, different types of restrictions have different effects. In fact, the existence of temporarily restricted donations may result in even more oversight by donors to ensure compliance with the terms of the donation. 


Organization characteristics are also largely significant with the expected signs. As expected, organization size influences the basis of accounting. A one percent increase in size increases the probability of accrual reporting by slightly more than one percent. Further, organizations that have outstanding long-term debt have an almost 19 percent increased probability of accrual reporting, suggesting that the external monitoring required by lenders may result in improved financial reporting. 


Not surprisingly, the use of an outside accountant also increases the probability of accrual reporting nearly 6 percent. This finding complements similar findings by Krishnan, Yetman, and Yetman (2006) in which the use of an external accountant was found to result in more accurate financial reports. 


The revenue concentration index indicates that as nonprofits become more financially complex (when measured by revenue concentration), the likelihood of reporting on an accrual basis also increases. A decrease in this index (indicating increasing revenue diversification) of one percent increases the likelihood of accrual reporting by nearly four percent. Further, the more donative an organization, the less likely it is to report on an accrual basis. The complement to this finding is that the more commercial the nonprofit, the more likely it is to report its financial statements on an accrual basis. A one percent decrease in donations as a percentage of total revenues increases the likelihood of accrual reporting by two percent. This would seem to support the findings of Khumawala and Gordon (1997) and Gordon and Khumawala (1999) who found that donors do not rely primarily on financial information to make donation decisions. Put another way, donors in general do not find the basis of accounting decision relevant in their donation decision. Therefore, these findings seem to indicate that donors willing to restrict donations for specific purposes and average donors value the decision usefulness of the basis of accounting choice differentially. 

 
Organization subsectors are all statistically significant, indicating that the basis of accounting is influenced by an organization's subsector. This may indicate, as Denison (2004) found in his study of nonprofit and tax-exempt debt, that organizations providing similar goods and services report financial information with the same basis of accounting. This study cannot determine if such communality in reporting is the result of donor or manager needs (for example, whether donors want to compare similar organizations, thereby requiring a common accounting basis; or, whether managers wish to use peer organizations as benchmarks in order to judge their own organization's performance).


The overall results of the initial regression suggest that increased external monitoring by government regulators and also by donors increases the probability that nonprofits will report their financial information on an accrual basis of accounting. Since the bulk of the nonprofit sector is populated by small organizations (which may or may not increase in size), this finding may indicate that external monitoring does in fact increase the “decision usefulness” of nonprofit financial reporting. While Yetman and Yetman (2004) found that donor and lender oversight (termed “market-based oversight) was a better predictor of financial reporting quality than government oversight (termed “regulatory-based” oversight), the results presented here suggest that regulator oversight has a stronger effect on the likelihood of GAAP-compliant accrual-based reporting by nonprofits. However, market-based oversight does not have a trivial effect. 

Additionally, the results suggest that external monitoring is a much stronger predictor of accrual reporting than organization characteristics, most notably size which was assumed by some to be the principal determinant of basis choice. While size is not insignificant, its effect is clearly less strong than the various oversight variables. 

Additional Explanation of Attorney General Variables


The third and fourth columns of Table 5 report the results of an additional logistic specification in which the Attorney General oversight index (measured from 0 to 8) is instead broken out into eight individual dummy variables, in which 1 means that a state Attorney General has a specific power in regards to nonprofits within the state, and 0 otherwise. All other variables remain the same as the initial regression.


Recall that the index itself had a statistically significant yet small effect on nonprofit reporting basis choice. Theory would indicate that increasing oversight of any kind would increase the probability of accrual reporting. The results in Table 5, however, show that different oversight powers by Attorneys General influence the probability of accrual reporting differently. All are statistically significant, and the other variables in the specification are almost identical in size, significance, and direction. Five of the Attorney General powers have expected positive coefficients, yet three of the powers actually have negative influences. The AGEnforcing variable (meaning, the state explicitly grants the Attorney General enforcement powers of charitable law within the state) could be negative because this statute prevents other government agencies or officials from exerting legal influence on nonprofits within the state. This concentration of power in the Attorney General may actually decrease the oversight of nonprofits within the state. AGRulemaking (meaning the Attorney General is granted rule-making authority in its enforcement duties) may be negative because it is dependent on AGEnforcing; in other words, an Attorney General cannot have rule-making authority without enforcement power. Additionally, rule-making authority is actually limited in most cases to the nonprofit's registration with the state; only three states give the AG the authority to establish rules deemed necessary to enforce charitable laws. AG_Probate (meaning, the probate court is required to inform the AG whenever a will is submitted with a charitable bequest in it) is also negative, although only nine states have this law.


