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What should be the basis of accounting’ for
an NGO? There are three possibilities: 1.
Cash basis, 2. Accrual basis, and 3. Mixed
basis. Most NGOs choose cash or mixed
basis. Some have now started following
accrual basis also.

The Three Common Bases

Which of these is better for NGOs? Let us
see the assumptions behind each of the
bases:

1. Cash Basis
Cash basis is useful when there is general
uncertainty about recovery or payment of
funds. This may happen in areas

where the law and order situa-
tion is bad. Or it may happen / A@

in times of war or other
natural calamity. In such a
situation, traders also stop W
making credit sales.

In some cases, the nature of the ‘business’
may be such that you cannot sue for re-
covery. An example is that of a fence deal-
ing in stolen goods.

Smaller businesses often do not have ac-
cess to credit and do not carry large inven-

! ‘Basis of Accounting’ determines the time
when you would record an income or ex-
pense: when it becomes due or when it is
actually paid or received.

tories. Here, cash basis of accounting is
more convenient.

Cash basis is a little less complex than ac-
crual accounting. It is, therefore, also ad-
visable where an organisation does not
have a trained accountant.

2. Accrual Basis

In the present business world, accrual or
mercantile accounting is almost universal.
Modern businesses use credit in many
complex ways. This means that there can
be a long delay between a transaction and
receiving the cash for it. Similarly, capital-
intensive businesses must also write-off
their plant and machinery over a period of
time.

Sometimes, accrual accounting lends itself
to serious misuse. It allows clever account-
ants to manipulate financial results in many
ways. From one point of view?, it became
easier for people to inflate earnings of En-
ron, WorldCom, Xerox, etc. by misusing
accrual accounting.

3. Mixed Basis

Mixed basis is also called
modified accrual basis. It
combines a little bit of both:
cash as well as accrual.

For example, expenses may be recognized
on accrual basis. Grants and recurring in-
come (rent, interest, etc.) may also be rec-
ognized on accrual basis. But donations
may be accounted only when received.

The extent of mixing cash and accrual may
vary from one organisation to another. This
is normally clarified through notes to ac-
counts.

2 Mr. John Cassidy offers an interesting
historical perspective on the link between
executive compensation and business ac-
counting in “The Greed Cycle’. Pp. 64-77,
The New Yorker, September 23, 2002
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Living in the Future: Accounting for
Promises

In USA, a ‘promise to give’ is commonly
called a pledge. In a literal sense, a pledge
is more solemn than a promise. Legally, a
pledge of contributions may or may not be
enforceable. In any case, no fund-raiser
would probably ever think of going to court
over an unfulfilled pledge.

All unconditional pledges must be recorded
in the accounts (SFAS 116). This means
that a promised donation is more or less
treated as a debt. The income of the NGO
for the current year goes up accordingly.

However, SFAS 116 makes two allow-
ances:

1. An allowance for un-collectible
pledges. Typically, NPOs estimate
from their past experience how much
of the pledged amount may not be col-
lected. They show this as a reduction
from the ‘pledges receivable’ in the
Balance Sheet.

2. A discount for present value of
money. Money receivable in future is
discounted to present value, using a
suitable interest rate. The ‘pledges re-
ceivable’ are shown at the discounted
value.

Living in the future? No, merely accounting
for it.

The Asian Situation

When it comes to NPO accounting, people
often look to USA for guidance. In USA,
accrual basis of accounting is the norm for
medium and large-sized NPOs. However,
most of the smaller NPOs continue to use
the cash basis of accounting. Accrual basis
also makes sense if you want to account

for donation pledges (see box: Living in the
Future...). What is the position in Asia?

The practices and prescriptions vary from
one country to another:

1. Bangladesh

The NGO Affairs Bureau has not laid down
any guidelines regarding this. Most of the
NGOs use cash basis of accounting. Some
use mixed basis of accounting, following
the principle of conservatism (income on
cash basis, expenses on accrual basis).

2. China

Effective 1-January-2005, accrual account-
ing is compulsory for all registered NPOs in
People’s Republic of China®.

3. Hong Kong
NPOs in Hong Kong are required to use
accrual basis®.

4, India

Most of the NGOs use cash basis of ac-
counting. The Institute of Chartered Ac-
countants of India has recommended ac-
crual basis in a recent Technical Guide®.

Non-profit companies have to follow ac-
crual basis by default®. NGOs having busi-
ness activities are required to choose either
accrual or cash basis’.

5. Indonesia

Most of the NGOs use mixed basis of ac-
counting. However, larger NGOs tend to
use accrual basis.

6. Pakistan
Cash basis of accounting is used by most
NGOs.

® Article 7, Accounting Standard for NPOs,
issued by Ministry of Finance, PRC, Sep-
tember 2004

4 Hong Kong Institute of Certified Public
Accountants

® Para 3.22, page 29; Technical Guide on
Accounting and Auditing in Not-for-Profit
Organisations. Feb-2003

® Section 209(3)(b), The Companies Act,
1956

7 Section 145, Income Tax Act, 1961
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7. Philippines

Accrual basis of accounting has been rec-
ommended as the norm by a Task Force®.
Smaller NGOs may be allowed to use cash
basis during the year and convert the fi-
nancial statements to accrual at the year
end.

8. Nepal
Cash basis of accounting is commonly
used.

9. Sri Lanka
Most of the NGOs use cash basis of ac-
counting.

10. Thailand

NGOs are using all three bases of account-
ing: cash, accrual and mixed. There is no
specific direction for a particular basis.

So what’s best for NGOs?

