











Teresa Gordon, File Ref. 1630-100 Page 5

primarily affect the financing section on the SCF through two cash inflow figures — cash paid by
employees at the base price and any excess tax deduction credited to additional paid in capital
(presumably equity contributed by the government). With the proposed changes, [ presume
would the excess tax deduction might now be reported in the income taxes section on the SCF
and the cash received from employees would be in the equity section of the SCF — but maybe
not. On the positive side, I think the income tax section on the SFP is probably helpful and adds
to transparency because it brings together all of the related asset and liability accounts. We also
need a disclosure for income taxes paid (which the proposed SCF provides). So cohesiveness is
only violated on the SCI and the violation seems to be justified: commingling the taxes on OCI
and discontinued operations with taxes on current operations would be less useful than current
GAAP, The location of excess tax benefits on share based compensation would have to be
determined by the Boards.

My biggest concern is with the statement of cash flows (SCF) because we are losing
useful information that is currently available. While I've long been a supporter of the direct
method, the proposed format takes away a measure of “cash from operations” currently used in a
number of ratios. The “lost information” is a figure for “cash provided by operations” as it is
currently defined. However, I have other SCF issues so I’ve put together a “major” section on
the SCF. Please refer to Q19, Q20 and Q21 below.

Q3. Should equity be a separate section or part of financing?

The separate equity section is problematic since equity is really a form of financing.
When “regular people” talk about financing the operations of a business, they are thinking
whether they should to issue stocks or bonds or maybe sell existing assets. We finance
operations, the acquisition of long-lived assets, and possibly investments with either “retained
earnings’™ available from prior operating, financing and investing activities, newly-issued equity
securities, or newly issued debt. Even short-term operating activities may require financing
decisions — whether to borrow money from the bank, factor receivables, enter into a product
financing arrangement to obtain cash from existing inventories, offer stock subscriptions to
existing shareholders, etc. The PV-FSP arbitrarily identifies only certain types of financing
activity within the “financing” category. Should the choice as to the method of financing
operations determine what is financing — even when the economic substance of the transaction is
exactly the same? [ don’t think so! In short, the PV-FSP is making the economic substance of
events more obscure rather than more transparent.

One solution is to include both equity and debt financing in a single section. The
accounting profession has long struggled to find the line that clearly and easily distinguishes
between liabilities and equity (e.g., FASB Statement No. 150). It hasn’t been easy and the task
remains unsettled (given a recent PV on the topic). Would combining the financing and equity
sections make the arguments less important? It might even be possible to have three sections
within “financing” to distinguish between the pure liabilities, the true equity balances and those
instruments with attributed of both debt and equity (the old mezzanine level). I’'m not sure I like
that approach but at least users would be able to decide (given adequate disclosures) whether an
item is more like debt or more like equity as they compute ratios. Clearly, many users are
concerned as to whether the liabilities can be paid and would like to continue to see separate
balances for debt and equity. So I doubt the debate would die even if the sections were
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combined in the new financial statement format. However, from a “economic substance”
perspective, financing clearly encompasses both debt and equity.

Q6. Having assets & liabilities (or equity?) in all sections

I found that I was having a hard time imaging what an investing liability would be. It 1s
also mind-boggling to think about financing assets. The examples weren’t much help since the
only financing asset on p. 72 is cash. Perhaps if we borrow money to buy an investment, we
could put both assets and liabilities in the same section??? Then I thought about endowment
funds and realized that it might make sense for not-for-profit entities to have both the
investments and the related permanently restricted net assets (PRNA) in the investing section.
But wait a minute — if we put equity in the financing section, maybe both the endowment assets
and the PRNA should be in the financing section??? Investing liabilities might be related to
derivatives that switch from asset to liability as fair values change so limiting financing to
“financial assets and financial liabilities” could put this type of asset into the financing section.
However, we might be hedging an investment — so would the related derivative with a credit
balance be in the investing section? This is definitely a perplexing feature of PV-FSP. Since I'm
arguing that the definition of financing should reflect the economic substance of making
financing decisions (debt or equity, short-term or long-term), I prefer avoiding the unnecessary
confusion of having investing liabilities and financing assets.

It is the cohesiveness principle that is driving many of the features of the proposed
statements that I don’t like. We have always financed business operations through debt and
equity transactions. I believe that the Boards are taking the cohesiveness principle too far to
merely achieve a theoretical or conceptual ideal — regardless of consequences (foreseeable and
unforeseen). What we end up with is reducing the information about current operating
performance. Core operating activities should be relatively easy to define for a particular
business. Those core activities are undertaken through resources derived from financing choices,
whether they are debt, equity, or the utilization of previous accumulations of assets (cash and
investments). Let’s not make artificial distinctions just to achieve cohesiveness! Consider
accounting for income taxes -- a very complex area. What we report as expense is often a far cry
from what was actually paid. In addition, the related deferred asset/liability accounts aren’t even
discounted for the time value of money. Then we layer on the complexities of “intraperiod tax
allocation” to arrive at a figure that is related to continuing operations. This violation of the
cohesiveness principle 1s one that the Boards seem to condone in the PV-FSP, T agree!
Cohesiveness should not be achieved at the expense of usefulness.

Q19, Q20 and Q21 Statement of Cash Flows

I believe the indirect method has long been a source of misconceptions on the part of
users. For example, one chief executive I worked for wanted to spend the accumulated
depreciation since he thought depreciation is a source of cash because it is added back to net
income on the statement of cash flows! Consequently, I’ve been teaching my students the direct
method preparation of the statement of cash flows for many years — in the hopes that they would
go forth and argue for its use. Ibelieve that the direct method presentation is superior and
therefore I strongly support making it the required format.
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Over the years, I've created many SCF problems for my students to solve, including
some that include the complexities of share based compensation as well as pensions and
investments that give rise to accumulated other comprehensive income items which are reported
net of tax. So I probably have more experience than most people with “direct method” working
papers. My teaching experience suggests that the direct method (if taught) is easier to prepare
than the “working backwards” indirect approach. In other words, if you do a direct method
working paper to derive (compute/estimate) cash flows, the hardest part is the reconciliation
schedule. However, my ability to teach the direct method has been largely due to the limited list
of required “lines” in the operating section: mast operating expenditures can be commingled
with just income taxes and interest separated out. Likewise, most operating cash receipts can be
commingled except for dividend and interest income. If the PV-FSP’s increased level of detail
becomes required for the statement of cash flows, one would need a huge increase in the number
of accounts used to capture current assets and liabilities (e.g., accounts receivable — wholesale
customers, accounts receivable -- retail customers, prepaid insurance expense, prepaid rent
expense, accounts payable — inventory, accounts payable — advertising, accounts payable —
research and development, etc.).

While a huge expansion of balance sheet accounts might be annoying to professors, it
would surely be costly in the real world — more time spent coding invoices and other transactions
not to mention continuing costs to institute adequate internal controls to assure accuracy. To
collect the information to automatically prepare the direct method SCF would also be onerous.
An entity would need to double code every transaction or journal entry by adding coding to
indicate each cash flow’s exact position on the SCF. And there would also need to be a way to
indicate whether gains or losses were from remeasurements rather than transactions so that the
columns in the reconciliation could be automatically completed. In other words, the coding
would need to indicate what parts of a journal entry are related to an accrual, a recurring
remeasurement, a nonrecurring remeasurement, or another type of noncash item so that the
reconciliation from the SCI to the SCF could be prepared. Either “system™ would require clerical
data-entry staff to make rather sophisticated accounting decisions. Designing and implementing
cither approach will be expensive and will require who knows what one-time set-up costs. The
concept of cohesion seems nice but not at this cost — unless there is some genuine increase in
transparency that is of great value to financial statement users (more on that later). If the
disaggregation of categories on the cash flow statement is really the wave of the future, it would
seem logical to defer implementation to the period when the US makes the transition to IFRS and
companies have to redesign their accounting systems anyway.