This analysis reveals important insights into nonprofit regulation at the state level. Most importantly, simply advocating for increased Attorney General powers over nonprofits as an accountability measure or as a means of improving financial reporting quality may be counterproductive. For example, if a state Attorney General does not have enforcement powers and a state wishes to increase accrual reporting (because it increases the decision usefulness of financial statements), a change in the law that grants the Attorney General such powers may have the opposite effect as intended. Therefore, more oversight by Attorneys General does not necessarily equal better financial reporting; rather, specific types of Attorney General powers seem to result in better reporting. While the repeal of state regulations concerning nonprofits (as advanced by Irvin 2005) does not seem warranted given these findings, they are suggestive that eliminating or altering certain Attorney General powers can actually increase the usefulness of nonprofit financial information by increasing the probability of accrual reporting.

Robustness Tests


In order to examine the robustness of these estimates, additional analyses were performed.  The first analysis seeks to determine whether the Attorney General oversight variables actually measure political institutions, or whether these variables were related to other unobserved and time-invariant characteristics of the states. A logistic regression was estimated in which state fixed effects were substituted for the Attorney General oversight variable. The other variables in the model retained their statistical significance, signs, and size. State fixed effect coefficients from this estimation were then regressed first on the Attorney General oversight index, and then separately on the eight individual components of the index. Both regressions were significant, however both had low explanatory power (with R2 statistics of less than one percent for the Attorney General index model, and 34 percent for the model with all eight powers broken into separate variables). These results are consistent with the idea that the AG variables are not just picking up the effects of other unobserved state characteristics and are, in fact, primarily capturing institutional effects and not only state characteristics. 


Additional robustness tests were undertaken to analyze particular variables included in the estimations. “Size” is defined restrictively as simply cash and short-term investments. This definition would not capture if nonprofits moved cash into long-term investments. “Size” was re-defined in two ways and the model re-estimated. First, “Size” was defined as the sum of cash, short-term investments, and long-term investments; second, “Size” was defined in the traditional manner “Total Assets,” ignoring the potential bias from accounting basis. Both specifications had the expected positive sign and showed increasing marginal effects, nearly three percent for Size defined as including long-term investments and four percent for Size defined as Total Assets.
 All other variables in the specifications were unchanged, indicating that the model is robust to alternative “Size” specifications.


The ratio of donations to total revenues is adjusted for basis of accounting differences. Ignoring these differences and simply defining the ratio as Contributions/Total Revenues provides qualitatively similar results. In general, the other variables do not change in significance, size, or direction. The variable itself, however, changes direction and size, indicating that not standardizing donations for the basis of accounting can result in misleading results. Because different bases of accounting cannot be combined, this finding of sensitivity to accounting basis is important for future research, that adjustments ought to be made to data, if possible, in order to have common measures.

Conclusions


The quality of financial information disclosed by nonprofits is an important policy issue due to the level of public subsidy provided such organizations annually. Financial reporting on a cash basis hinders the usefulness of financial reports by donors, regulators, and other nonprofit stakeholders. In this paper, I examine the determinants of accrual financial reporting by nonprofits, assumed by some to be a function of organization size. 


This analysis provides empirical support that external monitoring of nonprofit organizations by government, donors, and lenders increases the likelihood of accrual financial reporting and, by extension, improves the usefulness of these financial statements. This is an important finding since a significant portion of the sector is still reporting its public financial information using the cash basis. These findings can inform ongoing debates and recommendations for improving the quality and usefulness of nonprofit financial information. It should be remembered that external monitoring and better quality financial reports are not free remedies to an important problem. Blumenthal and Kalambokidis (2006) estimate that additional compliance measures could add billions of dollars of cost to nonprofits. While the benefits in increased quality reports might be worth it, they must be weighed against potentially less direct program services if increased administrative costs are the result.
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Appendix A: Generally Accepted Accounting Principles in Nonprofit Accounting


The Financial Accounting Standards Board (FASB) sets the accounting standards for both the for-profit and nonprofit sectors. Accounting standards are not laws that are enforceable by government. Instead, the FASB has established Generally Accepted Accounting Principles (GAAP) that serve as rules and conventions in the financial accounting process. These conventions are not merely the result of logic or analysis; these principles are the result of accounting experience, custom, usage, and practical necessity (Horngren, Sundam, and Elliott 1999). GAAP also aids in comparability between organizations, helping ensure that external financial statements from one organization reflect information measured in qualitatively similar fashion to another organization. The Internal Revenue Service (IRS), however, does not require GAAP compliance by nonprofits in the required Form 990 financial reports (Keating and Frumkin 2003).


