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To address many of today’s social problems, compassionate people have started smaller,
local charities. Accountants are uniquely qualified to play a strategic role in helping
these charities accurately signal their efficiency and effectiveness so they can attract
donors and better fulfill their mission. Although accountants may hesitate to volunteer
because they’re unsure what needs to be done or what resources are available—and the
challenge may look momentous—the rewards are great, and the solutions usually just need the skills accountants already have, as well as a bit
of hard work. Unlike in the for-profit world, competitors may be a valuable resource, and many are willing to lend a hand.
We’ll help you understand how charities are rated, offer tips such as
where to find Internet resources, and share how accountants made a
difference in the operations and public perception of Medical Bridges,
a small but growing charity in Houston, Texas. Accountants helped
them improve their accounting system, value millions of dollars of
noncash donations, properly allocate expenses to activities, and prepare for and survive their first CPA audit.

HOW ACCOUNTANTS
HELPED A GROWING
CHARITY
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MEDICAL BRIDGES
HAS SHIPPED SUPPLIES AND
EQUIPMENT TO 71 COUNTRIES,
RECYCLING EXCESS FROM THE LARGE
HOUSTON, TEXAS, MEDICAL
COMPLEX.
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GETTING STARTED
In 1997, Dr. Patricia Brock started Medical Bridges, an
Internal Revenue Code Section 501(c)(3) public charity.
As a medical doctor, she saw a connection between the
estimated $6 billion of surplus medical supplies and
equipment discarded every year in the U.S. and the severe
needs she witnessed during a trip to El Salvador. To
address this issue, Medical Bridges recycles excess from the
large Houston medical complex. So far the organization
has shipped supplies and equipment to 71 countries,
including medical supplies for the Tsunami victims. In
2005, they shipped supplies valued at approximately $10.4
million while incurring cash expenses of only $502,444.
This makes Medical Bridges an efficient charity, but it
wasn’t communicating that efficiency in 2001.
When the accountants started to help, their first step
was to look at Medical Bridges’ financial reports. Even if
the charity doesn’t have formal financial statements,
they’re required to report their Statement of Activities
(income statement) and Statement of Financial Position
(balance sheet) as part of their Form 990, Return of
Organization Exempt From Income Tax. A quick review
of Medical Bridges’ 2001 return identified two significant
problems that might keep donors from evaluating the
charity appropriately. First, the organization didn’t
include noncash contributions. Second, they had made
no attempt to allocate expenses to the three categories
required by the IRS: program services, management and
general, and fundraising. These categories are also
required under Statement of Financial Accounting Standards (SFAS) No. 117, “Financial Statements of Not-forProfit Organizations.”
The accountants discussed these two issues with management, who were unaware of the allocation issue but
thought they were dealing with the noncash contribution
problem by providing supplemental data directly to current and prospective donors. Although it might appear
conservative to leave off estimates of noncash items, in
SFAS No. 116, “Accounting for Contributions Received
and Contributions Made,” the Financial Accounting Standards Board (FASB) addressed the subject of noncash
contributions and “concluded that disclosures about contributions are not a satisfactory substitute for financial
statement recognition.” Since the information is required,
it would be reasonable for donors to be suspect of supplemental information not recognized in the statements
or provided to the IRS. Capturing and valuing the flow of
noncash items turned out to be the biggest, but most
interesting, part of the challenge.

Figure 1:

BBB Wise Giving Alliance
Standards 8 and 9
FINANCES

8. Spend at least 65% of its total expenses on
program activities.
Formula for Standard 8:
Total Program Service Expenses
Total Expenses

should be at least 65%

9. Spend no more than 35% of related contributions on
fundraising. Related contributions include donations, legacies,
and other gifts received as a result of fundraising efforts.
Formula for Standard 9:
Total Fundraising Expenses
should be no more than 35%
Total Related Contributions