Another practical issue with respect to preparing a direct method a SCF comes to mind.
Gains and losses are currently distinguished from revenues and expenses because gains and
losses are related to incidental or peripheral activities (FASB Concept Statement No. 6, para. 82-
83) in contrast to on-going or central operations. Accordingly, I tell my students that the terms
(gain or loss) are a helpful way to identify financing or investing activities. To prepare the
operating section of the direct method statement of cash flow, these amounts are “zero-d out” in
the income statement section because (a) they are rarely the same amount as any cash flow, and
(b) they often arise from selling long-lived assets (an investing activity) or retiring debt (a
financing activity). The gain/loss terminology is also basic to doing the indirect method: add
back losses and subtract gains from net income. This practical guidance disappears under the
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PV-FSP because we could have gains and losses in multiple sections — some of which would go
to operating on the SCF while others appear in financing or equity.

The scariest thing about the PV-FSP is the new reconciliation schedule. Since my
students already struggle with the simple version, I dread trying to teach the much more complex
version envisioned in the PV-FSP! There would a very steep learning curve for everyone.
Presenting the reconciliation schedule in all its detail is intended to enhance transparency in
financial reporting — but I wonder if users can grasp the implications and whether they would
choose to use all of the resulting detail. The data in the reconciliation schedule about
remeasurements is now superfluous given the extensive disclosures under FASB No. As an
example of a “sophisticated user of financial statements,” I decided to see whether the example
(Mlustration 1A) was transparent. I wrote up my experiences but decided to move the detail to
Appendix 1 to this letter and just report what I “discovered” here. 1 did net find the
reconciliation particularly helpful and it wasn’t very transparent either. From my own empirical
research and that of others (e.g., Fischer et al. 2008; Bahnson et al. 1996} I am well aware that
articulation between the financial statements may exist but it is rarely apparent. One of the
reasons why the changes in balance sheet accounts don’t tie to the reconciliation schedule is the
effect of business combinations part way through the year. I’ve become increasingly convinced
that the impossibility of calculating “cash from operations™ from an income statement and
beginning and ending balance sheets is one of the best rationales for requiring a statement of
cash flow. That’s why it is so important to be sure a revised SCF has useful subtotals and totals.
Frankly, I don’t see the need for so much detail uniess it is being displayed so users can derive
their own versions of “cash from operations” because they might not like what the company has
chosen to present. 157. If that is the case, let’s just have meaningful standardized measures
instead.

In short, the proposed SCF and its reconciling schedule are costly for preparers and of
dubious value to users. Currently, a SCF tells me something about the relationship between net
income and cash flows from current on-going operations. The new required subtotal for Net
cash from operating activities is far less useful because it includes capital expenditures to
acquire long-lived assets as well as peripheral cash flows from decisions on how to finance
operations (e.g., settlement of cash flow hedge, investment in associate A, etc. on page 73).
Separating out discontinued operations is probably a useful idea that would improve the existing
disclosures and I could live with the exclusion of investing income and interest paid. But please
don’t leave us with a summary figure that is much less useful than what we currently have!

Implications for Not-for-Profit Financial Statements

This section is driven by a set of questions posed by FASB’s Jeff Mechanick regarding
implications of the new financial statement display for business entities. Since the board
members of not-for-profit organizations are often business people, they are used to seeing
financial information in a business format. This often makes explaining the not-for-profit
statements a bit challenging and, therefore, comparable standards (where logical) are a good
idea. 1also believe that the current project on for-profit display of financial statements may lead
to an opportunity to revisit some of the decisions made when FASB Statement No. 117 on not-
for-profit financial statement display was issued. At that time, I was not in complete agreement
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with the exposure draft on display or contributions and I have not been entirely happy with the
current standards for not-for-profit financial reporting. As we have recently seen with FAS158
and FAS132R, the differences in display can cause complications for the FASB and its staff. In
this particular case, the problem was “where to put” items reported as “other comprehensive
income” in for-profit financial statements — since there is no equivalent NFP statement.

1. Should there be any fundamental differences in the working principles and basic
conclusions from those for business enterprises?

Yes. I believe that there are substantial differences between charitable and business
activities. The dividing line is not necessarily the form of organization (for-profit or not-for-
profit) because many not-for-profit organizations operate in ways that are very similar to those
used by business enterprises. In particular, there is not much difterence between for-profit, not-
for-profit, and governmental hospitals. Fee-for-service entities should use similar recognition
and reporting standards regardless of the auspices under which they operate. The challenges
related to accounting for charitable activities center around several unique features.

First, charitable activities are often provided to one set of beneficiaries through resources
(nonreciprocal transactions) provided by unrelated parties (donors, government grants, etc.). The
stewardship element of financial reporting becomes much more important in this setting because
the donor wants to be assured that his or her gift was used for the intended purposes but may not
be in a position to find this out through any mechanism other than financial reporting. Ideally,
such reporting would include nonfinancial data on service efforts and accomplishments. The
importance of a stewardship focus on reporting is less urgent for other types of charities because
the donor receives direct (although not necessarily proportionate) benefits, e.g., public
broadcasting, local church, etc.

The second important difference is embodied in the economic concept of public goods as
compared to private goods. Many types of charitable activities provide public benefit as well
private benefits. Both higher education and health care are good examples. While the person
getting a college degree has a direct benefit in the form of higher future earnings, society also
benefits because the economy is enhanced by a well-educated workforce. Likewise, prompt
health care for communicable discases may lead to a healthier population, fewer days of lost
employment, etc. This makes accountability a higher duty than would be the case for a purely
private-benefit business enterprise. In other words, the not-for-profit sector has a broader set of
potential user groups as compared to the investors and creditors that tend to be highlighted in the
objectives of financial reporting for business enterprises. I think the issue is even larger,
however, because financial information might be used very differently. We are too used to
focusing on economic decisions (liquidity, future cash flows, etc.) rather than information useful
for evaluating broader societal costs and benefits.

The third important difference between for-profit and not-for-profit entities is the
obligation to donors who intend that their gifts be used for specific purposes. In some cases, the
gifts are to be invested in perpetuity with only the income available to support operations
(endowment gifts). In other cases, the donor-restrictions are purpose-related (student
scholarship, new building, etc.) Largely because of the FASB’s current stand on contributions,
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we also have time-restrictions to deal with so that gifts intended for use (for any purpose) in a
future period are not commingled with unrestricted gifts available for immediate use. Personally,
I still prefer a deferred revenue approach for purpose- or time-restricted gifts but that battle was
lost in the mid-1990s. At any rate, not-for-profit organizations have accountability/stewardship
obligations to resource providers that do not (per FASB) rise to the level of liabilities but must
nevertheless be satisfied. These donor rights have been recently confirmed by the settlement of
the Robertson v. Princeton case in which the heirs of the original donors contested the use of
resources for purposes not consistent with donor intent. Both sides incurred millions in legal
costs and Princeton has now established a new Office of Stewardship intended to assure that
campus spending conforms with donor restrictions.*

This background discussion is the basis for my more detailed comments on what a
revision of not-for-profit (NFP) financial statements might look like.