The most important and relevant GAAP convention for purposes of this paper is the “accrual” concept. The accrual concept impacts how an organization recognizes resource inflows and outflows. The fundamental accounting equation is the basis of any organization’s financial documents and is where these flows are recorded. This equation is: 

Assets = Liabilities + Owners’ Equity. 

In the nonprofit sector, no owner exists, so the equation is modified to: 

Assets = Liabilities + Net Assets.

Assets are an organization’s resources. Liabilities represent claims against these assets. Whatever is left over after paying these claims is accounted for in owners’ equity, which indicates that these resources are owned by the organization or its owners.

Some organizations only recognize resource inflows when they are received in cash and resource outflows when cash is paid out; this is called the “cash basis” of accounting. Under the cash basis of accounting, a revenue is recorded by the organization only when cash (or near cash) resources are received, and an expense is recorded only when the organization actually pays out the cash to another party. Applying the cash basis of accounting to the fundamental equation of accounting, the only asset that will be recorded in such an organization is cash or resources that are close to cash such as securities or investments. Liabilities would not be recorded since only outflows of actual cash would be recorded, not the claims that trigger those outflows. Under cash accounting, net assets represent a cash balance of the organization; however, this balance tells very little about the organization’s financial status. This net asset balance does not inform the financial information user about outstanding claims against the organization’s resources, nor does it inform about illiquid assets such as capital items. 


In contrast, some organizations recognize resource inflows when they are earned and entitled to payment, and resource outflows when these resources have been used for the provision of the organization’s goods and services; this is called the “accrual basis” of accounting that is required under GAAP. Under the accrual basis of accounting, a revenue would be recorded when the organization has earned the resource – regardless of actual payment – and an expense would be recorded when the organization consumes assets in meeting organization objectives. Under accrual accounting, assets may include cash, but will also include resources owed to the organization (called receivables) as well as capital investments. Liabilities include all claims that are the responsibility of the organization but have not yet been paid with cash. Importantly, then, net assets really do represent the net worth of the organization. It represents more than just a simple financial reserve, however; it includes both liquid and illiquid resources owned by the organization.


In reality, a third accounting choice exists that nonprofits may utilize. This method is commonly referred to as the “modified cash basis.” Under this basis of accounting, the nonprofit organization operates essentially on a cash basis of accounting except for large and important assets or liabilities. For example, the organization would record revenue only when cash is received, but it would record a liability if it entered into a loan agreement with a financial lender, or it would record an asset if it purchased a large fixed asset such as a building. The implication of this basis of accounting is still comparable to the cash basis, in that net assets do not inform the financial statement user as to what the actual net worth of the organization is because, except for large and important assets and liabilities, the financial statement user does not have information about uncollected but earned resources nor outstanding claims against the organization.


Under cash accounting, a large capital expenditure would be recorded when a capital asset is purchased. Under accrual accounting, the cost of the asset is spread over the asset’s useful life, and this annual cost is termed “depreciation.” Depreciation is an estimate that attempts to match the cost of the asset over its useful life rather than concentrating the cost in one time period (which would violate the matching principle). Depreciation is only an approximation of how much a capital asset has been “used up” during the time period. Since depreciation is an estimate, the extent to which it fails to accurately estimate the decline in capital asset value will be reflected in the remaining capital asset balance as well as in the annual depreciation expense (and, hence, in the reported surplus or loss). Depreciation affects the reporting of the true economic value of an organization, but it is far superior to treating the capital asset as used up entirely in the year it is purchased as cash reporting would.


The FASB has called accrual accounting superior to both cash and modified cash accounting because it is the only measurement basis that represents the actual economic activity of an organization.  In relation to costs, “Reporting on a cash basis omits all costs not incurred in cash during the period from cost of services provided and includes cash paid for resources used in other resources. Reporting on a ‘modified’ cash basis includes some costs from incurring liabilities but excludes some costs of using up assets acquired in earlier periods” (FASB SFAS 93 1987, p. 11).