RATING CHARITIES
The goals of complying with the IRS reporting rules, getting audited financial statements, and attracting more
donors are compatible. Medical Bridges’ 2001 Form 990
only showed cash contributions of $236,163 because the
organization wasn’t reporting the estimated donation of
$2 million in supplies and equipment. Without this information, readers of their statements weren’t getting an
accurate picture. The charity needed to include their
noncash contributions and categorize their expenses to
show that they met the BBB Wise Giving Alliance guidelines. Making these changes had a dramatic effect on the
BBB ratios listed in Figure 1, Items 8 and 9. Figure 2
shows the results of the BBB Items 8 and 9 computations
for 2001 to 2003.
The 2003 Form 990 Statement of Functional Expenses
allocation appears in Figure 3. Per the BBB standards,
program service expenses should be at least 65% of the
total expenses. For Medical Bridges this amount was zero
before 2002 because they allocated all expenses to management and general. Allocating expenses to three classifications and recording noncash contributions would let
donors’ perceptions of the efficiency and effectiveness of
Medical Bridges be more closely matched with the reality
of the activity.
It’s important to paint an accurate picture because the
information is public, even though a charity may not
realize the extent: The data appears on the World Wide
Web even if the charity doesn’t put it there. After the
return is filed, the IRS provides copies of the charity’s
Febr uar y 2007
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Figure 2:

BBB Wise Giving Ratios for
Medical Bridges

Figure 3: Form 990 Part II
Statement of Functional Expenses

Computed from the Information Reported on Form 990
2001

2002

2003

Standard 8 Ratioa
$ 65% recommended

0%

98.95%

98.86%

Standard 9 Ratiob
, 35% recommended

0%

15.44%

16.60%

a 2001:
Total Program Service Expenses
0
__________________________
= ______________ = 0%
Total Expenses
71,237
a 2002:
Total Program Service Expenses
3,185,517
__________________________
= ______________ = 98.95%
Total Expenses
3,219,220
b 2001:
Total Fundraising Expenses
0
__________________________
= ______________ = 0%
Total Related Contributions
236,163
b 2002:
Total Fundraising Expenses
23,029
__________________________
= ______________ = 15.44%
Total Related Contributions
149,122

Form 990 to an organization called GuideStar, which
posts the return on the Internet. Unlike a business return,
the return isn’t just between the charity and the IRS—it’s
a powerful communication tool. The return is a major
source of information for organizations that rate charities, such as Charity Navigator. (Although Medical
Bridges already had a website located at www.medical
bridges.org, its knowledge of GuideStar allowed the charity to add to its Internet strategy.)
Also, to give their returns a more professional look,
charities that can’t afford tax preparation software should
take advantage of the “fillable” PDF forms provided on
the IRS website. These forms should be saved and then
opened using the full Adobe Acrobat software. The forms
can then be filled in, saved, and edited later if necessary.

VALUING NONCASH TRANSACTIONS
It was important for Medical Bridges to find a way to
capture and value the flow of noncash items since they
accounted for more than 95% of the charity’s receipts
and disbursements. The first step was to assess the
resources and realities of their situation. There was no
inventory system, and the contributions weren’t recorded
42
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when received. Many items arrived together in boxes,
and, since the organization had only three paid employees, volunteers did most of the sorting and shipping. The
charity had a list of the boxes shipped as well as a brief
description of the items. They used this box count to
measure and report output. Large equipment was counted as a box since it was listed as a separate line item on
the worksheets and shipping manifests.
Medical Bridges needed better accounting records so it
could attract more donors, hire more employees, and prepare better accounting records. Any solution needed to
break this circular problem without disturbing the muchneeded flow of medical shipments. The problem was
solved in steps over a few years until the organization
could design and implement a complete inventory system.
By the time the accountants identified the problem, the
2002 Form 990 extended tax return was due. The decision was made to capture the noncash receipts and disbursements using an estimated box value of $400, which
doctors developed. The charity was using this estimate in
its supplemental information, and the 2002 return
included a statement disclosing the use of the estimate. A
search of GuideStar turned up a similar medical charity
in another city that also used a per-box estimate and disclosed in its return that doctors at the charity prepared
the estimate. Medical Bridges didn’t attempt to estimate
an inventory, but it did estimate that the beginning and
ending inventory were approximately the same. Although
the Statement of Financial Position was still misleading,
the Statement of Activities provided an improved picture,
which was one step forward.

Since the year 2003 was almost over, Medical Bridges
decided to use the same $400-per-box estimate for 2003
and focus on implementing a better system for 2004.
They discussed capturing an end-of-year inventory, but
the warehouse contained a number of unusable goods,
and these items needed to be cleaned out. It would have
taken too many volunteer hours away from shipping
goods to get any type of count at this point in time.