2. Does a stewardship/service potential co-focus or steer us in a different direction for
not-for-profit financial reporting?

Absolutely, Operating versus non-operating performance is an issue for NFP entitics as
well as business enterprises so there should not necessarily be a difference. However, duties of
stewardship and broad accountability (discussed under #1 above) suggest a different structure
might be more useful.

Around the time the FASB was formulating what became FASB No. 117, Robert Mautz
proposed a very different way of looking at the operations of not-for-profit entities (Mautz
1994). He recommended that we disaggregate the financial statements to separately report
business-type activities from charitable or not-for-profit activities. The business-type activities
would follow full accrual accounting and all standards intended for business enterprises. Unique
presentation and recognition standards would apply just to the charitable activities. While I'm
not recommending his approach in its entirety, it is an interesting idea. Essentially, the GASB
has taken the approach but it has ended up being a very crude division. For example, colleges
and universities are considered “business type” activities and report as enterprise funds using full
accrual accounting (ignoring any public benefit elements). This is a practical approach because
it makes the statements more comparable to those issued by not-for-profit institutions of higher
education that follow the FASB standards. However, enterprise fund accounting can also be
used for purposes that are clearly “public goods™ (like parks) as long as fees are charged to
external users for the goods or services (see GASBS 34, para. 67). However, the basic notion for
a dual display (business-type versus NFP-type activities) is potentially useful for financial
reporting since it could make the operations of NFP organizations more transparent — if we could
make the distinctions both practical and meaningful.

For colleges and universities, a strictly-interpreted dual approach would likely decrease
comparability since institutions vary greatly in their dependence on tuition and fees. For some,

Source is a white paper commissioned by the Hudson Institute and released in February 2009 on the
Robertson v. Princeton case. Available at

http://per hudson.org/index.cfm?fuseaction=publication _details&id=6018.
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the provision of education might be considered a business-type activity with the exception of
institutional support provided to select students through scholarships and the like. In other cases,
education would be a charitable or not-for-profit activity since all students pay only a small part
of the actual cost. Research activities funded through grants would also have revenues of each
type. Auxiliary activities (dorms and the like) would probably be business-type activities unless
heavily subsidized. All of this sounds pretty complicated. However, institutions of higher
education and other tax-exempt entities are already forced to evaluate unrelated business income
under the tax code. Some of those IRS regulations might be usefi as a starting point for
considering what makes an activity “mission related” and therefore not a business-type activity.
From the tax code perspective, all direct education-related activities might all be considered
“nonbusiness.”

For health care, almost all activities might be considered business-type since services are
billed to private individuals or third-party payers (insurance companies, or governmental
programs like Medicare and Medicaid). There is already a perceived need for better reporting of
“charitable” activities by hospitals — something that goes beyond considering “bad debts” as
“charity care.” So there might be a small section detailing charity care and other public benefits
but the primary part of the financial reporting would be entirely consistent with standards for for-
profit hospitals. Another approach would be a materiality threshold used to determine whether
NFP’s that operate primarily fee-for-service programs could report under a business-enterprise
model and describe their charitable activities in notes to the financial statements rather than have
a complete separate display. This might be the only practical approach since the allocation of
physical assets between full-pay and indigent care patients would be costly and fraught with
problems.

Using a materiality threshold idea, NFPs with just a few “unrelated business-type
activities” might prepare statements under an NFP-style with footnote disclosures regarding their
business-type activities. The “complications” and unique aspects of NFP accounting and
reporting tend to be related to the special stewardship obligations to donors. Accordingly,
another simplistic way of deciding who needs to have a dual presentation (business-type vs.
charitable-type activities) could be based on whether or not the entity received material amounts
of public support.

3. If stewardship/service potential does not steer us in a different direction, how do we
overlay a net asset medel, with three net asset classes, onto one or more of the basic
financial statements? Should the net assets be in the same place as equity — i.e., a
separate section, or entirely within the financing section?

My own preliminary views described under #2 may not be practical. If we do end up
with a set of NFP financial statements along the lines of the PV-FSP, the presentation of the net
assets classes (even if modified from the current categories) needs careful thought. With the
adoption of UPMIFA-type laws in a number of states, the FASB has already been thinking about
the problems with the permanently restricted net asset (PRNA) category (i.e., FSP FAS117-1). If
we are re-thinking NFP accounting and reporting, we might want to consider an expendable
versus nonexpendable approach to net assets, similar to what GASB uses. Many times board
members of NFPs ask questions about how much is available for general purposes. Unrestricted
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net assets (URNA) does not provide this information. One of the things that I particularly like
about the GASB presentation of net assets is the separate category for net resources tied up in
plant, property and equipment. This net asset category, Invested in Capital Assets, Net of
Related Debt and commonly referred to as Net Investment in Plant, is a critical figure needed for
numerous ratios calculated by credit rating agencies, accrediting agencies and others. These
assets are not liquid and the segregation makes unrestricted expendable net assets a much more
useful number than what is currently available under FASB No. 117.

This is actually the first section of the comments that T wrote — back when I was thinking
along the lines of the current definitions of operating, investing and financing. I drew up a
“map” of how a set of not-for-profit financial statements might fit within the new format (see
Appendix 2). After circulating to some of my NACUBO colleagues, I was promptly told that it
wouldn’t work at all because they want to present an “operating measure” within the operating
section and the cohesiveness principle means it can’t be done unless endowment assets are
reported are reported in the operating section. After becoming more familiar with the PV-FSP
definitions and writing the rest of these comments, I’ve returned to this topic and deleted the
three pages 1 had written earlicr. As I reconsider the summary in Appendix 2, I realize that I was
trying to accomplish several goals that would enhance NFP financial reporting. First, I was
trying to put endowment assets and equity in the same category because it would help users
understand the associations. This really just boils down to having “columns” on each statement
for PRNA, In addition to creating the new “expendable URNA” amount discussed in the
previous paragraph, [ was also trying to address the need to have TRNA broken out in three
relevant groups. The bond rating agencies move the release of restrictions on net assets intended
for construction or acquisition of long lived assets out of “operating” when they prepare ratios. [
also think it is increasingly important (given the growing adoption of UPMIFA laws) to know
the total amount related to endowments — so I was putting all the TRNA that hold unallocated
endowment investment returns in the financing (endowment) section of the statements.
Temporary restrictions related to “ordinary operating activities” (whether time or purpose) are
quite distinct from these other two types of TRNA that are long-term in nature.

I don’t believe the PV-FSP model applied to NFPs would be particularly helpful. 1
couldn’t find any ratios that used cash from operations in the KPMG ratio analysis book and |
don’t believe I’ve seen any in use by the charity rating agencies (ATP, BBB, Charity Navigator).”
Most are focused on efficiency in raising contributions and efficiency in operations (more
expenditures for mission-related activities and less for overhead). They also use financial
statement ratios to evaluate whether an NFP is accumulating too many resources that it should be
spending on charitable activities. My research indicates that donors appear to find the ratings
useful in deciding how much to give (Gordon et al., forthcoming). I don’t see any increase in
usefulness that would result from layering the PV-FSP concepts onto not-for-profit financial
reporting standards.