Illustrating the Difference Between Cash and Accrual Accounting


Suppose a new organization provides $100 million of services in its first year of operations. The organization also consumes $100 million of resources. Under the accrual basis of accounting, the organization’s operating results would be reported as:

	Accrual Basis
	

	
	

	Revenues
	$100,000,000

	Expenses
	$100,000,000

	Surplus/(Loss)
	$0


Since the organization is new, it has no net assets except those earned in the current fiscal period. Under accrual accounting, the organization has $0 of net assets.


If the organization uses cash accounting, however, a different picture can emerge. Suppose the organization wants to solicit donors, so it wants to look needy. It accomplishes this by making little effort to collect invoices, and it also prepays for supplies that will be used next year. As a result, actual cash collections are only $90 million, while outflows total $110 million. Operating results would be reported as:

	Cash Basis
	

	
	

	Revenues
	$90,000,000

	Expenses
	$110,000,000

	Surplus/(Loss)
	($20,000,000)


The organization would report negative $20 million under its net assets on the balance sheet, implying that the organization was not financially strong. 

On the other hand, if the organization wanted to look strong in order to borrow money from a lender, it could also accomplish this. Suppose this time, the organization aggressively seeks to collect money due to it, but does not pay creditors in a timely fashion. As a result, actual cash collections are $95,000,000, while outflows total only $90,000,000. Operating results would be reported as:

	Cash Basis
	

	
	

	Revenues
	$95,000,000

	Expenses
	$90,000,000

	Surplus/(Loss)
	$5,000,000


Now the organization is reporting an operating surplus, and the organization reports net assets of $5 million. By failing to match the costs of earning revenue within the same time frame and instead relying upon the timing of receipts and payments, cash accounting cannot provide a true surplus or deficit for the fiscal period under examination.

Appendix B

	Table 1: Number of Individual Public Charities per Fiscal Year in Database and Final Sample



	Fiscal Year
	Observations in Database
	 Observations in Final Sample
	Percent of Original Sample

	1998
	191,895
	157,036
	81.8%

	1999
	220,453
	173,981
	78.9%

	2000
	231,285
	183,215
	79.2%

	2001
	245,268
	194,196
	79.2%

	2002
	245,332
	194,058
	79.1%

	2003
	254,247
	200,851
	79.0%

	TOTAL (N)
	1,388,480
	1,103,337
	79.5%


Source: NCCS-GuideStar National Nonprofit Research Database 

	Table 2: State Attorney General Statutes for Index 



	AG is the enforcing authority in the state for nonprofits;

	AG is a necessary party for enforcement;

	AG has the power to institute suits to enforce a charitable trust;

	Registration with the AG is required of nonprofits;

	AG requires periodic reports from nonprofits;

	Enforcing authority has subpoena authority;

	Enforcing agency has rulemaking authority;

	Probate judge is required to notify the enforcing authority whenever a will with a charitable bequest is submitted.


Source: Office of the Ohio Attorney General (1977) and Fisman and Hubbard (2003).

Table 3: Variable Definitions 

Variable Name

Description

accrual



dummy variable, coded 1 if organization reports on an accrual 




basis of accounting, 0 if organization reports on a cash or 





modified cash basis of accounting.

OMB133
dummy variable, coded 1 if organization is subject to a federal A-133 audit, and 0 otherwise.

temprestricted
dummy variable, coded 1 if organization’s temporarily restricted net assets not equal to $0, 0 otherwise.

permrestricted 
dummy variable, coded 1 if organization’s permanently restricted net assets not equal to $0, 0 otherwise.

AGThreshold 
dummy variable, coded 1 if organization meets the audit requirements of the state in which it operates, and 0 otherwise.

AGOversight 
index of state Attorneys General oversight powers related to nonprofit organizations; scale of 0 (lowest) to 8 (highest).

Components of AGOversight Index:

AGEnforcing 
dummy variable, coded 1 if state Attorney General is named as the enforcing authority, and 0 otherwise.

AGNecessary 
dummy variable, coded 1 if state Attorney General is necessary party to bring action against nonprofit, and 0 otherwise.

AGRegistration 
dummy variable, coded 1 if nonprofits are required to register with the state Attorney General, and 0 otherwise.

AGEnforce_Trusts
dummy variable, coded 1 if Attorney General has authority to institute actions to enforce charitable trusts, and 0 otherwise.

AGPeriodic_Report 
dummy variable, coded 1 if nonprofits are required to submit some form of periodic financial reporting to the enforcing authority, and 0 otherwise.

AG_Subpoena 
dummy variable, coded 1 if enforcing authority has power to investigate nonprofit transactions and relationships of trustees, and 0 otherwise.