Table 1: Medical Bridges, Inc.
Sumary of Statistics from Sample of
Noncash Contributions
Value of 600 Boxes

$347,340.00

Average Box Value

$578.90

Lowest Box Value

$0.84

ANOTHER STEP FORWARD

Highest Box Value

$12,293.00

In 2004 it was time to determine a more exact value per
box. Medical Bridges needed audited financial statements
to give to prospective donors if they were going to be able
to raise money for a larger warehouse and expand their
operations. Because the auditors would need to sign off
on the valuation of the noncash contributions and disbursements, they needed a more refined estimate. With a
total box count of almost 12,000, it wasn’t possible to value each box, so Medical Bridges, the accounting volunteers, and auditors agreed to use statistical sampling. The
techniques needed to differ from those the auditors used
since they test the validity of an existing amount or look
for exceptions. This sample would be used to establish an
amount.
The accounting volunteers interviewed employees and
other volunteers to obtain preliminary information about
the box value population and determined the population
was probably very skewed. Although employees and volunteers estimated that most boxes had a value less than
$1,000, there were items such as a piece of equipment
worth $75,000. Since no one was sure of the values, it
wasn’t possible to create an accurate stratified sample to
separate out the larger items. Thus, a statistically defendable plan would sample the whole population while
attempting to make sure that extreme, large outliers
didn’t distort the results. For example, if 5% (one in 20
boxes) of the population were valued and the sample
contained the $75,000 item, that item alone would imply

Median

$227.20

that 20 items valued at $75,000 were shipped. Although it
was important to be aware of potential distortions, any
arbitrary elimination of items affects the statistical validity of a random sample.
The accounting volunteers and the auditors agreed on
a sample size of approximately 5%. Before the items were
selected, a master list of all boxes in the shipments was
created in Excel, and every box in every shipment had to
be assigned a unique number to give every box an equal
chance of being selected. The listing process identified
some errors in the total box count, which was important
since the updated per-box value would be multiplied by
that number. The adjusted box count was 11,586.
The group obtained random numbers by using
Research Randomizer at www.randomizer.org. A printout
of the numbers on the computer screen documented the
date and the selection. The numbers matched up with the
boxes on the master list, and an Excel file included details
of the sample of 600 boxes.
Items donated to charity are supposed to be valued at
fair market value, although determining the fair market
value can be an illusive goal since even vendors charge
different prices to different customers. A best effort,
therefore, is necessary just as it is in situations such as
transfer pricing. Medical Bridges asked similar charities
for help, and one provided a rough list as a starting point.
Vendor websites and the doctors at the charity were also
valuable resources.
Because there were so many different types of items
and their condition varied, the charity created categories
and used average wholesale prices for goods in each category. When possible, employees and volunteers identified
used items and took an additional discount. The employee in charge of implementing the inventory system for
2005 valued the 2004 sample and documented the source
of the values. As employees valued the items, they also fed
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Figure 4:

Distribution of Sample Box Value
per $100, then per $1,000
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5,001 to 6,000
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3,001 to 4,000
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2,001 to 3,000

AUDITED FINANCIAL STATEMENTS
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1,801 to 1,900
1,701 to 1,800
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301 to 500
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0
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this information into the inventory system that Medical
Bridges was installing for 2005, so the time spent served a
dual purpose.
The sample results were reviewed in detail, which Table
1 and Figure 4 summarize. Table 1 shows that the lowest
box value was 84 cents and the largest was more than
$12,000, while Figure 4 shows a skewed distribution,
which was consistent with the preliminary expectation
about the population. Although the average box value
was $578.90, the charity decided that this should be
rounded down to $500 to be conservative. The auditors
examined the sample and determined that with appropriate disclosure in the footnotes they could sign off on the
$500-per-box value.
Thanks to a new inventory system Medical Bridges
implemented at the start of 2005, the results from 2005
44

confirmed the $500 estimate. Since the charity has a perpetual inventory system where shipments are now valued
during the year and the amounts are included in the
monthly financial statements, Medical Bridges knows
what items are available when a request for help comes in.
The information from the sample and the new system
put in for 2005 are helping the charity manage their
operations so they can make better decisions about collecting and shipping items. For example, if a foreign clinic or hospital can buy supplies in its local area, it may be
more efficient to send a dollar than ship a box valued at
84 cents.
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The 2004 audited statements showed the receipt and disbursements of the noncash items in the Statement of
Activities. The notes to the financial statements clearly
stated the basis used to determine the estimate. The issue
of inventories still wasn’t resolved, and the auditors’ 2004
opinion contained a qualification disclosing this problem.
Although inventory was counted at the end of 2004, the
charity still didn’t have a beginning inventory. If an
adjustment had been made to include inventory only in
the ending balance sheet, then the income statement
would be materially distorted. This would be a step backward in providing the readers with an improved picture
of activities and efficiency. The auditors suggested leaving
the inventory off the balance sheet until the 2005 statements when both a beginning and ending inventory
amount would be available. The 2005 statements used a
restatement of the 2004 balance sheet so that the 2005
income statement contained only the activity for the current year. These statements, which included qualifications, are still very valuable, and the charity hopes that
readers understand the source of the qualifications and
the progress being made.