: As a separate file, I’ve sent a compilation of NFP ratios. Most were pulled together for other purposes and

are not necessarily the most up-to-date. However, it might a useful starting point for thinking about the information
that users of NFP financial statements want and need. The charity rating agency ratios are in Exhibit 1, Panels A, B,
and F. The bond rating agency ratios are in Exhibit 1, Panel C and Exhibits | & 3.
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4. If we need a multi-column statement of comprehensive income (by the three net
asset classes), does the cohesive principle also lead us to a multi-column format for
the other statements?

I have a personal aversion for the “pancake formats™ used prior to and since FAS117 (i.e.,
Formats A & C) because it makes determination of total revenues harder to derive. The PV-FSP
creates some of this same problem with the extensive disaggregation of the statement of financial
position (SFP). The requirement of for “supplemental” disclosures of total current and
noncurrent assets and liabilities ameliorates the problem to some extent. For NFP entities, |
believe it would be important to add summary totals for the net asset classes if they are not
reported in a single section on the SFP. However, making all the statements columnar by net
asset class would cause such a high level of complexity that the financial statements would
become less uscful. Perhaps, the multi-column format could be used just for the statement of
comprehensive income (as it is now for the statement of activities).

5. (a) Do we need a separate net assets statement in addition to a statement of
comprehensive income? (b) If a separate net asset statement is needed, what is on it?
(c) If a separate net asset statement is not needed, do we still need something for
NFP health care providers to continue to provide parallel reporting to for-profit
providers?

I think that a separate statement in addition to a four-column statement of comprehensive
income (SCI) would add complexity and possibly cause confusion. However, this position
assumes we continue to use the current net asset classifications and revenue recognition criteria.
We could certainly revisit the idea that “all expenses are unrestricted” since certain expenses are
associated with financing (or investing?) activities like split interest agreements.

If we did come up with a separate “change in net assets” staterment, I guess it could show
just the subtotals and totals from the SCI (rather than complete detail) in the relevant number of
columns so that the “bottom-line” in each column would be the change in that category of net
assets. However, you might as well put the detail on the SCI and eliminate the extra statement!
When the “pancake formats™ are used, [ believe transparency is lost because it removes the focus
from the entity as a whole. In addition, a single-column statement of (unrestricted)

comprehensive income becomes confusing because the change in net assets categories including
transfers among categories is less transparent.

For health care providers, TRNA and PRNA may not be material. In this case, footnote
disclosure might be sufficient. In other words, any restricted contributions could appear as
“other revenue” within operating or financing or even in the “other comprehensive income”

section. I don’t have sufficient expertise with health care accounting to provide informed advice
on this issuve.
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6. Should some or all long-term contributions (donor-restricted endowments, split
interest agreements, etc.) that are currently part of cash flows from financing
activities under FASB Statement No. 117 be considered financing activities?

Definitely. Please see explanations above under #3. I think the more interesting issues
concern where the related assets and liabilities should appear. It would seem to make sense to
treat split interest agreement assets and liabilities within a single section on the statement of
financial position — probably financing. That would also be my suggestion for true endowments:
put the related cash and investments as well as the PRNA in the financing section (see Appendix
3). Unfortunately, this would make it impossible to achieve a useful current operating
performance measure without violating the cohesiveness principle. The PV-FSP model would
drive many NFP entities to declare almost everything “operating” to arrive at a current operating
performance subtotal - regardless of more logical and more useful alternative presentations.

7. Should expenses be presented primarily by function in the statement of
comprehensive income, with additional detail by nature, consistent with tentative
decisions for (nonfinancial) business enterprises?

Users of NFP financial statements will likely want to see the functional classification in
the statements of income. Colleges and universities typically have 8 or 9 functional expense
groupings and other charities usually report several program activities plus administration and
fundraising functions. To include natural expense categories for each functional group would
create a cumbersome and confusing report. If required to report both function and nature (per
S11 in the PV-FSP), the functional classifications would likely collapse to just two or three
functions. Colleges and universities might report Educational & General and Auxiliary
Activities. Other charities might merely report Programs, Fundraising, and Management &
General. The reduction in number of reported functions would reduce the usefulness of the
financial statements for many users.

Even if the number of functional categories were to be greatly reduced (as compared to
current NFP reporting), the SCI would be a long and cumbersome report. Under each function
we’d be showing salaries, depreciation, utilities, etc. More importantly, that level of detail
would make the envisioned SCF and reconciliation schedule next to impossible to complete or
understand. Personally, I think users are more interested in what we accomplish (functions) than
just knowing that we spend 80% on wages and benefits. But both are important (see my #8
below). If I had to choose, I'd say put functions on the SCT and require a “cross walk™ in the
notes for most NFPs and a more complete statement of functional expenses by NFPs with
substantial public support or many donors,

8. Should a restatement of functional expenses still be required for voluntary health
and welfare organizations?

On this question, I’m sure that my view will differ dramatically from that of my college
and university colleagues! I think the “cross walk” between function and nature of expenses is
very useful in many circumstances. The schedule tells us (donors) things that may not be
apparent from the functional-only presentation currently made under FASB No. 117 by all but
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“yoluntary health and welfare organizations.” For example, if a high percentage of expenses are
salaries and benefits, I know that the NFP is an operating entity rather than one that raises money
so that it can make grants to other NFPs. I can also reach some conclusions about the
recasonableness of fundraising costs. If a large portion of expenses are for salaries and very little
is shown in the fundraising column, I may conclude that there is possibly something wrong with
the entity’s cost accounting procedures. Likewise, having an “educational program” with the
bulk of expenses on the printing and postage row(s) warns me that the education is primarily in
letters that go out with solicitations. Another common abuse is the inclusion of donated
materials/supplies in both revenues and expenses. Sometimes, the materials distributed to clients
are essentially worthless but the program expense ratio “looks better” when the recognized
“value” of the items is high. The most recent examples to come to my attention are a donation of
“pharmacy discount cards” to food bank clients and “phone cards™ distributed to veterans. The
pharmacy cards were similar to those available free on-line and the phone cards could only be
used to call a website for sports-related scores. In both cases, the total value attributed to the
cards was in the millions — a great tax deduction for the corporate donors that accomplished next
to nothing of value for the charities’ clients.’ Large amounts reported on a row for “distributions
to clients” (coupled with SCF data) is an indication that T need to inquire as to the nature of the
goods and services being provided and how the value was determined.

1t is for problems such as these that [ am a strong proponent of retaining the equivalent of
the statement of functional expenses and I would expand the scope so that it is presented by ALL
(or at least most) not-for-profit entities. The “voluntary health and welfare” language is no
longer particularly meaningful to anyone other than us old-timers who used that AICPA audit
guide! I would suggest that the statement be required for all NFP entities with material public
support. There is little additional cost to the NFP since the IRS Form 990 requires the cross-
walk so it has to be prepared anyway!