AG_Rulemaking 
dummy variable, coded 1 if enforcing authority has the power to make the rules necessary for regulation of nonprofits, and 0 otherwise.

AG_Probate 
dummy variable, coded 1 if probate judges are required to notify enforcing authority whenever a will containing a charitable bequest is admitted to probate court, and 0 otherwise.

profacct 


dummy variable, coded 1 if organization reported accounting fees 




greater than $0, and 0 otherwise.

cash_donative 
percentage of total revenue derived from contributions, adjusted to cash basis of accounting.

logTotal_Assets 

natural log of beginning of fiscal year total assets.

logadjTotal_Assets 

natural log of beginning of fiscal year cash and savings.

concentration
revenue concentration index defined as sum of (Revenuej/Total Revenues)2; index approaching 0 indicates revenue diversification and index approaching 1 indicates revenue concentration.

ltdebt
dummy variable, coded 1 if organization reported tax-exempt bond or mortgage liability greater than $0, and 0 otherwise.

Table 4: Descriptive Statistics of Financial Variables Used in Analysis, All NTEE Organizations, 1998-2003

	Variable        
	Mean
	Std. Dev.
	Min
	Max

	
	
	
	
	

	accrual
	.60
	.49
	0
	1

	OMB133
	.09
	.28
	0
	1

	AGThreshold
	.29
	.45
	0
	1

	AGOversight
	4.35
	2.68
	0
	8

	temprestricted
	.30
	.46
	0
	1

	permrestricted
	.14
	.34
	0
	1

	ltdebt
	.27
	.44
	0
	1

	logTotal_Assets
	12.33
	3.32
	0
	27.39

	concentration
	.82
	.31
	0
	1

	logadjTotal_Assets
	10.54
	3.28
	0
	25.57

	Cash_donative
	.51
	.40
	0
	1

	profacct
	.62
	.49
	0
	1

	AGEnforcing
	.86
	.34
	0
	1

	AGNecessary
	.51
	.50
	0
	1

	AGEnforce_Trusts
	.75
	.44
	0
	1

	AGRegistration
	.47
	.50
	0
	1

	AGPeriodic_Report
	.73
	.44
	0
	1

	AG_Subpoena
	.39
	.49
	0
	1

	AG_Rulemakingg
	.42
	.49
	0
	1

	AG_Probate
	.25
	.43
	0
	1


Table 5: Logistic Regression of the Likelihood of Reporting on the Accrual Basis of Accounting, 1998 – 2003: Attorney General Composite Index (Model 1) and Attorney General Powers Individually Tested (Model 2)

	
	Model 1
	
	Model 2
	

	
	Coefficient 
	Marginal Effect
	Coefficient 
	Marginal Effect

	
	(standard error)
	
	(standard error)
	

	OMB133
	1.88***
	28.75%***
	1.88***
	28.67%***

	
	(0.03)
	
	(0.03)
	

	temprestricted
	1.37***
	26.78%***
	1.36***
	26.61%***

	
	(0.01)
	
	(0.01)
	

	permrestricted
	0.55***
	11.19%***
	0.55***
	11.31%***

	
	(0.01)
	
	(0.02)
	

	AGThreshold
	0.89***
	18.16%***
	0.92***
	18.79%***

	
	(0.01)
	
	(0.01)
	

	AGOversight
	0.01***
	0.11%***
	
	

	
	(0.00)
	
	
	

	Cash_donative
	-0.09***
	-1.99%***
	-0.11***
	-2.35%***

	
	(0.01)
	
	(0.01)
	

	ltdebt
	0.88***
	17.94%***
	0.89***
	18.02%***

	
	(0.01)
	
	(0.01)
	

	profacct
	0.25***
	5.53%***
	0.25***
	5.50%**

	
	(0.01)
	
	(0.01)
	

	logadjTotal_Assets
	0.06***
	1.29%***
	0.06***
	1.26%***

	
	(0.00)
	
	(0.00)
	

	concentration
	-0.18***
	-3.98%***
	-0.18**
	-4.06%***

	
	(0.01)
	
	(0.01)
	

	AGEnforcing
	
	
	-0.29***
	-6.24%***

	
	
	
	(0.02)
	

	AGNecessary
	
	
	0.08***
	1.74%***

	
	
	
	(0.01)
	

	AGEnforce_Trusts
	
	
	0.15***
	3.46%***

	
	
	
	(0.02)
	

	AGRegistration
	
	
	0.29***
	6.32%***

	
	
	
	(0.03)
	

	AGPeriodic_Report
	
	
	0.23***
	5.09%***

	
	