ACCOUNTING SYSTEM
The following basic tasks improved the accounting
system:
◆ Installing new accounting software.
◆ Designing and inputting a new chart of accounts that
included dividing expenses into the three categories
shown in Figure 3: program services, management
and general, and fundraising. These categories are also
used in financial statements.
◆ Changing the title on the “Balance Sheet” to “Statement of Financial Position” and the title on the
“Income Statement” to “Statement of Activities.”

Internet Resources
GuideStar www.guidestar.org
GuideStar, the registered trademark and operating name of Philanthropic Research, Inc., obtains copies of nonprofit organizations’ tax
return forms (Forms 990 and 990-PF) directly from the IRS and publishes this public information on the World Wide Web. A 501(c)(3)
public charity, GuideStar’s mission is to provide free access to America’s most comprehensive database of information about nonprofits.
Its website includes:

◆ Financial information on more than 1.5 million nonprofit organizations;
◆ A search engine that allows you to search by factors, such as
type of organization and location;

◆ Copies of past tax returns (Forms 990 and 990-PF) obtained
directly from the IRS;

◆ Mission and program statements about the organizations;
◆ Board of directors’ information; and
◆ Contact information.
BBB Wise Giving www.give.org
Websites like the BBB Wise Giving Alliance provide information on
how to evaluate a charity. The Better Business Bureau’s (BBB)
Foundation and Philanthropic Advisory Service created the Alliance in
conjunction with the National Charities Information Bureau Organizations. The Alliance issued 20 standards that apply to public charities
to provide guidance to donors when they are selecting and comparing
charities.
Charity Navigator www.charitynavigator.org
Charity Navigator describes its work this way: “America’s premier
independent charity evaluator works to advance a more efficient and
responsive philanthropic marketplace by evaluating the financial
health of America’s largest charities.”
VolunteerMatch www.volunteermatch.org
Opportunities to volunteer can be located through GuideStar or
through organizations such as VolunteerMatch. Charities submit
opportunities, and prospective volunteers search for opportunities
that match their interests, location, and skills.
Internal Revenue Service www.irs.gov/charities/index.html
The IRS website includes information such as the Compliance Guide
for 501(c)(3) Tax-Exempt Organizations (locate as Publication Number
4221), a guide on what records to keep and how long to keep them.
It also contains Form 990 in PDF form that can be saved, filled in,
and edited by using the full Adobe Acrobat software.

◆ Spending time showing an employee
how to input the accounting
transactions.
When suggesting and implementing
changes, several management accounting
lessons were applied:
◆ It’s important to map out a long-term
vision because change takes time.
◆ Do it in steps. Success breeds willingness to adopt more change.
◆ Change needs to be made cautiously so
that it doesn’t disrupt what is already
being accomplished.
◆ Changes must be designed with the
needs and abilities of employees and
volunteers in mind.
◆ Diplomacy is key. The feelings of the
employees and volunteers—those
who have worked hard to get the charity
to this point—should always be
respected.
◆ Don’t change more than is necessary.
The benefit from additional information must exceed the cost.

MAKING A DIFFERENCE
Accountants don’t need to specialize in
nonprofit accounting to make a difference. Their accounting skills can contribute significantly to the efficient
operations of a charity as well as to the
public’s perception of that charity’s operating efficiency. Charities need guidance
to implement an effective accounting system and to communicate effectively with
donors and can do so by reporting noncash transactions, allocating expenses to
activity categories, and using Internet
resources. ■
Susan M. Sorensen, CPA, Ph.D., is an assistant professor of accounting at the University
of Houston. You can reach her at
(281) 283-3160 or sorensen@uhcl.edu.
Donald L. Kyle, CPA, Ph.D., is a professor
of accounting at the University of Houston.
You can reach him at (281) 283-3176 or
kyle@uhcl.edu.
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