If we were to go to a “natural” presentation of some sort of the SCI, I’d still want to see
the expenses broken out by functions because they are the heart of what 1 want to know — what is
the entity doing with my contributions. If there were a reasonable and cost-efficient way to
report service efforts and accomplishments, the need for functional reporting would be reduced
but not eliminated. I’m not the only user who wants this information. In the separate compilation
of ratios I sent, you will see that all four charity rating agencies use some form of a program
expense ratio in their evaluations of charities,

There 1s a lot of empirical evidence that suggests poor cost accounting by NFP entities
(e.g., Hager 2003; Hager & Greenlee 2004; Keating et al. 2008, Krishman et al. 2006, Wing et
al. 2006). We’ve long understood that allocations are always arbitrary (Thomas 1969). In the
PV-FSP document, the “natural presentation” on the statement of comprehensive income
eliminates most allocations other than those related to the use of long-lived assets. However, for
NFP entities, the natural classification is not sufficient. Since there is a tendency to “cook the
books” to report program expense ratios and fundraising statistics that meet guidelines

6 See story beginning on page 3 in the American Institute of Philanthropy’s newsletter:

“Charity Questions the Value of Donated Goods,” Charity Rating Guide & Watchdog Report,
Volume No. 51, April/May 2009.
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established by rating agencies, we need to find a way to encourage more transparent cost
accounting by NFPs. I’ve been thinking about ways to more clearly communicate the nature of
direct versus indirect costs within the financial statements. Exhibit 1 (attached) is a Statement of
Direct and Functional Expenses that first details direct costs by function and then shows how
other costs were allocated to the functions. Ifthis were an audited part of the financial
statements, auditors would presumably pay more attention of the reasonableness of cost
allocations. The users of the financial statements would be better informed and better able to ask
intelligent questions. For example, if salaries are allocated among functions, one might want to
know whether employees kept time sheets or just guessed. If there are no direct salaries in the
public education function, one might wonder how it was accomplished — and do further
investigation to see if the educational content came only via solicitations. Preparers will
probably hate this idea but it would certainly increase transparency!

Concluding Remarks

Our current notions on financing and investing come from existing standards such as
FASB No. 95. This tradition assumes that financing activities are related to long-term liabilities
and equity and investing activities are related to long-lived assets. Operating is oriented toward
current events and therefore changes in “working capital accounts.” There are exceptions since
both investments (investing section) and bank loans (financing section) can be current. The PV-
FSP completely throws out these traditional ideas.

Under the PV-FSP, we can have liabilities classified as investing and assets classified as
financing. And it seems to open the door to assets that are classified as equity (like the old idea
that treasury stock is a current assets). The cohesiveness principle requires that the SFP
classification carry over to the other two statements (SCI, SCF). While this makes sense “on the
surface,” I’'m aftaid it is going to turn out like FASB Concept Statement No. 4 which introduced
the three classes of net assets for not-for-profit entities. I admit to being blind-sided by the
implications of those concepts as they were developed into FASB Nos. 116 and 117. I worry
that the same thing will happen with this attempt to revamp financial statements! There are
surely unforeseen consequences that we won’t like!

I’m also concerned that it will take a considerable amount of time before financial
statement users adjust to any dramatically different format. As a case in point, I have noticed
that many financial advisors and others who do ratio analysis have continued to use what I
consider “crude estimates” of cash from operations (e.g., net income plus depreciation) rather
than simply picking up the “actual” amount from the statement of cash flows. Just because the
information is provided doesn’t necessarily mean that decision models will be revised to use the
new information. It will require time and education before the benefits will be realized. A better
approach is to consider what information is used in existing ratio analysis and other decision
models. If the Boards “force” a change in the meaning of ratios, we lose the continuity of
comparisons over time and by industry. In particular, I’'m concerned about the ratios that use
“cash from operations.” Spreading interest expense among categorics might also lead to changes
in the evaluation of times-interest-earned and other coverage ratios if users pick up just the
portion reported in the financing section. Iknow the Boards want to improve financial reporting
and [ hope the benefits outweigh to costs to both preparers and users.
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I am available to discuss or clarify any of these points if the FASB board or staff
members feel that would be helpful. Iknow that the FASB will be interested mostly with
comments on profit-oriented financial statements. Nevertheless, I hope my efforts to think about
the long-run impact on nonpublic and not-for-profit financial reporting will be useful too. I
appreciate the Boards’ effort to improve the usefulness of financial reporting and hope my
comments will be perceived as helpful.

Sincerely,

Teresa P, Gordon

Teresa P. Gordon, CPA, Ph.D.
Professor of Accounting
University of Idaho
208-885-8960
tgordon{@uidaho.edu
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Appendix 1
My efforts to evaluate the transparency of the proposed reconciliation between the
Statement of Comprehensive Income and the Statement of Cash Flows

I started with something “casy” and looked at the sales-wholesale line on the reconciliation
(2010). I see 681,326 in the accrual column. I assume this should be related to change in accounts
receivable but that isn’t available separately. From the SFP, I can compute that the total change in net
accounts receivable is 394,195 — still nowhere near the combined 674,859 accrual on page 78. So the
derivation remains a mystery amount to me! The change in wages payable on the SFP does tie to the SCF
but one has to find and combine three figures to do it — so the source of the amount is not completely
obvious. For these items, I would be no better off with the traditional reconciliation schedule. We know
that the current indirect method reconciliation includes amounts that can rarely be derived from an
income statement and two balance sheets {e.g., Bahnson et al. 1996; Fischer et al. 2008). So I agree that
the current format(s) lack transparency. However, the proposed reconciliation doesn’t seem to be much
better and it is certainly more complex.

I next pondered the share-based compensation row (Column G) from page 78. Since share-based
generally means “noncash” for equity awards, I first guessed that the 3,602 cash outflow figure is the
excess tax deduction that is credited to additional paid in capital when the actual value at exercise exceeds
the original estimate. If so, shouldn’t that amount be in the income taxes section? But maybe it is really a
liability award and this 3,602 cash flow was the amount paid while the accrual of 12,171 was the new
amount ¢arned and the 6,250 recurring valuation adjustment was related to the new fair value from the
pricing model. This interpretation is confirmed by the existence of a “share-based remuneration liability”
on the 2009 SFP along with the lack of any mention of outstanding stock options in the equity section. If
it had been an equity award, I guess we’d show no amount in Column A, and 22,023 as the accrual since
most equity awards are not remeasured. If equity awards were exercised, one could argue for either
operating or income tax display of any excess tax benefit,

As a final stab at evaluating the transparency of the SCF, I'm looking at the pension expense lines
in Column G on page 78 which is split evenly between cost of goods sold and general & administration
(apparently, the sales force doesn’t receive any pension benefits). The total cash flow is 340,200 and the
total expense is just 103,950 on the SCI. The 236,250 difference is divided between 218,250 in the
accrual colummn and 18,000 in the recurring valuation column. I’'m also relieved to find that the change in
the funded position of the pension plan on the SFP is the same $236,250. However, still I don’t know
exactly what the 18,000 pertains to — the difference between expected and actual returns on plan assets or
is it other actuarial adjustments caused by changes in assumptions on turnover, life expectancy, or the
like? In addition most companies have pension-related items in other comprehensive income — but there
aren’t any in the example. 1imagine that the inclusion would make my ability to tie everything nicely
together more challenging, So I decided to pick an AOCT item that is on the SFP: available for sale
securities. It looks like an “easy elimination” in the bottom section of the reconciliation schedule (p. 78).
However, there is a realized gain of 18,250 in the investment section so I may have lost the currently
disclosed measure of the full holding gain for the year. Iunderstand that IASB doesn’t like the
“recycling” of OIC and maybe that’s the explanation. But the change in the available for sale asset line in
the SFP is 11,400 rather than the implied historical cost of the asset which would be 37,850 [56,100
received minus 37,850 = 18,250 gain]. So I end up not knowing for sure.

Conclusion? The reconciling schedule is not transparent to me!
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Appendix 2 - Initial Mapping of the Three Net Asset Classes
Used by Not-for-profit Entities
Stmt Comprehensive Income Stmt Financial Position Stmt of Cash Flows
Business
Operating Operating Cash Inflows

Unrestricted contributions, Program
service fees, etc.