	
	(0.01)
	

	AG_Subpoena
	
	
	0.03
	0.06%

	
	
	
	(0.02)
	

	AG_Rulemaking
	
	
	-0.41***
	-9.12%***

	
	
	
	(0.03)
	

	AG_Probate
	
	
	-0.06***
	-1.45%***

	
	
	
	(0.01)
	

	Constant
	-0.03
	
	-0.01
	

	
	(0.03)
	
	(0.03)
	

	
	
	
	
	

	Wald Chi2
	53,691.04
	
	54,310.29***
	

	Pseudo R2
	23.20%
	
	23.45%
	

	Year Dummies F-Test
	303.94***
	
	293.70***
	

	NTEE Dummies F-Test
	12,371.83***
	
	12,388.08***
	

	Positive Predictive Value
	78.42%
	
	78.48%
	

	Negative Predictive Value
	67.57%
	
	67.77%
	

	Correct Classification
	74.13%
	
	74.25%
	

	
	
	
	
	

	Observations
	1,103,337
	1,103,337
	1,103,337
	


* significant at 10%; ** significant at 5%; *** significant at 1%



Robust standard errors in parentheses 

The marginal effect indicates the effect of a change from 0 to 1 for dummy variables, and the effect of a one-unit change for continuous variables.


� 	Because the dependent variable is bivariate in nature, the estimated coefficients do not measure the marginal effect of changes from the independent variables (because the underlying relationship is not linear). The marginal effect in logistic regression is bounded such that, for example, as absolute values of xj increase in magnitude, the marginal effects tend toward zero. In Stata, the marginal effect is calculated for the average observation rather than the average for each observation (Baum 2006).


�	 To estimate cash revenues, one must estimate timings of revenues. Therefore, an increase (decrease) in receivables (lines 47c, 48c, 49, 50a, 50b, and 51c on the Form 990) will adjust the revenue numbers downward (upward). Receivables represent revenues not yet collected; an increase means that the cash inflow has not happened yet and should be backed out of a cash measure, while a decrease means that some prior year’s revenue has been collected in cash. On the liability side, any deferred revenue or loan account increases would signal that the organization had received a cash inflow. Thus, increases in these accounts (lines 62, 63, 64a, and 64b from the Form 990) will be added to the revenue number.


	The “contributions” numerator also needs adjustment. In this case, the revenue lines will also be adjusted to a cash basis by subtracting the changes in pledges and grants receivables (lines 47c and 48c) from the revenue. This will adjust contributions in a similar fashion as Total Revenue. The final variable “Cash_Donative” measures the ratio of contributions to total revenues on the same basis of accounting across all organizations within the sample.


�	An adjustment was made to organizations that reported negative assets (cash and otherwise). These organizations had their asset balances changed to $1 and the balance transferred to liabilities. This technique is similar to what many accountants do when preparing external financial statements. For example, rather than reporting a negative cash balance, an adjustment is made to report zero cash and the difference is added to an “Overdraft Payable” liability. Further, any organizations reporting $0 of cash and savings at the beginning of the year were changed to $1 to avoid losing observations.


�	An alternative measure of subsector would be the NTEECC classification, also included in the digitized data. This variable classifies nonprofits into 633 subsectors. Testing the model with the NTEECC classification variable instead of the NTEE variable gave almost identical results to the reported results. Therefore, the 26 fixed effects from the NTEE variables were used in the estimation because they provide the same level of explanatory power as the 633 fixed effects from the NTEECC variables while sacrificing fewer degrees of freedom.


�	From the perspective of revenue concentration, this is a logical step. Suppose an organization has $50 in donations and $50 in investment income in year 1, for a revenue concentration index of 0.5. The next year, donations remain at $50 and investment losses are ($50). Not adjusting the concentration index would show that the organization had no change in revenue concentration. In reality, the organization's concentration of revenues increased to 1.0 since it had no investment revenue with which to operate. 


�	One concern might be that an organization reporting on the cash basis would not report such a liability. In theory, this is a valid concern. However, in reality, an organization that reports on the cash basis and still managed to acquire such a loan would have to periodically report to the lender. The lender would require this loan be shown if for no other reason it would protect the lender in the case of the nonprofit ceasing operations. In fact, 13 percent of the organizations in the final sample that are cash basis reporters also reported debt of this kind.


�	The calculated coefficients are 0.13 for size including long-term investments, and 0.16 for size defined as total assets.


�	This example is taken from Finkler (2005), p. 50.