We can divide NGOs/ NPOs in two broad
categories for this discussion:

1. Organisations that provide services to
people (hospitals, schools, colleges,
etc.). These are mostly run on fees re-
ceived from users. Donations form a
small part of their income. We have
termed these as NPOs.

2. Organisations, which run programs
supported by grants or donations. Fees
form a small part of their income.
These are commonly called NGOs.

Let us now look at key features of NPO /
NGO financial environment:

Firstly, in most countries’, an NGO can not
enforce a promise to donate. What does
this mean?

Let us say that Mr. Singh becomes emo-
tional at a charity dinner. He makes out a

® Para 10, Proposed Statement of Financial
Accounting Standards for NGOs in the Phil-
ippines, 2004

% In USA, this varies from one state to an-
other. In some states, you can sue if a do-
nor does not follow-through on his or her
pledge. However, in practice, most chari-
ties avoid getting into lawsuits over this.

cheque for Rs.Ten lakhs and hands it over
to you on the spot. Three days later, the
cheque comes back to you, unpaid.

Can you sue Mr. Singh? No. In most Asian
countries'®, a promise to donate is an un-
enforceable contract, as it is a contract
without consideration”".

Secondly, NGOs do not store significant
costs or value in items such as inventory or
debtors. They also do not have large vol-
umes of depreciable fixed assets.

However, NPOs (such as
hospitals) differ from NGOs
in this regard. They often
have large stores as also
expensive equipment and
machinery.

Thirdly, credit transactions in NGOs are
very limited. They also do not avail credit
facilities with banks etc.

NPOs (such as hospitals and schools) do
not provide any significant credit to the us-
ers of their services. However, NPOs may
take supplies on credit or loans from banks
etc.

Fourthly, the control environment at many
Asian NGOs is in early stages of evolution.

In such a situation, mixed basis of account-
ing may be most appropriate. Here also,
we could choose different combinations for
fee-based NPOs and grant-based NGOs.

Item NPOs NGOs

Fees Accrual Accrual

Income from rent, in- | Accrual Accrual

1% This was not always so. For instance, in
India, according to Acharya Chanakya’s
Arthashastra (composed in 15" century BC
or 2™ century BC), donated money could
be recovered in the same way as a debt.
[3.16.1]. SOCATRHUNE AR | P.
322, Kautileeyam Arthashastram, Chauk-
hamba Vidhyabhavan, Varanasi, 4" Edi-
tion, 1996

" Indian Contract Act, 1872. The Act is
based on English law.
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Item NPOs NGOs

terest, dividend, etc.

Govt. subsidies Accrual Accrual
Project Grants'? Accrual  Accrual
Donations Cash Cash™

Expenses on salaries, Accrual Accrual
rent, interest, depre-
ciation etc.

Other Expenditure Accrual Cash

Other expenditure by NGOs
In the table above, the accounting basis for
‘Other Expenditure’ by NGOs is shown as
cash.

This would include most non-recurring pro-
gram expenditure. It would also

include  other  administrative
expenditure. You may wonder

- why this should not be kept
= on accrual basis?

Firstly, shifting this to ac-
: crual basis would increase
\’ the accounting complexities.

Secondly, unscrupulous ac-
countants can also misuse™ it.

'2 Project grants are normally formalized
through enforceable agreements. An NGO
has the legal right to recover these once a
funding-agency has signed an agreement,
and the NGO has fulfilled the necessary
conditions of the grant agreement.

1t can be argued that this is really accrual
basis only. How? Donations are being ac-
counted when they are actually received.
This is co-incident with the time when a
legal right arises to receive them. There-
fore, you are accounting for them at the
time when the donations become due.

' They could make entries for provision of
fictitious expenses at the end of the report-
ing period. These would be accounted, au-
dited and reported to the concerned donor
agency. After the reporting, these entries
may sometimes be simply reversed. Thus,
large amounts may get siphoned out by the
organisation. This situation is all the more
likely as NGO auditors often do not have

This will harm the reputation of NGO sector
and will thus stifle its growth.

Disclosure

Whichever basis you follow, it is best to
disclose it in the accounts. This is done
through a note describing the basis of ac-
counting.

For instance, if you are an NGO, which de-
cides to follow the basis shown in the table
above, you could give a note like this:

“The Accounts have been prepared
on accrual basis except for donations
and other expenses, which are ac-
counted on cash basis.

By other expenses, we mean non-
periodic expenses, including most of
the program and administrative ex-
penses. Other expenses do not in-
clude period-based expenses such as
salaries, rent, interest, etc.”

There is no need to quantify the financial
impact of the above policy, if the same pol-
icy is followed consistently from year to
year.

What is AccountAble: Each issue of 'Account-
Able' covers a different topic related to NGO regu-
lation or accounting and is mailed to about 2,500
persons in NGOs, Agencies and audit firms. Ac-
countAid encourages reproduction or re-distribution
of ‘AccountAble’ in workshops or NGO newsletters
for non-commercial use, provided the source is
acknowledged.

Interpretation of law: Interpretation of law given
here is of a general nature. Please consult your
advisors before taking any important decision.
AccountAble on the Web: All the past issues of
‘AccountAble’ are available on our web-site
www.accountaid.net.

Comments: Your comments and suggestions can
be sent to AccountAid India, 55-A, Pocket C,
Siddharth Extension, New Delhi-110 014, India;
Phone: +91-11-2634 3128, 2634 6111; Fax: +91-
11-2634 3852; e-mail: accountaid@vsnl.com.
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security of tenure — they can be removed at
will.
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