Investment earnings allocated from
endowment funds

Net assets released from time and
program restrictions

Program expense
Fundraising
M&G

Investing

Gifts restricted to acquire long-lived
assets

Split interest gain/loss
Investment income (non-endowment}

Net assets released from restrictions
for acquisition of capital assets

Cash, Accts Receivable, pledges
receivable, etc.

Accounts payable, salaries payable, etc.

Investments (non-endowment)

Long-lived assets used by operating
activities

Long-term debt related to plant
TNRA (related to available from capital
campaigns to construct or acquire long-

lived assets)

Net investment in plant (part of URNA)

from revenues and
unrestricted contributions

Operating cash outflows
for salaries, rent, etc.

Cash from interest and
dividends {non-
endowment)

Proceeds from sale of
investments

Outflows to acquire
capital assets

Cash flows related to split
interest agreements

Financing

Unallocated endowment earnings

Interest expense

Endowment gifts (accrual)

Endowment pledges receivable
Investments related to true endowments
Long-term debt

PRNA {equity)
TRNA (related to unallocated endowment
returns)

Interest and dividends
from true endowments

Endowment gifts (cash)

Income Taxes — rare Rare rare
Discontinued operations

if any If any If any
Equity Expendable URNA
Other comprehensive income related to
pensions, derivatives, foreign currency, TRNA — not related to the acquisition of | Rare?

etc.

long-lived assets or to endowment income
retained under prudent management laws
or practices




Exhibit 1
Proposed Statement of Direct and Functional Expenses

The Desert Museum
Statement of Direct and Functional Expenses
For the year ended June 30, Year 2

Public Management Natural Cost
Education Exhibitions & General Fund Raising Total Allocations Totals

Direct costs:
Salaries & benefits $ 1,901,000 $ 5,015000 $ 1,892,000 $ 100000 S 8,908,000 $ 842,000 $ 9,750,000
Grants and fellowships - 156,000 - - 156,000 - S 156,000
Supplies, printing & postage 499,000 471,000 157,000 180,000 1,307,000 196,000 S 1,503,000
Travel 64,000 728,000 27,000 73,000 892,000 - S 892,000
Services and professional fees 163,000 1,179,000 134,000 635,000 2,111,000 478,000 S 2,585,000
Occupancy - 7,223,000 $ 7,223,000
Depreciation - 1,728,000 $ 1,728,000
Interest - 457,000 457,000 - $ 457,000

2,627,000 7,549,000 2,667,000 988,000 5 13,831,000 510,467,000 524,298,000
Allocated Costs:
Salaries & benefits 379,000 84,000 168,000 211,000 842,000
Supplies, printing & postage 137,000 59,000 196,000
Services and professional fees 335,000 143,000 478,000
Occupancy 903,000 6,019,000 181,000 120,000 7,223,000
Depreciation 216,000 1,440,000 45,000 27,000 1,728,000

1,970,000 7,543,000 394,000 560,000 10,467,000

Total cost by function $ 4,597,000 $ 15,092,000 S 3,061,000 $ 1,548,000 $ 24,298,000
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Panel A: Summary of Charity Navigator®’s Ratings Methodology & Ratios

Efficiency Derivation Point Range Methodology
. . 0-10 10 * percentage to programs
ogram Expense o/ :
Program Expense Total Expense Less than 33% is rated as Zero stars
Must be > 75% to get maximum points
Adeinistrative B Am;w@ﬁ 0-10 Must be no more than 15% for
ministrative Expense otal Expense maximum points
. Fundraising Expense 0-10 Must be less than 10% for maximum
Fundraising Expense Totat Expense points
o 12l Contributions 0-10 Must be no more than 10¢ per dollar for
Cost per $1 of Contributions Total Contribunon ) : £p
Fundraising Expense maximum points
Capacity Methodology
We use the standard formuta for computing annualized growth: 0-10 (Raw score +0.0372) * 100
. (Yo Yol "™]-1. where Yy is the value measured in the first year of o -
anary Revenue Growth the mterval analyzed, Y, is the value measured at the end of the Ml_lSt be>6.27% gr owth for maximum
mierval analyzed, and n is the length of the interval in years. points
We use the standard formula for computing annualized growth: 0-10 Raw score * 100
[(Ya/YeX™]-1, where Yois the value measured i the first year of’ o . -
Progr am Expense Growth the interval analvzed, Y, is the value measured at the end of the Must be > 10% to get maximum points
nterval analyzed, and n s the length of the interval in vears.
Working Capital Ratio (il‘l We divide the charity's working capital by 11s total expenses. 0-10 Must be > than 1.0 years {o get
years) including payrents to affiliates, for the most recent fiscal year, maximum pOiI‘ltS
Summation Scores
4 Stars = 60 points
3 Stars = 50 but < 60 points
Overall Rating 0--70 2 Stars > 40 but < 50 points

1 Stars > 25 but < 40 points
0 Stars < 25 points

Table 2 provides a detailed description of how Charity Navigator rates charitable organizations. This summary was compiled from information available in mid-
2007 from http://www.charitynavigator.org. Charity Navigator’s overall rating is comprised of two parts: an Efficiency Score and a Capacity Score. From the

points accunmlated from the two categories (see above), an overall rating is assigned.



Teresa Gordon, File Ref. 1630-100

Exhibit 1

Page 4

Panel B: Numeric Standards used by BBB Wise Giving Alliance and American Institute of Philanthropy

BBB Wise Giving Alliance
give.org

American Institute of Philanthropy
charitywatch.org

8. Spend at least 65% of its total expenses on program activities.

i
H

Total Program Service Expenses
;

should be at least 65%

Total Expenses ;

Percent Spent on Program Services

Total Program Service Expenses
should be at least 60%

for “C"grade

Total Expenses

9. Spend no more than 35% of related contributions on fund
raising. Related contributions include donations, legacies, and other
gifts received as a result of fund raising efforts.

:

should be no more than 35% |

| Total Fund Raising Expenses

. Total Retated Contributions

i

Cost to Raise $100

P —— [Uap—

 Total Fund Raising Expenses

o e e
i

should be no more than 35% !

|
! Total Related Contributions

10. Avoid accumulating funds that could be used for current
program activities. To meet this standard, the charity's unrestricted
net assets available for use should not be more than three times the
size of the past year's expenses or three times the size of the current
year's budget, whichever is higher.
Unrestricted Net Assets Available for Use

should be no

= more than 3

Total Expenses {Budget}

Charities with Large Asset Reserves

AIP strongly believes that your dollars are most urgently needed by
charities that do not have large reserves of available assets. AIP
therefore reduces the grade of any group that has available assets
equal to three to five years of operating expenses.

Groups with “years of available assets” of more than five years are the
“least needy” in AlP’s view, and receive an “F” grade regardless of other
measurements.

An organization that does not meet Standards 8, 9 and/or 10 may
provide evidence {o demonsiraie that its use of funds is reasonable.
The higher fund raising and administrative costs of a newly created
organization, donor restrictions on the use of funds, exceptional
bequests, a stigma associated with a cause and environmental or
political events beyond an organization's control are among factors
which may result in expenditures that are reasonable although they do
not meet the financial measures cited in these standards.
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Panel C: Financial Responsibility Ratios for Not-for-Profit Colleges and Universities

Primary Reserve Ratio Net Income Ratios Viability Ratio Return on Net Assets Ratio
Change in Unrestricted Net Assets
Expendable Net Assets Total Unrestricted Revenue Expendable Net Assets Change in Net Assets
KPMG et al. Total Expenses Long-term Debt Total Net Assets
(1999) Operating Rev. — Operating Exp.
Total Unrestricted Operating
Revenue

Primary Reserve Ratio Net Income Ratio Equity Ratio
.S, Department Adjusted Expendable Net Assets Change in Unrestricted Net Assets Modified Net Assets
of Education’® Total Expenses Total Unrestricted Revenue Modified Assets

If Net Income is positive, the ratio is
Computing DOE . . multiplied by 50 and added to 1. If Net . .
strength factors Multiply ratio by 10 Income is negative, multiply by 25 and add to Multiply ratio by 6
I.

DOE minimum/ Score can be no higher than 3 Score can be no higher than 3 and no lower Score can be no higher than 3
maximum than -1
DOE Weighting 40% 20% 40%
Composite Score Weighted average of the three strength factors must exceed 1.5

Definitions:

Adjusted expendable net assets = {unrestricted net assets) + (temporarily restricted net assets) — (annuities, term endowments, and life income funds that are temporarily restricted) — (intangible assets) -

{net property, plant and equipment) + (post-employment and retirement liabilities) + (all debt obtained for long-tern purposes).
Available Funds = Unrestricted and temporarily restricted cash and investments. Fitch says it does not use net assets because of the uncertainty related to the liquidity and value of some assets.
Expendable net assets = expendable resources = expendable financial resources = (total net assets) — (permanently restricted net assets) —( net investment in plant)

Net investment in plant = {net property, plant and equipment} — (long-term debt)
Modified net assets = (unrestricted net assets) + {temporarily restricted net assets) + (permanently restricted net assets) — (intangible assets) — (unsecured related-party receivables)
Modified assets = (total assets) — (intangible assets) — (unsecured rclated-party receivables)
Total unrestricted operating revenue includes only investment income to the extent of the school's endowment spending policy. If there is no policy, investment gains & losses are excluded.
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Panel D: Financial Vulnerability Ratios used in Academic Research on Tax-Exempt Organizations

Tuckman & Chang 1991, Greenlee &

Trussel 2000, Hager 2001 Trussel 2002 Greenlee & Trussel (forthcoming)
Equity Ratio: Debt Ratio: Equity Ratio:
Net Assets Total Liabilities Net Assets
Total Revenues Total Assets Total Revenues

Revenue Concentration (5 types):

T(Revenue; + Total Revenue)*

Revenue Concentration:

%(Revenue; ~ Total Revenue)’

Revenue Concentration:

Z(Revenue; = Total Revenuc:)2

Surplus Margin:

Total Revenue — Total Expense
Total Revenue

Surplus Margin:

Total Revenue — Total Expense
Total Revenue

Surplus Margin:

Total Revenue — Total Expense
Total Revenue

Administrative Cost Ratio:

Administrative Expenses

Total Revenues

Not included (lack of data)

Administrative Cost Ratio =
Administrative Expenses
Total Revenues

Comment: The ratios were created to be used with information available through the IRS Form 990.
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Panel E: Ministry Watch Ratios

Ministry Watch -5 Star Rating System

Ratios used from website, accessed 4/6/03
http://www.ministrywatch.com/mw2.1/H_Home.asp

Fund Acquisition

The Fund Acquisition efficiency rating uses ratios that relate to how the organization raises support.

Risk’Retum Name Calculation
Risk  (lower is better) Fundraising Cost Ratio Fundraising Expense Total Revenue
Return  (higher 15 better) Contributions Reliance Ratio Contributions Total Revenue

Resource Allocation

The Resource Allocation efficiency rating uses ratios that relate to how the orgamzation spends its
resources (n the current period on mission-related activities,

Risk/Return Name Calculation

Risk  (loweris better) Spending Ratio Total Expenses/Total Revenue
Return  (fugher is better) Program Output Ratio Program Expense/Total Revenue
Asset Utilization

The Asset Utilization efficiency rating uses ratios that relate to how the organization uses its asset base to
further its operations in the fiature.

Risk/Return Name Calculation

Risk  (lower is better) Degree of Long-Term Investment Total Assets/Current Assets
Retun  (fegher 15 better) Current Asset Turnover Total Expenses:Current Assets
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Exhibit 2 - Key Ratios For Evaluating Private Colleges and Universities
Under Various Analysis Systems

"s” indicates listing but net as a “key” ratio & Poor’s

“X” indicates listing as a “key” ratio. Standard Dept.

Moody’s | Fitch of Ed. KPMG

Primary Reserve Ratio:'

Expendable Net Assets” X X X X
Total (or Operating) Expenses3

Other Resources-to-Operations Ratios:

Unrestricted Resourccs4 X
Total (or Operating) Expenses
Face Value of Cash and Investments
Operating Expenses

Available {or Unrestricted) Cash and Investments v 3
Total Unrestricted (or Operating) Expenses

Net Income Ratio:’

Change in Unrestricted Oper. Revenues Qver Unrestricted Oper. Expenses

Adjusted Total Unrestricted Revenues - Unrestricted Expenses 10 11

Change in Unrestricted Net Assets X X
Total Unrestricted Revenue

Adjusted Total Unrestricted Revenues X X

Total Unrestricted Operating Income X

0 ~3 O tn

Only KPMG and the U.S. Dept. of Education describe this ratio as the “primary reserve ratio” although all
of the rating agencies except Fitch list it as a key ratio.

For S&P, Moody and KPMG, expendable net assets = total net assets — permanently restricted net assets —
(property, plant, and equipment — long-term debt). The Dept. of Education formula includes more
adjustments: expendable net assets = (unrestricted net assets) + (temporarily restricted net assets) —
(annuities, term endowments, and life income funds that are temporarily restricted) — (intangible assets) —
(net property, plant and equipment) + {post-employment and retirement liabilities) -+ (all debt obtained for
long-term purposes). Note that Fitch specifically says that they do not use net assets over expenses as a
measure of liquidity due to the uncertainties regarding the liquidity of certain assets included in the
computation of expendable net assets.

Only Standard and Poor’s indicates use of fotal operating expenses rather than total expenses in the
denominator of this ratio.

Unrestricted resources = unrestricted net assets — (net property, plant and equipment) — outstanding long-
term debt (S&P)

S&P uses operating expenses in the denominator.,

Moody uses total expenses in the denominator,

Standard and Poor’s uses “total operating expenses” instead of “total unrestricted expenses.”

Fritch uses unrestricted and temporarily restricted cash and investments in the numerator. They call this
figure “available funds.” The denominator is total unrestricted expenses although the discussion hints that
adjustments might be made.

Net income ratio is the terminology used by KPMG and the Dept. of Education. Variations on this ratio are
referred to as operating margin (Moody’s and Fitch),

Moody adjusts unrestricted revenues by limiting investment income to 4.5% of previous year’s ending
value of cash and investments and subtracting net assets released from restrictions for construction and
acquisition of fixed assets. Moody computes an alternate version of the ratio that excludes contributions
and gifts from both the numerator and the denominator.

Fitch adjusts the change in unrestricted net assets for net assets released from restrictions related to non-
operating purposes such as capital needs. Fitch says variations of the ratio may be calculated which exclude
unrealized gains and loss and nonrecurring items to more accurately assess the institution’s core operations.
Fitch also computes a smoothed version of the ratio using 3-year averages.
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Exhibit 2, continued

“X” indicates listing as a “key” ratio, Standard . . Dept.
»s” indicates listing but not as a “key” ratio & Poor’s Moody’s |  Fiteh of Ed. KPMG
Return on Net Assets Ratio: 12
Change in Total Net Assets X X
Total Net Assets
Equity Ratio: 3
Modified Net Assets X s
Modified Assets
Viability Ratio:
Expendable Net Assets' X

Long-Term Debt

Other Resources-to-Debt Ratios:
Available (or Unrestricted) Cash and Investments 4 15

Total Debt
Face Value of Cash and Investments
Total Debt

Expendable Unrestricted Net Assets x16
Direct (o1 Comprehensive? Debt

Available Net Assets 7
Long-Term Debt

Expendable Net Assets' X XlS
Total Debt

Moody uses average net assets in the denominator, Moody also lists a variation of this ratio called “return
on financial assets.” It is the change in total financial resources divided by the average total financial
resources. Financial resources are defined as total net assets less (plant, property and equipment — related
debt),

Dept. of Education modifies equity and assets by subtracting intangible assets and unsecured related party
receivables:

Modified Net Assets = (total net assets) — (intangible assets) — (unsecured related-party receivables).
Modified Assets = (total assets) — (intangible assets) — (unsecured related-party receivables).

S&P apparently uses the face value of all cash and investments in the numerator rather than omitting
restricted cash and investments as is done to one degree or another by the other rating agencies.

Fitch uses unrestricted cash and investments that they refer to as “available funds.”

Moody calls this ratio “unrestricted financial resources-to-debt” and computes two versions. The first uses
“direct debt” in the denominator and the second uses “comprehensive debt” which includes certain off-
balance sheet instruments such as private developer-financed borrowings for projects, operating leases, etc.
Direct debt is the debt upon which principal and interest payments are due. Unrestricted financial resources
are defined as total unrestricted net assets less (investment in plant less related debt).

Available Net Assets (as compared to expendable net assets) includes equity in plant, property and
equipment. That is what makes this ratio different from the viability ratio.

Moody’s also computes this ratie based on direct debt only, Direct debt includes all debt for which an
institution is legally obligated to pay debt service, such as bonds, notes, and capital leases.
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Exhibit 2, continued

”s” indicates listing but not as a “key” ratio & Poor’s

“X” indicates listing as a “key” ratio. Standard Dept.

. .
Moody’s | Fitch of Ed.

KPMG

Debt Service Burden Ratios:

Debt Service Coverage:

Maximum Annual Debt Service X
Total Unrestricted Revenues

Maximum Annual Debt Service 19 20

Net Revenues (or Adjusted Change in Net Assets) 22

Total (Operating) Expenses
Actual Debt Service
Total Expenses

Adjusted Change in Net Assets X21

Maximum Annual Debt Service
23

Available (or Unrestricted) Cash and Investiments 26

Actual Annual Debt Service

Adjusted change in net assets X24 Xzs
Maximum Future Annual Debt Service

Maximum Annual Debt Service

19

20

Standard & Poor’s includes proforma debt service costs for proposed new issues of debt in the numerator
and uses total operating expenses rather than total expenses in the denominator.
Moody’s calls this the “peak debt service-to-operations™ ratio and divides by total expenses instead of total

operating expenses.
21

22
23

24

25

26

Moody’s also computes a smoothed version by taking a three-year average of (the change in net assets +
depreciation + interest paid) divided by the maximum principal and interest payment during the period.
Moody also computes a smoothed version of this ratio using 3-year averages.

Fitch’s “annual net revenues” is the change in unrestricted net assets with noncash items like depreciation
being added back along with interest that was expensed during the year. It is probably equivalent to S&P’s
“adjusted change in net assets.” Fitch says that they also compute this ratio using “existing fund balance”
but did not explain this term.

S&P does not define “adjusted change in net assets” but presumably the adjustments would be to add back
depreciation expense and interest paid.

Moody only lists “Average peak debt service coverage™ which is a smoothed version of this ratio (using 3-
year averages).

Fitch uses unrestricted cash and investments which they refer to as “available funds.”
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Exhibit 3
QOther Ratios for Private Colleges and Universities
; . . Standard .
Descrbed = X, Listed as a “key” ratio = KEY & Poor’s Moody’s | Fitch | KPMG
Secondary Reserve Ratio:
Nonexpendable Net Assets / Total Expenses
Average age of plant (yea_rs): - o X X X
Accumulated depreciation divided by annual depreciation expense
Student Demand:
Acceptance or Selectivity Ratio (freshmen) = X X Key
Number of Acceptances divided by Number of Applications
Matriculation Ratio (freshmen) =
L X X Key
Number of Admissions divided by Number of Acceptances
Revenue Diversity Ratios:
Tuition Revenue
Total Unrestricted Revenues X Key X
Similar ratios may be computed for other revenue sources including grants and contracts, gifts
and pledges, investment and endowment income, health care operations, and auxiliary
operations
Financial Aid Burden:
Total financial aid costs X
Total education and general expenses
Tuition Discounting Percentage:
\ . 28
Total financial aid costs X X Key
Gross tuition and fess
Instruction Percentage:
Total instructional costs X
Total Operating Revenues
Net Tuition per Student:
Gross tuition and fees revenue less total scholarships and fellowship expense divided by total X X X
number of full-time equivalent students
Educational (or Operating) Expenses per Student;
(Total education and genera) expenses less total scholarship and fellowship expenses less X29 X
auxiliary expenditures less patient care expenditures) divided by total number of full-time
equivalent students
Total Financial Resources per Student
Total net assets less (plant, property and equipment less related long-term debt) divided by total KEY

number of full-time equivalent students

27

29

S&P uscs total unrestricted operating revenues in the ratios related to revenue diversity.
Total financial aid costs = institutionally funded financial aid + externalty funded financial aid.
S&P lists total operating expense per student rather than educational expenses per student,
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Exhibit 3 - continued

Page 12

Described = X, Listed as a “key” ratio = KEY

Standard
& Poor’s

Moody’s

Fitch

KPMG

Debt per Student
Total (proforma) debt divided by number of full-time equivalent students

X

Other Full-time Equivalent Student Measures:
Revenues per FTE, unrestricted resources per FTE, expendable resources per FTE are listed by
S&P. Available funds per FTE is listed by Fitch.

X

Cash Income Ratio:
Net Cash Provided by Operating Activities
Total Unresiricted Income, Excluding Gains

Operating Income Ratio:

Operating Revenues — Operating Expenses

Educational and General Expens.es.30
Contributions are also divided by educational and general expenses (contributed income ratio)

Auxiliary Profitability Ratios:
Net Auxiliary Enterprise Revenues

Total Auxiliary Enterprise Revenues
In addition, hospital revenues less related expenses are divided by total hospital revenues.

Support Services Ratios:

Educational Core Services Expenses
Educational and General Income
Educational support expenses, general support, and (operations and maintenance of plant) are
each divided by educational and general income to obtain comparable ratios for additional
analysis.

Deferred Maintenance Ratio:

Outstanding maintenance requirements divided by expendable net
assets

Composition of Equity Ratio:
Financial assets divided by physical assets (or total assets less
plant, property and equipment divided by plant, property and
equipment)

Return on All Investments Ratio:
Total investment return divided by average modified invested
assets. The numerator includes investment income plus realized and unrealized

gains and losses on investments. The denominator includes cash and cash

equivalents, investments, and plant, property and equipment net of accumulated
deprecation.

30

Educational and general expense is illustrated as total expenses — auxiliary expenses.




